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Regardless of which instrument you are trading - be
it stocks, municipal bonds, U.S. treasuries, agricul-
tural futures, foreign exchange, or any of the count-
less others - the attributes that determine the viabll-
ity of a market as an investment opportunity remain
the same. Mamealy, good investment markels all pos-
sess lthe following characteristics: liquidity, market
transparency, low transaction costs, and trending
markais,

Liquidity

Liguldity, the term used to qualitatively assess how
aasily trades can be entered and exited, is of prime
importance (o all traders. Trading essentially
involves two transactions: the opening of a position,
followed by the subsequen! closing of that position,
Liquidity, which i1s highly correlated to volume,
assesses how easily traders can enter and exil posi
tions. A liquid market is a marke!l where participants
can rapidly execute large volume transactions with
little impact on prices. Markels that have high daily
turnover generally offer the most competitive prices
and the bes! execution. Traders parlicipating in illig-
uid markets will experience delays and market order
fills could potentially be at a very different price from
the market rate when the order was initially placed
{slippage). Furthermore traders may have difficulty
in exitling positions, therefore affecting the true cost
of the Wrade. Ultimately this will create substantial
barriers to ¢learing profitable trades.

Market Transparency

Market transparency is usually defined as the ability
of markel participants to observe the information in
the trading process. Informed traders are better off
while uninformed traders become worse off, because
markets can be exploited by those with private infor-
mation. Today's financial markets rely heavily on
information transparency: traders need the ability to

see a transparent spread in order o employ a strat-
eqy that is both pre-meditated and disciplined, while
still flexible enough to accommuodale an aver chang-
ing marketplace. Such transparency of information
provides traders with the ability to craft a fine-tuned
risk managemeni strategy, and apply il to the markel
in accordance with the fundamental and tlechnical
tools used to assess markel opportunities,
Ultimately, greater market transparency leads to
market efficiency. In the case of Worldcom, for
example, inaccurate reportling by company principals
have resulted in the downfall of the company and
losses for many shargholders. Markets where this
can occur may not be considered a good trading
market. Another key concept in markel transparency
is the ability to trade from live, executable prices.
Markets that do not offer prices that are executable
are frustrating for traders. There is typically a
delayed fill and the fill price may nol always be at the
same rate as the market rate when the order was ini-
tially placed.

Low Transaction Costs

Transaction costs include all factors that may affect
the ease of execuling a trade. Transaclion costs
lower profits andfor extend losses. The lower the
transaction costs for trading, the more attraclive the
markel is for active traders. Explicit transaction
costs include commissions for trade. Trading on %0
commissions per trade Is always better than being
charged $20 in commissions per trade. Implicit trans-
action costs can take several different forms that
traders may or may not be aware of, but which can
affect profitability nonetheless. For example. markets
thal have cenftralized exchanges tend to have higher
transaction costs. due to exchange and clearing fees
associated with trading. Transaction costs can also
be increased by faulty execulion, if the actual price
of execution diverges from the market-clearing
prices
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Trending Markets

Technical analysis statistically works better in mar-
kets characterized by cycles that repeat themselves.
The reason for this is because the whole premise of
technical analysis is based on the study of price
movements. Historical price data is used to forecast
the directlion of fulure prices. In addition, technical
analysis works better in liquid markets. Through
technical analysis traders can identify general trends
and capture key eniry and exit points. Markets that
are less liquid makes it more difficult to accurately
gauge entry and exil points,
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Spot currency trading is the most popular FX instrument
around the world, comprising more than 1/3 of the total
activity, It is estimated that spol FX trading generates about
$1.5 trilllon & day in volume, making it the largest and most
liquid market in the world. Compare that to fulures
437 4bn and equities $191bn and you will see thal foraign

exchange liquidity towers over any other markal. Even
though there are many currencies all over the world, 80%
of all daily transactions involve trading the G-7 currencies
i.e. the "majors.” When compared to the futures market,
which Is fragmented between hundreds of types of com-
maodities, and multiple exchanges and the equities market,

with 50,000 listed stocks (the S&P 500 being the majority),
it becomes clear that the futures and equities provide only
limited liguidity when compared to currencies. Liguidity has
its advantages. the pnmary one being no manipulation of
the markel. Thin stock and futures markets can easily be
pushed up or down by specialists, market makers, com-
mercials, and locals. It takes real buying/seiling by banks
and institutions to move the spot FX markel. Any attempted
manipulation of the spot FX market usually becomes an
exercise in futility,

Traditional measures of liquidity include daily volumes trad-
ed and number of transactions; however, it is also important

Average Daily Derivatives,
Equity Year
Global
Global
Global
50.0 $500.0 5§1,000.0 $51,500.0
In Billions

to consider volatility. Volalility measures fluctuations in the
rmarket price, Although many traders percaive volatility to be
a good thing for markeats, in actuality low volatlity is a sign
of a smoothly functioning liguid market, whereas markels
characterized by high volatility tend to be iligud and lass
suilable for small, active, shor-lerm traders. In highly
volatite markets, large volume transactions can literally
move the market and create "gapping.” In the foreign
exchange market studies indicate that prices tend to move
in relatively small increments, despite very large transac-
tion. Evidence exists to support the notion that the foreign
exchange market's volume provides it with protection
against excess volatility.

In addition, spot foreign exchange trading is the perfect
marketl for active avant driven traders, as it can be fraded 24
hours a day, Unlike siock and futures trading, currencies do
not get halted, ensuring the ability to trade during virtually
any important event. Given its inherent intemationality, FX
rading serves a purpose in all geographic regions, as a
result, trading must ocour during all hours. The round-the-
clock nature of the foreign exchange market ensures that
there will be minimal gaps In the market; In other words,
there is no potential for the marke! to close one day and
reopen the next day at a drastically different price. In equi
ties and futures markets, centralized exchanges end oper-
ations when the business day concludes. After-hours mar-
ket liquidity is quite thin. thus making trading unfeasible.
More importantly, traders who leave positions opan after
the market closes expose themselves to greater sk
should news be released after the markel closes that
affects positions, traders will nat have the opporiunity o
immediately liquidate; as a resulf, they will be forced o
cope with market conditions upon opening the following
day, when the market may open at a very different rate than
when it closed. As a result, traders become victims of illig
uid markels: they were unable to react to news and world
events when the market closed, and hence were unable
enterfexit positions. The seamless continuity of the foreign

exchange market ensures thal the markat |s liguid at all
times, thus alleviating fraders of potential risks associated
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Transparency of Market Information

with market gaps and illiquidity,

The spot FX market is on the cutting edge of the technolo-
ay revolution, making trading much more efficient, and sim-
ply a better choice for active traders. Price transparency s
very high In the FX market and the evolution of online for-
eign exchange trading continues to improve this to the ben-
efit of traders. One of the bigges! advantages of trading
foreign exchange online is the ability to trade directly with
the market maker. A reputable forex broker will provide
traders with streaming. executable prices. Il 15 important 1o
make a distinction belween indicative prices and exe-
cutable prices. Indicative quotes are those that offer an indi-
cation of the prices in the market, and the rate at which
they are changing. Executable prices are actual prices
where the market maker is willing to buy/sell.  Although
online trading has reached equities and futures, prices rep-
resent the LAST buy/sell and therefore represent indicative
prices rather than executable prices. Furthermare, trading
online directly with the market maker means traders receive
a fair price on all transactions. When trading equities or

futures through a broker, traders musl request a price.

before dealing. allowing for brokers to check a trader's
exisling position and ‘shade' the price (in their favor) a few
pips depending on the trader's position. Online trading
capabilities in FX also create more efficiency and markel

transparaency by providing real time portfolic and account
tracking capability. Traders have access to real time
profilioss on open positions and can generale repors on
demand. which provide detailed information regarding
every open position, open order, margin position and
generated profitiloss per trade.

fl
=

ample FX Trade

w

STEP 1

Joe logs onte the onling trading platform and places
an grder onlirie.

STEP 2

The order is execuled by the onling firn's FX dealing

dersk elactronically.

STEP 3

The arder is confirmed in a matier of seconds on Joe's
piatform, ‘and s instantly logged into Joe's activity
report.
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i ransparency of Market Information

A Sample Futures Trade

STEP 1

Joe calls his broker and places his tade ( or places
they order onling).

STEP 2
The trading desk reteives the order protesses i§ and

rauies it to the FCM order desk on the floor of the:
CME

STEP 3

Thee order is confirmed in & malter of saconds on Joa's
platform, and s instanily logged into. Joe's activity
report.

STEP 4

Order clerk hands the arder o a runneér or gignals It to
tha pil

STEPS

The lloor broker goes Lo lhe pil in axecules the trade.

STEP 6

Trade confirmation goes to the runmer or is signaled to
tha order clerk and processad by FOM order desk,

Lower Transaction Costs than Equities and
Futures

As mentioned earlier, transaction costs can serve to lower
profits or extend losses. Due to the decentralized nature of
the FX market, transaclions costs in the FX market are
either zefo or close o zero. The FX market is able to offer
lower transaction cosls because there s no centralized
exchange for trading such as the NYSE or the CBOT.
Therafore, clients do not have to pay any exchange or
clearing fees. Costs are further reduced by the efficiencies
created by a purely electronic markeiplace that allows
clients to deal directly with the market maker, eliminating
both ticket costs and middlemen. Because the currency
market offers round-the-clock liquidity, traders receive tight,
compelitive spreads both intra-day and night. Online foreign
exchange is far and away the best markel choice for
aggressive shori-term oriented traders. Online FX allows
active traders 1o trade without the huge costs associated
with doing so in futures and equities trading. Equity and
futures markets are structurally very antiquated and need
to take small pieces of each transaction to keep their sys-
tems afloat. Active stock and futures traders often see sub-
stantial portions of their gross profits go to brokers in the
form of commissions, and exchanges in the form of
exchange and data fees. Also with the growing trend of
exchanges going public. it 15 reascnable o assume that
these "hidden” costs will only rise, as these newly public
entities will have shareholders to answer to.



Average Roundtrip Commission Charge On $100K Position

Average Roundtrip Commission
Charge On 100K Position
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The FX market s the parfect market for technical analysis.
Long-term movemeants in the currency markel generally
corralate with economic cycles. Economic cycles lend to
repeat themselves and therefore can be predicted with a
fair degree of accuracy. Repetition is the key to technical
analysis, since the entire premise of lechnical analysis lies
in using historical price movement to forecast future price
movement, In the stock market, the fundamentals of a par-
ticular company can change radically in a short period of
time, making historical prices imelevant in the prediction of
future movement. Technical analysis. which relies strangly
on statistical assessments of market conditions, benefits
greatly from the fact that the FX market is more normalized
- meaning it is less skewed - than other financial markets.
The aguities and futures markets, which are more skewed
than the FX market, offer less statistical raliability; their dis-
tribution Is less normalized, and hence the market is not as
likely to retrace back when a stalistical indicator suggests
that a particular asset is overbought or oversold. As a
result, other markets are not as conducive to technical
analysis.

Equity
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Currencies rarely spend much time in tight trading ranges
and have the tendency to develop strong trends, Qver B0%
of volume is speculative in nature; as a result, the market
frequently overshoots and then corrects itself. A technically
trained trader can easily identify new trends and breakouls,
which provide multiple opportunities to enter and exil posk
tions. Charts and indicators are used by all professional FX
market traders and candle charls are available on most
charting packages. |n addition, the most commonly used
indicators such as Fibonacci Retracements, Stochastics,
MACD, Moving Averages, RSI and supportresistance lev-
els have proven valid in many instances. In the NZD/USD
char below, it is clear that Fibonacai Retracements, Moving
Averages -and Stochastics have at one point or another
given successful trading signals. For example, the 62%
retracement level has served as support for the NZD/USD
from the beginning of September 2002 to the end of
September 2002.

o b o A
(srem = e~ (010 a3 ] | ] ) e NZDAUSD




FX: the Perfect Market for Activ

Ability to Go Long or Short with Equal
Ease

The FX market is considered by most traders to be the only
true fres market as its vast size and international presence
allow it lo be loosely regulated. This makes FX a very "trad-
er friendly” environmeant with little restrictions impeding the
average lrader. A key aspect of ight government interven-
tion is the ability to short on a downtick; currency traders,
unlike their equity counterparts do not need o waste valu-
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able time wailing for conditions to changs before executing
a trade. As the charl shows, a trader looking to short OSIP
would have had to wait 3 minutes and over a 31 in potential
profit before getting a shor off. A currency trader facing a
similar situation would most likely have been able to get a
shorn off almost immediately trading in the spot FX market

Potential Lucrative Trade Missed because of Archaic
Exchange Rules
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Another key aftribute in determining the worthiness of an
investmant market is the leverage it affords. Because the
FX market actually lacks volatility, traders have the power (o
customize their risk exposure through the usage of lever-
age. Leverage essentially allows traders to participale in
the market with borrowed funds. The FX market is ong of
the most popular markets for speculation due to its enor-
mous size, liquidity, and the tendency for currencies lo
mave in strong trends. Most market makers allow positions
{o be leveraged 100:1. This high leverage enables traders
lo access a market that was previously nol accessible lo
traders with a limited amaount of capital. Traditional lot sizes
are 100,000 units, This means that withoul leverage,
traders would have to put up $100,000 per lot that thay buy
With 100:1 leverage, traders who want to partici-
pate in the FX market would only need to put up $1,000 per
lot that they buy or sell. This represents 100 imes capital

or sall

versus the 10 times capital that is characteristic of equity
and future markets, This additional leverage provides to
active traders the ahility to maximize profits based upon
daily market fluctuations. To understand how leverage
works, consider the following example:

Trader & deposits $10,000 inlo a trading account {o specu-
late on the USD/APY exchange rate, one of the most heav-

ily traded currency pairs in the world. Instead of trading just
$10,000, though, Trader A opts to use the leverage avalt
able. Trader A decides to trade 3100000 with his initial
investment, thus creating a leverage ratio of approximately
10:1 (since he is trading circa 10 times what he deposited).

Mow let's say the USD/JPY makes a 0.5% movement in
favor of Trader A - a lypical percentage move for the
USDIPY in a single day. On a $100,000 investmen!, a
0.5% move results in-a profit of $500. On an investment of
$10,000, though, a $500 profit equates to a 5% return.

Allernatively, a more aggressive trader may decide to trade
3200.000 with his nitial 510,000 investment. In such a
case, a favorable move of 0.5% would resull in realized
profits of $1,000 - or a 10% return on the initial investment.

The aforementioned examples illustrate how leverage can
be used as a tool 1o precisely cuslomize a trader's risk
exposure 1o markel valatility. Instead of relying on volatile
assals to generate profits or losses, as other financial mar-
kets do, leveraged currency trading takes a different
approach: the market is not very volatile, relatively speak-
ireg, and thus clients can use leverage lo customize the level
of risk they assume in the market

Margin Required to Put
on a Position

poon &
0% |
40% [
30% |
20% |
10%
0% b
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24-Hour Market

The FX market is the ideal market for active traders. Itis a
24-hour market that grants instant access to trading for
immediate response lo global developments. Il also gives
traders the added flexibiiity of determining their trading day
Equities on the other hand, open at $:30am EST and closa
at 4:00pm EST. If there is a significant breakthrough
between 4:00pm EST and 8:30am EST, most traders will
have 1o wall until the open al 2:30am to place trades. Most
likely by that time. unless you have access to ECNs such as
Instinet for pre-market trading, the markel would have
gapped up or down against your favor

In addition, if you have a full-time job during the day and
can only trade after hours, equities would be a very incan-
venient markel for you lo trade. You would basically be
placing orders based upon past prices and not current mar-
ket prices. This lack of transparency makes trading very
cumbersame. With the FX markel, if you choose o frade
after hours, you can be assured that you would receive the
same liguldity and spread as any other time of day. In addi-
tion. you would be able to access and trade on real ime
execulable prices

Low Transaction Costs

in the equity market, traders mus! pay a spread and a
commission. With online equity brokers, commissions can
run upwards of 520 per trade. With positions of $100.000,
average roundlrip commissions could be as high as $120.
The over-the-counter structure of the FX market aliminates
exchange and clearing fees, which in tum lowers transac-
tion costs. Costs are futther reduced by the efficiencies
created by a purely electronic market place thal allows
clients to deal directly with the market maker, eliminating
both ticket costs and middlemen. Because the currency
market offers round-the-clock liquidity, traders receive tight,
competitive spreads both intra-day and night, Equity traders
are more vulnerable to liguidity risk and typically receive
wider dealing spreads, especlally during after hours trading.
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Low to zero transaction costs makes online FX trading the
besi market to trade for short-term traders. If you are an
equity trader who typically places 30 trades a day, at 520
commission per trade, you would have to pay 3600 in daily
transaclion cosls in this example. This is a significant
amount of money that would serve to reduce profits or
deepen losses. The simplest way to look at this is in an
equities trade: there is a broker, the exchange and the spe-
cialisl, All of these parties need (o be paid. and their pay-
ment comes from your commission and clearing fees. In
the FX market, these fees are not applicable.

High Leverage

The FX market provides traders access to a much higher
leverage than the equities market FX traders can benefil
from leverage In excess of 100 times thelr capital, versus
the 10 times capital that is typically offered to professional
equity day traders. The margin deposil for leverage is not
a down payment on a purchase of equity, as many perceive
margins to be in the stock markels. Rather, the margin is a
performance bond, or good faith deposit, to ensure against
trading losses. This is very useful to short-lerm day traders
who need the enhancement in capital to generate quick
returns.  However, leverage is a double-edged sword.
Without proper risk management, this high degree of lever-
age can lead to large losses as well as gains

Profit in Both Bull and Bear Markets

In the FX market, profit potentials exist in both bull and bear
markets. Since currency frading always involves buying
ona currency and salfing another, there is no structural blas
to the market. Therefore, if you are long one currency, you
are also short anather. As a resull, profit potentials exist
equally in both upward trending and downward trending
markets, This is different from the equities market, where
most traders go long Instead of short stocks, so the gener-
al equity investment community tends to suffer in a bear
markel.



No Trading Curbs /| No Up Tick Rule

The FX market has a daily volume in excess of $1.5 trillion,
making it the largest and most liguid market in the worid,
This is close 1o three times the size of the equities market.
This additional volume and liguidity ensures traders that
they will have access to the most competitive market in the
warld with the best executions.  Unlike the equities market,
thare is never a time when trading curbs would take into
effect and trading would be halted, only to gap when
reopened. This eliminates missed profits due o archaic
exchange regulations. In the FX markel, traders would be
able to place trades 24 hours a day,

Alsa, in the equities market, fraders are prohibited from
shorting a stock in a downtrend unless there is an up tick.
This can be very frustrating as traders may wani o jain
short selers, but continually watch the stock trend down
before an up tick occurs. In the FX market, there is no such
rule. If you want to short a currency pair, you can do so
immediately and not have to wait for any requirermnent such
as an up tick rule, This allows for instant and afficlent exe-
cution,

Low Error Rates

Online FX trading Is typically a 3-step procaess. A frader

would place an ordar on the platform, the FX dealing desk

would automatically execule it electronically and the order
canfirmation would be legged on the trader's trading sta-
tion. An equilies trade, on the other hand, would have a 5
step process: the client calls his broker to place an order,
the broker sends the order to the exchange floor. the spe-
cialist on the floor tries to match up orders (the broker com-
petes with other brokers to get the best fill for the client), the
specialist execulas the trade . and the client receives a con-
firmation from the broker. The elimination of & middleman
gliminates the emor rales on placing FX trades and
increases the efficiency of each transaction.
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Limited Slippage

Unlike the eguity markets, the most advanced online FX
market makers provide instantaneous execution from real
time, two-way quotes. These guotes are the prices where
the firms are willing to buy /sell the quated currency, rathar
than vague Indications of where the market is trading,
which aren’'t honored [ indicative quotes |. Orders are exe-
cuted and confirmed within seconds. Raobust systems
would never request the size of a trader's potential order, or
which side of the market he's trading. before giving him a
bidioffer quote. Inefficient dealers detarming whether the
invesior is a buyer or a seller, and 'shade’ the price to
increase their own profit on the transaction, The equity mar-
ket typically operates under a “next best order” system,
under which you may not gel executed at the price you
wish, but rather at the next best price available. For exam-
ple, let's say Microscft is trading at $52.50. If you enter a
buy order at this rate, by the time it reaches the specialist

on the exchange floor, the price may have risen to $53.25.
In this case, you will not get executed at $52.50; you will get

executed at §53.25. which is essentially a loss of % of a
point. The price transparency provided by the leading
onling foreign market makers assures that traders always
receive a fair price. Every order you place, along with all
stops and limits. will be executed at EXACTLY that price
without slippage.

Liquidity

Spot FX is a market with $1.5 Trillion in daily tlumover, near-
Iy 5 times that of the futures market. It is also a 24-hour
markel, granting instant access to trading for immediate
response lo global developments. This also gives traders
the added flexibility of determining their trading day.
Futures on the other hiand, have varying hours for open and
closes. For example, if you traded gold fulures, it is only
open for trading between 7:20am-1: 30pm on the COMEX.
Cn the other hand, if you traded crude oil futures on the
NYME, trading would only be open between 8:30am-2;
10pm. Thease varying hours create confusion and make il
difficult to act on breakthrough announcements throughout



the remainder of the day. In addition, if you have a fulltima
job during the day and can only trade after hours, futures
would be a very inconvenient market for you to trade. You
would basically be placing orders based upon pasl prices
and nol current market prices. This lack of transparency
makes trading very cumbersoma. With the Fx market, if
you choose to trade after hours, you can be assured that
you would receive the same liquidity and spread as any
other tima of day. In addition, you would be able to access
and trade on real Ume executable prices,

Low Transaction Costs

In the Futures market, traders must pay a spread and/or a
With future brokers, average commissions
can run close to $160 per trade on positions of $100,000 or
greater. The over-the-counter structure of the FX market
eliminates exchange and clearing fees, which in turn lowers
transaction costs. Costs are further reduced by the effi-
ciencies created by a purely electronic market place that
allows clients to deal directly with the market maker, alimi-
naling both tickel casts and middlemen. Because the cur-
rency market offers round-the-clock liquidity, traders
receive tight, competitive spreads both intra-day and night.
Equity traders are more vulnerable to liguidity risk and typ-
ically receive wider dealing spreads. especially during after
hours trading,

commission,

Low to zero transaction costs makes onling FX trading the
best market to trade for short-lerm traders. If you are an
active futures trader who typically piaces 20 trades a day, at
5100 commission per trade, you would have to pay $2000
in daily transaction costs in this example. This is a signifi-
cant amount of money that would serve (o reduce prafits or
despen losses. The simplest way 1o look at this is in a
futures trade; there is a broker, an FCM order desk, a clerk
on the exchange floor, a runner, and a pit trader. Al of
these parfies nead to be paid, and their paymen! comeas
from your commission and clearing fees. In the FX market,
these fees are not applicable.
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Execution Quality and Speed |/ Low

Error Rates

The futures market is known for inconsistenl execution,
both in terms of pricing and execution time. Every futures
trader has experienced a half hour wail for a market order
to be filled and has been executed at a price far away from
where the markel was trading when the inilial order was
placed. Evan with electronic trading and limited guarantees
of execution speed, the price for fills on market orders |s far
from certain. In the fulures market. execution is uncertain
because all orders must be done on the exchange. This
creales a situation where liquidity is limited by the number
of participants. which in turn limits guantities that can be
traded at a given price.

In addition, the fulures market typically operates under a
"next best order” system, under which traders frequently do
not get executed at the initial market order price, bul rather
al the next best price available. For example, lel's say a
client is long 5 March Dow Jones fulures contracts at 8800,
If the client enters a stop order al 8700, when the rate
reaches this level, the client will most likely be executed at
85490, This 10-point difference would be attributed 1o slip-
page, which is very commeon in the fulures market. In the
FX markel, the prica transparency provided by the leading
online foreign exchange market makers assures that
traders always receive a fair price. Every order you place,
alang with all stops and limits, will be executed at EXACT-
LY that price without slippage.

Now online foreign exchange platform allows for instanta-
neous execution from live streaming prices. Thers is no dis-
crepancy between the displayed price and the execution
price. This holds true even during volatile times and fast
moving markets, In the futures market, execution Is uncer-
tain bacause all orders must be done on the exchange. This
areates a situation where liquidity is limited by the number
of participants, which in turn limits quantities that can be
traded a1 a given price. Real lime sireaming prices ensure
that market orders, stops, and limits are executed without



Which Do You Prefer?
L— e L

SPOT FX
Large Market Liquidity

Very Low Cost - Littie to
Zero Commissions

24 - Hour Market
Mo Bear Market

Low Error Rate

Limited Slippage

slippage and/or partial fills.

REVIEW: FX vs. Futures

EQUITIES

Decent Market Liquidity

Most Cost &
Commissions

9 to 5 Market w/ Limited
After Hours Trading

Prolonged Bear Markets

High Error Rate

More Slippage
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FUTURES

Little Market Liquidity

Many Costs & High
Commissions

9 to 5 wf Limited After
Hours Trading

Prolonged Bear Markets

Very High Emor Rate

Constant Slippage




The foreign exchange market is the generic term for the
waorldwide institutions that exist to exchange or trade cur-
rencies. Foreign exchange is often referred to as "forex” or
"FA" The foreign exchange market is an 'over the counter’
(OTC) market. This means that there is no central exchange
and clearing housa where orders are matched. FX dealars
‘and market makers around the world are linked to each
other around-the-clock via telephone, computer, and fax,
creating one cohesive market. Since there Is no centralized
exchange, competition between market makers prohibits
monopolistic pricing strategies. If one market maker
attemnpts to drastically skew the price, then traders simply
have the option to find ancther markel maker. Moreover,
spreads are closely watched to ensure market makers are
not whimsically altering the cost of the trade. Many equity

Buyers
Can buy only from
one specialist

spread.

By their very nature, centralized markets tend to be monop-
olistic; with a single specialist controlling the market, prices
can easily be skewed to accommodate the interests of the
specialist, not those of the traders, If, for example, the mar-
ket s filled with sellers from whom the specialists musl buy
from but there are no prospective buyers on the other side,
the specialist will be forced to buy from the sellers in be in
asituation where they cannot sell a commodity that is being
sold off and hence falling in value. In such a situation, the
spacialist may simply widen the spread, thereby increasing
the cost of the trade and preventing additional participants
from entering the market. Or, specialists can simply drast-
cally alter the quotes they are offering, thus manipulating

THE FX Market Structure

Specialist
Unites buyers and
sellars; maintains
‘soie control over the

L g

markets, on the other hand, operate in a complately differ-
enl fashion; the New York Slock Exchange, for instance, is
the sole place where companies listed on the NYSE can
have their stocks traded. Centralized markets are operated
by what are referred to as specialists; markel makers. on
the other hand, s the term used in reference to decentrak
ized marketplaces. Since the NYSE is a centralized market,
a stock traded on the NYSE can only have 1 bid-ask guote
at all times. Decentralized markets. such as foreign
exchange, can have multiple market makers - all of whom
have the right to quote different prices.

Below is an llustration of how both centralized and decern-
tralized markets operate:

Sellers
Can sall only io only
spacialis]

the price to accommodate their own needs.



Hierarchy of Participants

While the foreign exchange markel is decentralized, and
hence employs multiple market makers rather than a single
specialist, paricipants in the FX markel are organized inlo
a hierarchy; those with superior credil access, volume
transacted, and sophistication receives priority in the mar-
kel. Al the top of the hierarchy is the interbank market,
which trades the highest volume per day in relatively few,
maostly G7 currencies. In the interbank market, the largest
banks can deal with each other diractly, via interbank bro-
kers or through electronic brokering systems like EBS or
Reulers. The interbank markel Is a credit-approved system
where banks trade based solely on the cradil relationships
they have established with one ancther, All the banks can
see the rates everyone |5 dealing at, however, each bank
must have a specific credil relationship with the other bank
in order to trade at the rates being offered. Other institu-
tions such as online FX market makers, hedge funds and
corporations must trade FX through commercial banks,
Many banks {small community banks, banks in emerging
markets), corporations. and Institutional investors do not
have access to these rates because they have no estab-

Retail Clients Online Trading

The FX Structure

lished credil lines with big banks. This forces small paric-
ipants 1o deal through just one bank for their foreign
exchange needs, and offen times this means much less
compelitive rates for the participants further down the par-
ticipant higrarchy. Thoss recewving the least competitive
rales are customers by banks and exchange agencies.
Recently, technology has broken down the barriers that
used to stand between the end-users of foreign exchange
sarvices and the Interbank market. The online trading rav-
olution opened its doors to refail clientele by connecting
markel makers and marke! paricipants in an efficiant, low
cost manner. In essence. the online trading platform serves

as gateway to the liquid FX market. Average fraders can
now trade alongside the biggest banks in the world, with vir-
tually similar pricing and execution. Wha! used lo be a
game dominated and controlled by the "big boys" is slowly

becoming a level playing field where individuals can profit
and take advantage of the same opportunities as big
banks. FX is no longer an ald boys club, which means
opportunity Is abound for aspiring onling currency traders.

interbank

Markets

Trader Online FX
Markets
Makers
Trader

—

and
Reuters



Market Participants

In the last 25 years, increasing globalization has had a pro-
found impact on the foreign exchange market, resulting in
staggering growth as well as an impressive rise in the num-
ber and diversity of players. The market has expanded from
ong of banks trading predominantly amangst each other to
one in which many different kinds of financial and non-
financial institutions all participate for a vanety of reasons.
There have been many contributing factors to the growth of
the fareign exchange markel bul the major developments
that are worth noting are advancement in technalogy and
the continuing growth of iniemational and cross-border
capital movemeant, i.e. foreign investment. Only ten years
ago most foreign exchange activity in the US was focused
on international trade in goods and services, ie. for
importfexport purposes.  Mow foreign exchange activity
reflects the changing financial envirenment. Investment to
and from overseas (i.e. capital flows) has expanded far
more rapldly than trade. Institutional inveslors, insurance
companies, and muiual funds have become major partici-
pants in the FX markets in addition to the more traditional

The FX Structure

players such as central banks, commercialinvesiment
banks, and commercial participants. The size and diversity
of players involved in the foraign exchange market con
tribute to the overall liquidity and price stability of the mar-
ket. Simply pul, in the foreign exchange market there are
always buyers and sellers, which creates an orderly market,
The equities market is a speculators market, meaning, the
majority of markat participants waich the marke! to buy low
and sell high for profit. When any kind of markel news is
released, which affects the intrinsic value of the stock, the
market wil immediately correct itself and trade at that lavel
For example, if Coca Cola releases corporate earnings that
are substantially lower than market expectations, the stock
will immediately begin trading at a level that reflects its new
intrinsic value. The stock would have to reach a lower level
then it is perceived to be worth before buyers will come
back into the market looking to pick up the stock on the
cheap
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A Closer Look at the Key Participants

The fareign exchange market has become far more democ-
ratized In recent years due to advances in technology,
expanding beyond simply banks execuling transactions
amongst themselves, to include a wide vanety of market
participants with many difierent reasons for paricipating in
the market including: To eam shori-term profits from fluctu-
ations in exchange rates. to prolect themselves from loss
due to changes in exchange rales, 1o acquire the foreign
currency necessary o buy goods and services from ather
countries, or seeking 1o influence the exchange rate,
Regardless of the motivation, the key market participants
affecl the supply and demand of the currencies involved,
and subsequently play a role in determining the exchange
rate at that moment; therefore it is important 10 know who
are the key markel participants. They include commer-
ciallinvestment banks, central banks, corporations,
funds, and individuals.

Commercial/lnvestment Banks

Commercial banks account for the largest propordion of
total FX trading volume. The interbank markel caters to
both the majority of commercial turnover as well as enor-
mowus ameunts of speculative trading every day. These
banks will trade currencies among themselves as part of
the system of balancing accounts. The interbank market is
a credit-approved sysiem where banks trade solely on the
credit relationships they have established with one another.
About three quarlers of all foreign exchange trading is
between banks: in fact billions of dollars worth of currency
is traded between banks each day. Essentially
Commercialinvestment Banks are the sell side of the FX
markel, as all other participants must trade through them,
Commercial and investment banks are in the FX market on
behalf of both their customers and themselves. Authorized
foreign exchange banks deal through electronic brokering
systems, which automatically maich sellers and buyers
using orders for spot deals through terminals established at
banks. Reuters was sei up in 1992, followed by Electronic
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Brokering Services Limited (EBS) In 1983, which primarily
replaced the voice broker system. Electronic brokering has
dramatically changed interbank trading. As a result spreads
have tightened dramatically, making trading within the
spread (a favorite strategy in the 1980's) virtually non-exis-
tent. The advance of electronic brokering owes much o its
lower costs, higher efficiency and, most importantly, greater
transparency compared lo traditional means of dealing. All
the banks can see the rates everyone is dealing at, howsav-
ar, each bank must have a specific credit relationship with
that bank in order to trade at the rates being offered.
Although most trading activity is undertaken on behall of
customers. proprielary desks also conduct a large amount
of trading, where dealers are trading to make the bank prof
its. Banks are very much in the know, as they can see order
flow and when other important participants, such as central
banks and large hedge funds, are entering the market.



The FX Structure

A Brief History of Electronic Trading in Foreign Exchange

Traditionally foreign exchange transactions took place over
the phone, and to a much lesser extent on the telex
machine. The old system of voice brokering was a con-
glomeration of two-way phone conversations between
interbank dealers. Not only were these systems slow, and
error prons, but they also allowed for a true market price
that was "fuzzy" as prices could differ from dealer to deal-
ar. In order to stay current about the market price, dealers
would execute smaller trades regularly throughout the trad-
ing session, not anly for prafit, but to get an idea of the cur-
rent price. Now. this old system of telephones and brokers
has been replaced by electronic systems, and most voice
brokers have been forced out of the market due to cost sav-
ings and benefits provided by these systems. The first ven-
ture into electronic trading in foreign exchange markets was
the launch of Reuter's "Monitor Dealing Servica” in the
early 1980s, which was |ater replaced by Reuters Dealing
2000-1 in 1982, The earliest systems allowad for communi-

Example of the EBS Dealing Screen

calion between foreign exchange dealers with a single
counterparty, but did not serve as a matching system
between numbers of potential counterparties. In 1992,
howewver, this changed when Reuters launched Dealing
2000-3, a true electronic brokering system that automatk
cally matched buy and sell guotes from dealers. Next, the
Minex Corporation, & Japanese group of brokers and
bankers, set up fts own systam in April 1893, In September
1983, EBS (Electronic Brokering Service) was formed by a
group of large dealing banks launched its trading system.
Cnece Minex Corporation transferred its business rights to
EBS in 1886, the foreign exchange market was left with two
major inter-dealer electronic brokering systems. Order
matching systems are much more reliable, and faster,
allewing traders to conduct many simullanecus trades,
rather than one or two over the phone,

These systems have become the predominant vehicle for inter-dealer transactions. Because of the decentralized aver-the
counter- nature of foreign exchange markets, the exact share of global foreign exchange trading volume conducted through
alectronic broking servicas cannol be delermined precisely but comprises approximately 85% if not higher.
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Central Banks

Cenfiral banks are large players in the cumency markets
and can play an important role in spot price fluctuations
Ceniral banks are not speculators and enter the FX mar-
kets primarily for: 1), Market supervision and 2). To control
money supply and interest rates. Government and central
banks closely monitor economic activity o keep money
supply at a level approprate to achieve their economic
goals. Central banks influence money supply and interest
rates through open markel operations or the active trading
of government securities. For example, too much monay
can lead to inflation whereby the value of money declines
and real prices rise.

Ceantral banks also often attempt to restore order to volatile
markets through interventions. The reasens for central
bank intervention may be a result of a variety of factors: to
restore stability, protect a certain price level, slow down cur-
rency movemeants, or to reverse a trend. Interventions may
b coordinated with othar central banks or undertaken by a
single central bank. The operations may be announced or
unannounced. They may operate openly and directly, or
through brokers or agents. Ultimately different objectives
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will require different approaches. To restore stability, the
central banks often work together. However, a country lak-
ing a conservative view on intervention would act aonly in
response to unusual circumstances thal require immediate
action, like political unrest or natural disaslers. Most mone-
lary authorities would be less likely to intervene Lo counter-
ac! the fundamental forces that drive FX markels, such as
trade patterns. interest rate differentials, and capital flows.
There are some noteworthy exceptions however, such as
the Bank of Japan, which has been known to intervene on
behalf of the yen on numerous occasions, One reason is a
resull of Japan's major exporters influencing the banks to
protect their interests. In protecting cerain price levels a
central bank may inlervene from time to time (o resist
moves that seem axcessive in elther direction. For example,
the United States has on occasion sold dollars when the
currency was deemed 1o be getling "oo strong” relative o
aconomic fundamentais and bought back dollars when i
was regarded as becoming “to weak" (it should be noted
that L3 Interventions are Infrequant). The transactions in
the intervention are small compared 1o the tolal volume of
trading in the FX marke! and these actions do not shift the
balance of supply and demand immediately. Instead. inter-
vention is used as a device to signal a desired exchange
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rate movement and affect the behavior of participants in
the FX markel, Oftan the mere mention of intervention will

violently move a market.

It is also important to note that a significant side effect of
the increase of international economic activity over the past
few decades has been the creation and growth of the
Eurocurrency markel (bank depaosits in any country held in
a different country's currency like U.S. dollars in a British
bank). A greal deal of foreign exchange markel activity
involves the transfer of Eurocurrency deposits. Since cen-
tral banks have such large amounts of reserves to juggle, it
is easy for them to have "unintentional” influence on the
currency markels when they make re-positioning decisions.
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Overview of the Major Central Banks

The Federal Reserve (Fed):

The Federal Reserve Board (Fed) is the central bank of the
United States. They are responsible for setting and imple-
menting monetary policy. The board consists of a 12-mem-
bar committee, which comprise the Federal Open Markel
Committee (FOMC). The voling members of the FOMC
are the seven Governors of the Federal Reserve Board,
plus five presidents of the twelve district reserve banks,
The FOMC holds B meetings per year, which are widely
walched for interest rate announcements or changes in
growth expectations. The Fed has a high degree of inde-
pendence to set monetary authority. They are less subject
to political influences. as most members are accorded long
terms that allow them o remain in office through periods of
alternate party dominance in both the Presidency and
Congress. The US Treasury is responsible for issuing gov-
amment debt and for making fiscal policy decisions. Fiscal
policy decisions include determining the appropriate level
of taxes and government spending, The US Treasury is the
actual government body that determines dollar policy. That
is. If they feel thal the USD rate an the foreign exchange
market is under or overvalued. they are the ones giving the
MY Federal Reserve Board the instructions 1o inlervene in
the foreign exchange market by physically selling or buying
LISD. Therefore, the Treasury's view on dollar policy and
changes to that view is very imporiant to the currency mar-
kel

The European Central Bank (ECB):

The Eurepean Central Bank (ECB) Is the governing body
responsible for determining the monetary policy of the

countries participating in the EMU. The Executive Board of
the EMU consists of the President of the ECB. the Vice
President of the ECB and four other members. These Indi-
viduals along with the governors of the national central
banks comprise the Govemning Council, The ECB is set up
such that the Executive Board implements the policies dic-
tated by the Govemning Council. New monetary policies
decisions are typically made by majority vote, with the
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President having the casting vole in the event of a tie, in
biweekly meetings. Primary objective of European Central
Bank is price stability, ECE Is considered "inflation para-
noid® as it has strong German influence. ECB and the
ESCE are independent institutions from both national gov-
ernments and other EU instilutions giving them total contral

over monetary and currency policy. The European central
bank is a stricl monetarist and much more likaly to keep
inerest rates ligh. Two edicts of monetary pollcy are: 1o
keep Harmonized CPI below 2% and M3 annual growth
{Money supply) around 4.5%. Refinance rate is the main
weapon used by the ECB to implement EU monetary poli
cy. ECB watches the fiscal discipling of its members close-
ly. If countries are undisciplined, the ECB is less likely to
remain hawkish, ECBE is considered an untesled central
bank and doubts linger as o how they will react to any
future crsis. The ECB keeps close labs on budget deficits
af the individual countries as the Stability and Growih Pact
states thal they must be kepl below 3% of GDP The ECB
does inlervene in the FX markets, especially when inflation
is a concern, Comments by members of the Governing
Council are widely watched by FX market parlicipants and
frequently move the EUR. '

Bank of England (BoE):

The Bank of England {BoE) is the central bank of United
Kingdom. Bank was founded in 1694, nationalized in 1946,
and gained operational independence in 1997. The BoE is
committed to promoting and maintaining a stable and effi
cient monetary and financial framework as its contribution
io a healthy economy. In 19897 parliamant passed the Bank
of England act giving the BoE total independence in setfing
monetary policy. Prior to 1997, the BoE was essentially a
governmental organization with wvery little freedom.
Treasury's role in seiling monetary policy diminished
markedly since 1997, However, the Treasury still sets infla-
tion targets for the BoE, currently defined as 2.5% annual
growth in Retail Prices Index excluding mortgauges (RPIX)
The lreasury is also respansible for making key appoint
ments al the Ceniral Bank. The BoE's nine member
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Monetary Policy Committee (MPC) is responsible for mak-
ing decisions on inlerest rates. Although MPC has inde-
pendence in setling interest rates, the legistation provides
that in extreme circumstances the govemment may intar-
vena, The Bank of England’s main policy tool is the mini-
mum lending rate or base rate. Changes lo the base rale
are usually seen as a clear change in monetary policy. BoE
most frequently affects monetary policy through dally mar-
ket operations (the buying/selling of governmeani bonds)
The BoE is infamous for attempting to influence axchange
rates through unsterilized markel inlerventions.

Swiss National Bank (SNB):

The Swiss HNational Bank is the central Bank of

Switzerand, The Swiss National Bank enjoys 100% auton-
omy in determining the nation's monetary and exchange
rale policies. In December 1999, the SNE shified from a
monelarist approach to an inflation-targeting one (2%
annual infiation target). Discount rate is official ool used o
announce changes in monetary policy however; it is rarely
used as the bank relies more on the 3-month LIBOR 1o
manipulate monetary policy. SMEB officials often affect the
Franc spol movements by making remarks on liquidity,
money supply and the curmency itself. Intervention is fre-
guenl, however, most often intervention is used 1o enforce
economic policy and uses open markel operations such as
raising or lowering interest rates o affect the value of its
currency, As a country where international trade has been
the primary source of the country's economic development,
its preference Is for a weaker franc (in order for its exports
to remain competitive), SNB is highly regarded and the
franc is considered by most market participants to be the
"world's best managed currency.”

The Bank of Japan (BOJ):

The Bank of Japan (BoJ) is the key monetary policymaking
bady in Japan. In 1938, the Japanese government passed
laws giving the BoJ operational independence from the
Ministry of Finance (MoF) and complete control over mon-
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etary policy. However, despite the government's attempts (o
decentralize decision-making, the MoF still remains in
charge of foreign exchange policy. MoF is considered the
single most important political and monetary Institution in
Japan. MoF officials frequently make staterments regarding
the economy, which have notable impacts on the Yen. The
Bod is responsible for executing all official Japanese for-
eign exchange transactions at the direction of the MoF
Bank of Japan does possess total autonomy over monetary
policy and can have significant indirect impacts on foreign
exchange rates. The BoJ's main economic lool is the
avernight call rate. The call rate is controlled by the open
market operalions and any changes to it often signify major
changes in monetary policy. Since the introduction of a
floating exchange rale system in February 1973, the
Japanese economy has experienced large fluctuations in
foreign exchange rates, with the yen on a long rising trend.
The reason for yen sirength (despite the plethora of prob-
lams that have plagued the Japanese economy) is the fact
that Japan has a trade surplus accounting for 3% of GDP
This is the highest of the G-T countries and tharefore cre-
ales a strong inherent demand for the currency for trade
purposes, regardless of their economic conditions. The
Japanese govermnment is notorious for directly intervening
on behalf of yen through market interventions. BOJ Inter-
ventions are frequent and violent. As an export-driven
country, there are strong political interests in Japan for
maintaining a weak yen in order to keep exports competk
tive. Accordingly, the BOJ has been known to go into the
markel and sell off yen when the yen rate is perceived to be
oo strong

Bank of Canada (BOC):

The Bank of Canada (BOC) is the central bank of Canada.
The Governing Council of the Bank of Canada is the board
that is responsible for setting monetary policy and is-an
independent Central bank that has a tight reign on its cur-
rency. This council consists of seven members: the
Governor and six Deputy Governors,  The Bank of Canada
does nol have regular perodic policy setting meetings
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Instead, the council meets on a daily basis and changes in
policy can be made at any time. Due to its tight economic
relations with the Uniled States, the Canadian dollar has a
strang connection 1o the LLES. dollar,

Commercial Participants

With the rapid increass in globalization, corporations have
been forced more and more to focus on foreign exchange
and in the process have become very imporiant players.
Corporalions comprise a diverse group and include small
and large corporations, import/exporters, financial service
firms, and consumer service firms amaongst ofhers,
Corporations' interests in foreign exchange are derived
from several sources. For example, multinational corpora-
tions may need to make payments to foreign entities for
malerials, labor, marketing/advertising costs and/or distri-
butions, which would require the exchange of currencies.
Generally, exportars prefer (o be paid in their country’s cur-
rency or in U.S. doliars, which are accepted all over the
world. The primary use of multinational corparations in the
marketplace is to offset risk by hedaing against currency
depraciation, which would affect future payments. The deci-
sion for a corporation to hedge depends on a variety of fac-
tors. For example, if the corporation believes that the home
currency is expected to depreciate, and as a resull the out
standing position s al risk, it would most likely enter the
markel via a hedging strategy. Some currencies are more
volatile than others. For example, 8 EU member may be
less inclined to hedge its currency risk against the Swiss
Franc {as these currencies tend o move in landem due o
their economic links); however, a company would suraly
consider hedging against the Japanese yen. The correla-
tion betwesen the Swiss Franc and Japanese yen is much
lower for the Swiss Franc and Japanese yen, which would
certainly allow for more fluctuations in the EUR/MJPY pair.
MNow, however, a minority has bagun o use the marketplace
a5 a speculalive tool, meaning, they enter the foreign
exchange markel purely to lake advantage of expected cur-
rency fluctuation, This group of corporations using the FX
market for speculative purposes [ growing, and as very
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active participants they have a greal impact on spot market
prices. Corporations' approach to trading lends o be
longer-lerm since they use the market for covering com-
mercial needs, hedging, and speculations. Generally cor-
porations do not like volatility- they have a natural demand.
which is derived form the nature of their business and are
therefore required to be actively involved in order to hedge
their exposure, Accordingly the directions of the market and
price levels are axtremely important

Global Fund Managers

Global fund managers, large mutual, pension, and arbk
trage funds that invest in foreign securities and other for-
eign financial instruments can have substantial impacts on
spot price movements as they are constanlly re-balancing
and adjusting their international equity and fixed income
portfolios:  These portfolic decisions can be influential
because they often involve sizable capital transactions:
During periods where local stocks and bonds are attractive,
a national economy can get substantial allocations of glob-
al capital driving that national currency up. Portfolio hedg
ing activities are also beginning to affect the FX markets as
more and more intermational funds have begun o imple-
ment currency hedging strategies. When this group wish-
es o hedge existing investments, they can generate selling
flows.

FX Funds

Funds that invest in FX are commonly called Global Macro
funds. These funds depanding, on size. lend to lake differ-

ent positions in the FX market. Many large funds tend (o

iake large camy trade positions exploiting global interest
rate differantials (a detailed explanation of carry trades can
be found in the "whal moves the market” section of the
manual). Others land seek to take advantage of misguid-
ed economic policies or currencies that overshoot their
“real value," by entering large positions and betting on a
return 1o equilibrium, Others simply gauge global events
and take a longer-lerm view on which currencies will
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strengthenfweaken in the next six to eight months. Fund
participation In the FX markel has risen sharply in the
recent years and its total trading share is now around 20%
There is no doubt that with the Increasing amount of money
some of these investment vehicles have under manage
ment, the size and liquidity of foreign exchange markels is
vaery appealing. While relatively small compared to other
market participants, when acling logether, they can have a
profound effect on the curmency spol movemeants,

Individuals

Retail spot currency trading is the new frontier of the trad-
ing world. Up until 1896 foreign exchange trading was only
avallable to banks. institutions and extremely high net-
worth individuals, The only access individual investors had
to currencies prior to 1996 was through the highly illiquid
futures and option markets and the un-tradable cash bank
market. Prior to online retail FX dealers, individuals could
not realistically participate in the foreign exchange market
from a speculative standpoint. The interbank markel oper-
ated as a tight circls; it acted somewhat like a specialist, as
it manipulaled the fales of tiers 2 and 3 to accommodate its
own needs. Accordingly, individual traders looking to trade
FX could not find a market maker capable of providing
competitive spreads, fair quotes, and equitable customer
service, With the advent of onling foreign exchange trading.
retall clients are provided with access to trading functional
ity that is highly comparable to the offerings of the inter-
bank markel. Spreads are slightly wider - 5 pips on mosl
currency pairs as opposed to the interbank standard of 3 -
but execution i unsurpassed: competitive firms will honar
all quotes and entry orders, and execute them at exactly the
rale specified. Now retail clients and multinational institu-
tions can participate in the FX market on a highly equitable
playing field.
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Investor protections Reaches Retail
Level

For many years the retail online foreign exchange industry
tanguished for years due to the lack of a regulatory envi
ronment 1o uphold investor protection. In December 2000,
however, Congress passed and the President signed the
Commodities Modernization Act in Decamber of 2000 The
Act finally regulated the foreign exchange industry and
placed its oversight under the auspices of the Commodities
Futures Trading Commission

CFTC

Government Regulation Enters The FX Market

The Commodity Futures Trading Commission (CFTC) was
created by Congress in 1974 as an independent agency
with the mandate to regulale commodity futures and option
markets in the United States. The agency prolects market
participants against manipulation, abusive trade practices
and fraud. Through efiective oversight and regulation, the
CFTC enables the markets to better serve their important
functions in the nation's economy-providing a mechanism
for price discovery and a means of offsetting price risk.
The CFTC sets forth many of the guidelines the National
Futures Associalion is required to follow.

NFA: Maintaining Integrity

The National Futures Association (NFA) officially began
operations on October 1, 1982, with the goal of maintaining
the integrity of the futures markeiplace. All companies
trading in futures must become NFA members. Those com-
panies that are not registerad with the NFA are subject to
closure by the CFTC. The passage of the Commaodities
Medernization Act requires that any company trading online
forex be registerad with the NFA. The NFA has many cap-
ital requirements and makes sure companies maintain high
book- keeping and ethical standards in order to be regis-
tered. With the passage of the Modemization Act. the NFA
required forex markel makers © register as Fulures
Commission Merchants {(FCMs).
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Market Hours

Time Zone
Tokyo Dpen
Tokyo Close
London Dpen

London Close
NY Open
NY Close

The spot FX market is unique to any other market In the
world, as trading is available 24-hours a day. Somewhera
around the world, a financial center is open for business,
and banks and other institutions exchange currencies,
every hour of the day and night with only minor gaps on the
weekend, The major financial centers around the world
overtap; while some markets are winding up their business
day, other markets around the word are just beginning to
trade. Essentially foreign exchange markets follow the sun
around the world,

The Intemational Date Line is located in the westem
Pacific. and each business day arrives first in the Asian
financial center- firsl in Wellington, MNew Zealand, then
Sydney, Australia, followed by Tokyo, Hong Kong, and
Singapore. Only a few hours later markels open in the
Middle East (beginning in Bahrain). When the markets in
Tokyo are beqginning to wind down, Europe opens for busi-
ness. Finally, New York and aother U5 centars begin.
Towards the late afternoon in the United States, the next
day has arrived in the Asia areas, and the first markets
there have opened and the process begins again,

While spot trades just about everywhere. the three main
markets of Tokyo, London, and New York are the most
influgntial since they represent almost 70% of the world's
FX volume. Foreign exchange activity does not flow even-
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ly, and throughout the course of the international trading
day, there certain markets are characterized by very heavy
trading activity in some (or all) currency pairs, and other
periods are characterized by light activity in some (or all)
currency pairs. Foreign exchange activity tends to be the
most active when markets overlap, particularly the U.S.
markets and the major European markels. |.e. when it is the
morming in New York and the afterncon in London. On the

next page, are the major characteristics of the three main
marketls are outlined:



]
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TOKYO: 7:00pm EDT - 3:00am EDT/
Avg. Daily Volume $150bn

As Japan's economy has dwindled over the past decade,
Japanese banks have been unable to commit 1o FX the
large amounts of capital they once did in the 1980
Despite this, Tokyo is the first major market to open, and
many large participants use it to get a read on dynamics or
to begin scaling into positions. Approximately 10% of all FX
trading volume lakes place during the Tokyo session
Trading can be relatively thin and hedge funds and banks
have bean known o use the Tokyo lunch hour to run impor-
tant stop and option barrier levels. Yen, Kiwl, and Aussia
pairs tend to be the biggest movers durng Tokyo hours as
other currencies are guite thin and usually do nol move

Most Active Currency Pairs - Tokyo

EURAUSD
L
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LONDON: 32:00am EDT to
11:00amEDT/Avg. Daily Volume
$570bn

Lendon is by far the most important and influential FX mar-
kel on the planat, with approximately 30% of all transac-
tions. Most big bank's dealing desks are run out of London
and the market is responsible for roughly 28% of total spot
volume. London tends to be the mosi orderly market due to
the large liquidity and ease of completing lransactions.
Maosl large marke! panticipants use London hours 1o com-
plete serous FX deals

NEW YORK: B:00am EDT - 5:00pm EDT
fAvg. Daily Volume $330bin

MNew York Is the second most important market in FX, with
In the United States
spol market, the majority of deals are executed between 8
AM and 12:00 PM, when European traders are still active.
Trading often becomes quite choppy after midday however,

approximately 16 % of market volume

as liquidity dries up. In fact, there is a drop of over 50% in
trading activity since California never served to bridge the
gap between U.S and Asia. As a result, traders tend to pay
less attention to market developmeant in the afternoon. NY
is very much influenced by the US equily and bond markets
and pairs will often move closely in tandem with the capital
markets

0.8778| 08782
133.56

USDAJIPY 133.61
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Bretton Woods

Determined (o re-establish the gold standard and provida
far the economic needs and stabllity of the postwar inter-
national system, 44 countrigs met in Bretion Woods, New
Hampshire on July 1944 {o establish a fixed exchange rale
system, Goals included financial stability, conventible cur-
rencies, free trade, full employment, and economic growth.
The systern was centered on the US dollar. Major cumen-
cies were pegged to the daollar, which was in tum tied to
gold at a value of $35 per ounce. The dollar was the pri-
mary reserve currency and member counlries were ablas lo
sell currency to the Federal Reserve in exchange for gold at
the present rate. In addition to these parameters, Bretton
Woods established the Intemational Monetary Fund (IMF),
and the International Bank Reconstruction and
Development (Warld Bank). These multilateral organiza-
tions were designed to ensure that the Bretton Woods sys-
tem operated effectively.

for

Trading under the Bretton Woods system had unique char-
aclerislics. Since exchange rates were fixed, inlense trad-
ing occurred surrounding devaluations or revaluations,
known as “creeping pegs”. Speculation against the British
pound in 1967 demonstrated creeping pegs trading pat
terns, Following intense speculation the Bank of England,
along with other central banks. took aclion to support the
pound, However, despite their attempts they failed and the
pound was devalued that November. The failure was mon-
umental because it was the first time that central bank inter-
wvention falled under the Bretton Woods system.

Failure of central bank intervention continued in the follow-
ing years in the case of the dollar. The Bretion Woods sys-
term was depeandant on a strong US dollar. Therafore, whan
the dollar began to experience pressura in 1968, there were
implications for the fulure of the system. Speculation
against the dollar increased as inveslors suspected that it
was overvalued and confidence plummeted. By 1971, the
dollar was in crisis and devaluation became imperative.
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Smithsonian Agreement

A multilateral effort to improve the exchange rate mechz
nism was finally accomplished in December 1871 when the
Smithsonian Agreement was signed. The agreement
devalued the dollar against major European currencies by
arcund eight percent. Currency was allowed to fluctuate
within a wider band, 2.25% instead of 1%, and the price of
gold rose to $38 an ounce.

Despite the provisions of the Smithsonian Agreement, the
US current accounl drastically deteriorated in 1972 and
speculation against the dollar continued. In February 1973,
intense speculation forced foreign exchange markets to
close and a 10 percent devaluation of the dollar ensued.
Following continued speculation, FX markets were once
again forced 1o close.

Birth of the Current Market

The currenicies of Japan and mos! European countries
were floating against the dollar when the market recpenad
in March of 1873. As the result. the US dollar was deval
ued at a full 10% and fioating rates. The amrangement was
considered temporary but continues to operate to this day.

The new method of placing value upon currency influenced
the way thal currency was traded and opened up new
avenues for speculation. The majority of currency trading
today is not for the purpose of buying or selling goods, but
rather. is intended for profit.

During the 1970s, the FX markel was dominated by bank
brokers. However, deregulation and electronic trading has
made the FX market the most liquid market in the world and
more easily accessible to smaller investors. Central banks
remain powerful in this system; howaver, thair influence has
fallen from previous levels. Furthermore, The MNational
Futures Association (NFA) and the Commodity Futures
Trading Commission (CFTC) were established in the 1870s
and 1980s to protect individual market participants.
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As technology increased in the 1980s, cross-border capital
maovement followed, In the 1980s, FX daily trading volume
was $70 billon a day whereas today it is 1.5 trillion.
Furthermore, electronic brokers in London currently
account for about 70% of the broker market in that area and
the majority of speculation is electronic,

European Monetary System

In March of 1979 nine of the European Community's mem-
bers launched the European Monetary System. The goals
of the EMS included a common currency (European
Currency Unit), regulation in the fluctuations between cur-
rencies (Exchange Rate Mechanism), and the creation of a
central reserve fund (Euvropean Monetary Cooperation
Fund). Following the implemeantation guidelines set forth by
the Maastricht Treaty (implemented in 1993), the European
Central Bank (ECB) was crealed in 1988, the Euro was
introduced in 19909 for purposes of foreign exchange and
electronic payments, and Euro banknotes were introduced
in January 2002. The European Monetary System was
considered a revolutionary step loward achiaving increased
integration and liberalization, the conceptual bedrock upan
which the EC was first founded post WWII
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PART 2:

Irt the foreign exchange markel currencies are nol refared
to by their full name. Rather, standardized codes, developed
by the International Organization for Standardization,
known as 150 codes, are used. Accordingly, throughout this
manual all currencies will ba referred fo by their codes. 130
abbreviations, however, are not used in conversation; rather
traders generally refer to currencies by their nicknames
The LS. dollar, for example, is known as the buck or green-
back: the British pound sterling is commanly referred to as
the cable. the Swiss franc, the swissy, the Australian dollar,
aussie, and the New Zealand dollar, the kiwi,

Currency Abbreviations

EUR = euro

GBP = Great British pound
UsD = US dollar

CHF = Swiss franc

NZD = New Zealand dollar
AUD = Australian dollar
CAD = Canadian dollar

JPY = Japanese yen

Buying and Selling

I the forex market currency trading is always done in cur-
rency pairs, such as ELURMUJSD or USDIJPY, reflecting the
aexchange rate betwesen two cumencies. An exchange rate
is simply the ratio of ane currency valued against another
currency. For example. the USDIJPY exchange rate speci-
fies how many U5 dollars can purchase one Japanese
yen, or conversely how many Japanese yen you need to
buy ene LS dellar,

The first currency in the pair is referred 1o as the base cur-
rency, and the second currency is the counter of Quole cur-
rency. For example for USDAPY, the U.S dollar is the base
currency and the Japanese yen is the counter currency,
When buying, the exchange rate specifies how much you

Currency Trading Basics

have to pay in units of the counter currency 1o buy one unit
of the base currency, in the above example, you have 1o
pay 117.10 yen to buy 1 US dollar. When selling, the foreign
currency exchange rate specifies how much units of the
quote currency you get for selling one unit of the base cur-
rency; In the above example, you will receive 117.10
Japanese Yen when you sell 1 US dollar.

The order in which currencies are quoted is fixed, For
example, when entaring a spot transaction betwean the U.S
dollar and Japanese Yen, the LU.S dollar will always be quot-
ed first in the pair. The U.S dollar is placed first in most cur-
rency pairs because of its role as the world's main curren-
cy (i.e. USDAUPY, USDICAD, USDICHF), This means that
quotes are expressed as a unit of $1 USD per the other
currency guoted in the pair. The exceptions are the Euro,
reat Britain pound, and Australian dollar. These curren-
cies are quoted as dollars per foreign currency.

Keeping in Straight: Trading in Pairs

For practical purposes it is useful to consider the currency
pair as an instrument, which can be bought or sold and it is
useful to think of the base currency as the "basis” for the
buy and sell. Simply put, when you BUY a curmency pair
implies that you are buying the first (base) currency and
selling the second (guote or counler) currency. A trader
buys the pair if he believes the base currency will appreck
ate relative to the quote currency. Selling the currency pair
implies selling the first (base) currency and buying the sec-
ond (quote or counter) currency. A trader sells the pair, if he
believes the base currency will depreciate relative 1o the
quole currency.

This is a key example to grasp, therefore, let’s go through a
few examples.

EUR/USD:

When trading the EUR/JSD the euro is the base currency
and the .S dollar is the counter currency; therefore the
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eurp is the basis for the buy and sefl. If you think the US
stock market will fall and that will hurt the USD. then you
would BUY the currency pair. By buying the pair, you are
buying euros expecting them lo appreciale against the
LISD. If you SELL the pair then the opposite is true: you buy
LS Dollars expecting them to climb against the Euro,

USD/JPY:

When trading the USD/JPY the LS dollar is the base cur-
rency and the yen is the counler currency; therefore the
dollar is the basis for the buy and sell. If you think that the
Japanese govemment 5 going to weaken the Yen in order
to help their export industry, yvou would BUY the currency
pair. By buying the pair, you are buying dollars with the
expeclation that it will increase in value against the Yen,
You would SELL the pair if you think that Japanese
investors are pulling money out of US financial markels and
repatriating funds back to Japan . By selling the pair, you
expect the Yen to strengthen against the US Daollar as
Japanese investors sell their assets and converl their dol-
lars 1o Yen.

GBP/USD:

When trading the GBF/USD, the pound is the base curren-
cy and the U.5 dollar is the counter currency; therefore the
pound is the basis for the buy and sell. I for example you
think the British Economy will continue ta be the leading
economy amongst the GT nalions in terms of growth thus
buoying the Pound, you would BUY the cumency pair. By
buying the pair, you are expecting the British Pound to
strengthen against the US Dollar, If you believe the British
are about to commit themselves to adopting the Euro and
thiz will weaken the pound, you would SELL the pair. By
selling the pair, you expect the Pound to weaken against the
Doliar as the British devalue their currency in anticipation of
merging with the Euro,
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USD/CHF:

When trading the USDVCHF the U.S dollar is the base cur-

rency and the Swiss franc is the counter currency; therafore
the dollar is the basis for the buy and sell. If for example
you think the Swiss Franc is overvalued you would BUY the
currency pair. By buying the pair. you are expecting the US
Dollar to strengthen against the Swiss Franc. If you believe
that due to instability in the Middle East and in US Financial
Markets the Dellar will conlinue to weaken, you would SELL
the currency pair. By selling the pair, you are expecting the
Swiss Franc o strengthen against the Dollar.
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How an FX Trade Works

The objective of currency trading is lo exchange one cur-
rency for another in the expectation that the marked rate or
price will changa so that the currency you bought increas-
es in value relative to the one you sold, In trading idiom, a
long position s one in which a trader buys a currency at
one price and aims to sell it later at a higher price. In this
scenario. the investor benefits from a nsing market. When
a trader buys a currency and the price appreciales in value,
the trader must sell the currency back in order to lock in the
profit. A short position is one in which the trader sells a cur-
rency in anticipation that it will depreciate. If a trader sells
a currency and the price depreciates in value. the trader
must buy the currency back in order to lock in the profil. An
open trade or position is one in which a trader has either
bought/sold one currency pair and has not sold/bought
back the equivalent ameount lo effectively close the position.

All FX guotes include a two-way price, the bid and ask. The
bid price is always lowar than the ask price. The bid is the
price at which a market maker is willing to buy (and traders
can sell) the base currency in exchange for the counter cur-
rency. The ask |s the price al which a market maker will sell
{and traders can buy) the base currency in exchange for the
counter currency. The difference between the bid and the
ask prnice 15 referred to as the spread, which can be recov-
ered with a favorable currency movement.

EURUSD | D.8778|
USD/JPY

13356

GBP/USD |

USD/CHF
EUR/CHF |
AUD/USD

In the above example, the bid price for GBP/USD is 1.4240
UsSD, which indicates the price al which traders can SELL
the cummency pair. and the ask price is 1.4245 UsD, indicat
ing the price where traders can BUY the currency pair. In
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this example, there is a8 S5-plp spread thatl represents the
cost of the tfransaction. It is important to note that since the
FX market is a decentralized markel the spreads that a
trader receives for a given currency pair will vary accarding
o the markel maker one trades with. Typically spreads in
the retail FX market are 4-5 pips in the major currency pairs
and slightly wider on the cross currency pairs
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Calculating Profits and Losses

A pip Is the smallest increment a price moves and will deter-
mine the profit/loss of the trade. A pip in most currencles
is 0.0001 or .01% but depends on currency pair. When a
currency moves from 1.0650 1o 1,0655 it has moaved 5 pips,
When you have an open position. each upward or down-
ward pip movement in the markel price can be either a prof-
it or a loss depending on which currency you bought and
which currency you sold. The value of a pip is delermined
by the pair of currencies being traded and the rate at which
the currency pair is trading. For currency pairs where the
dallar Is nol the base currency (EURMASD, AUDIUSD,
NZD/USD, GEP/USD), each pip has a fixed value of $10.
For example, if you are trading EUR/USD and the market
moves 5 pips in your faver, then your profit would be exact-
Iy $50. On the other hand, when a currency other the dollar
15 the counter currency (USDAPY, USD/CHFE, USDICAD)
the pip value in dollar terms fluctuates based on pravailing
market ratas.

USDUIRY

Varies - about $8
Varkes-aboul $7

Varies-about $7

USDICHF
ELIRICHF
ALDIUSI Fixed $10
usD/caD

NZDIUST Fixed $10
EUR/GBP Varies-aboul $15
EURIJIFY Varies - about $8
GBPIJPY
CHFIPY
GBPICHF
EUR/AUD
EURICAD
AUDNCAD
AUDUJPY

Varnes-about &7

Varies - about $8
Vanes - about $8
Varigs-about §7
Varies-aboutsc
Varies-about $7
Varies-about 57
Varies - about $8

Currency Trading Basics

Calculating the Value of a Pip

Although most onling trading platforms with reputable bro-
kers feature live P/L tracking wharaby profits and losses are
calculated and re-calculated every time the exchange rate
moves, it is important to have an infuitive understanding of
the value of a pip.

Calculating pip values when the dollar
is the counter currency:

If the current exchange rate for EUR/USD Is 1.0700, then
one euro is worth 1.0700 US dollars. Consequently,
100,000 euros are worth 107,000 US dollars [ Keep in mind
that the standard Interbank lot size is 100,000 units of the
base curmrency or 100,000 euros |. I the market price
moves ane pip to 1.0701, then one euro is now worth
1.0701 US dollars. This is a pretty small change in the
value of the euro (one len thousandih of a dollar 10 be
exact) but this can be substantial whean we are talking aboul
a lot of euros.. 100,000 Euros are now worth 107 010 dok
lars.

If a trader had bought 100,000 suros by selliing 107,000
dollars when the market price was 1.0700, then those
100,000 Euros would be worth 107,010 dollars (10 US dol
lars more) when the market price moves to 1.0701. The

trader could choose to close the position out and take this
$10 profit.

Conversely, let's say the trader initially sold 100,000 euros
by buying 107,000 dollars when EUR/USD was trading at
1.7000. If the market price moves to 1.0701 and the

traders chooses to close the position, he/she would have to
buy back the 100,000 Euros with 107,010 dollars. The loss

on the trade would be 510,

Calculating pip values when the dollar
is the base currency:

If the current exchange rate for USD/JPY is 120.00, then
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Calculating Profits and Losses

one dollar is worth 120,00 yen. With this market rate in
mind, then 100.000 dollars are worth 12,000.000 yen. |If
tha market price of USD/JPY moves up onea pip to 120.01,
than 1 dollar will be worth 120.01 yen, so a lot of 100,000
dollars equal 12,001,000 yen. In this particular case, a one
pip fluctuation is valued at 1000 Japanese Yen for a stan-
dard ot of 100,000 units. A pip value of 1000 yen is hence
valued at $8.33 when the USD/JPY price is 120.01. The
caloulation is simple, since at this fime 1 USD=120.01 YEN,
then 1000 YEN= 8.33 USD, Simply divide 1000 by 120.01,
If a trader closes oul a position at a one pip profit when the
USDIJEY market price is 120.01, heishe automatically
locks in a 1000 yen profit which is equivalent 1o 58.33 at
that tima. Al a different market price, however, such as
117.00, those 1000 yen will have a different dollar value
($8.54 1o be exact).
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Profiting When the Exchange Rate
Moves Up- A Sample Trade

Suppose Trader A wishes to speculate on the exchange
rate between the GBP/USD. Believing that the GBP will rise
against the USD - or that the exchange rate will move
upwards - the trader places an order o buy GBPUSD at a
market rale of 1.5755.

In terms of volume, let's assume Lhat Trader A is speculat-
ing an 100,000 units of the base currency - which is the
standard lol size, or trading increment, used in the retadl
foreign exchange markel. Since the base currency is the
first currency of the pair, we know that Trader A is speci-
lating on the valus of 100.000 British pounds with respect
to the US dollar,

For Trader A, the value of the amount borrowed is a func-
tion of the exchange rate. Since the exchange rate al the
time of the transaction was 1.5755, we know that the mar-
ket cost for 1 British pound was 1.5755 US dollars.
Accordingly, 100,000 pounds costs $157,650 (1.5755 *
100.000), This borrowed amount of 157 550 US dollars
musl be paid back when the transaction s closed.

Let's assume thal Trader A is cormect in assuming that the
British pound would rise in value with respect to the US dok
lar, and that the exchange rate moved lo 1.5855 - 100 pips
above the rate thal Trader A entered. If Trader A were to
close his pesition now. the 100.000 pounds he purchased
at the onset of the transaction would be sold, and his debl
of 157,550 dallars could be paid off.

Al an exchange rale of 1.5855, Trader A's 100,000 pounds
are now worth 158,550 US dollars {100,000 * 1.5855). The
amount he borrowed - 157,550 - can now be repaid, leav-
ing him with $1,000 exira. This is Trader A's profit from the
frade.
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Calculating Profits and Losses

Summary: In this scenario, the frader benefils from' a
nsing markel. The trader bought one lot (100,000 posk
liony of GBP/USD at 1.5755, and the GBP/LISD ross
to 1.5855, realizing a profit of 100 pips. The value ol a
pip for GBP/USD Is $10 per pip; therefore 100 pip prof

it mulliplied by $10 per pip constiltes a profit of
$1000

Profiting When the Rate Moves Down-
A Sample Trade

Since each FX trade involves the buying and selling of a
currency, clients can profit in either direction of the
exchange rate’s movement: they simply need to buy and
sell the righl currencies al the right time. I, for example,
Trader A believes the pound will fall against the value of the
US dollar - meaning 1 pound will buy fewer US dollars -
than he can simply place an order to sell GBR/USD. The
trade works in essentially the same manner;

Let's assume Trader A believes the exchange rate for the
GBP/USD will fall from the 1.5755 level, i.e. as the pound
will fall in value againsl the US dollar, Accordingly, he
places an order to sefll GEP/USD - or in other words, bor-
rowing pounds and buying US dollars, Trader A places an
order to sell 1 lot - or 100,000 units of currency - of the
GEP/USD. Since FX transactions are initially denominated
in terms of the base currency. or the first currency in the
pair, we know that Trader A is borrowing 100,000 pounds,
and buying US dollars with the proceeds.

Since 1 pound can purchase 1.5755 US dollars at the time
Trader A places his trade, he can purchase 157,550 US dol-
lars with the 100,000 pounds he barrowed. Just as in the
pravious example, the borrowed amount will be repald
when the transaction is closed.

Lel's assume that Trader A is correct in his beliel thal the
pound will fall in value against the USD, and that the
GBP/USD reaches 1.5655 - a drop of 100 pips from where
Trader & enterad the market. At this point, Trader & decides
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to take his profit and close out the trade. Accordingly, he
musl repay the 100,000 pounds that were borrowed. Since
the cost of 1 pound has now dropped (o 1.5655, this means
that the cost of 100,000 pounds is 156,550 (100.000 *
1.5655). This amount is then sublracted from 157,550,
which was the numbear of dollars thatl Trader A recelved
when he initially placed the trade. The resull is a profit of
51,000 {157,550 - 156,550).

Summary: In this scenario, the frader benefits from a
falling markel. The trader sold one lol (100,000 posi-
tion) of GBFR/USD &t 1 and GBPUSD fell to
1.5655, realizing a profit of 100 pips. The value of a

57bh

pip for GBP/USD is $10 per pip, therefore, 100-pip

profit muitiplied by $10 per pip constiluies a profil of
$1000
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Other Key Concepts in Currency Trading

interest Rollover

Since every FX transaction involves buying and selling -
ane currency is borrowed or sold and used to finance the
purchase of another currency - the interest rates associat
ed with thosa currencies come into play, Traders that hold a
position overnight pay interest on the currency they borrow,
and earn interest on the currency they purchase. Typically
interest rollover charges are applied at 5 PM (17:00) New

York time (9 PM GMT; 10 PM GMT when New York is oper-
ating on daylight savings time from lale Oclober o late

March) in coordination with the international trading day

Interest rollover fees are a funclion of the interest rales
established by the various central banks and federal
authorities used to regulate the official policy of the curren-
cy. Since Interest rates ralse the cost of the currency - itis
more expensive 1o borrow currencies with a high interest
rate - a central bank's interest rate policy can be used fo
adjus! the economy to its respective needs. For exampla,
economies that are growing at an extremely rapid rate - and
thus encountering inflation, where prices of all goods and
services are nsing rapidly - may often raise interest rates;
this works lo increase the cost of the currency, and hence
can be used to decrease overall demand for consumption,
The decrease in consumption will prevent prices from con-
tinuing to rise at an excessively rapid rate, and thus can be
used to combat inflation.

Alternatively, economies facing recessionary times may
need economic stimuli to restart businesses and consumer
spending. A cut in interest rales can make money more
accessible and cheaper lo borrow, and hence decreases
the nsk entrepreneurs face in borrowing capital o start ven-
tures, |deally, such a scenario would allow for a cut in inter-
esl rales to revitalize the econamy and thereby ward off any
depression of serious economic drought.

The rate established by the central banks essentially deter-
mines at whal rate private banks can borrow from the gov-
ernmeant. Private banks then can lend amongst themselves
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and to individual and institutional clients at whatever rate
they establish via the free markel, Ultimately, though, the
rate established by the central banks serves as a founda-
tion of the currency's value, and hence Is of prime impor-
tance from both economic and speculative perspectives

For the FX trader, interest rollover charges can have a small
impact an their overall profit and loss from exchange rate
speculation. On a daily basis, the trader is paying interest
on the currency that is borrowed, while eaming interest on
the ane that has been purchased. To illustrate how interest
rollover charges work, consider the example:

Rollover Example

Trader A buying GBP/USD at 1.5755. In this case, Trader A
is borrowing US dollars, and hence will pay interest on the
bomrowed funds. Trader A is, however, eaming interest on
the British pounds thal have been purchased. If the Bank of
England - which regulates the pound - offers a higher inter-
ast rate than the Federal Reserve - which regulates the US
doliar - the client has an opporunity to earn inlerest
Alternatively, if the Federal Reserve issues a higher interest
rate on the US dollar than the Bank of England offers on
the British pound, then the client will experience a net inter-
est payment.
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Calculating an Approximation of Interest Rollover

The interest rollover charge is generally quite small, and
hence should not serve as the core of a trading strategy. A
sample calculation is as follows:

Suppose the Bank of England has an official interest rate
of 4.0%, while the Federal Reserve has an official interest
rate of 1.25%. A client who 15 buying GBP/USD will thus
eam Interest, since he is only paying 1.25% but earning
4%,

Sinca interest rates are quoted on a yearly basis - meaning
the cosl of the currency will be, for instance, 1.25% of the
principal amount for the entire year - this must be divided
down to & daily basis, since rollover charges are applied
daily. Since financial transactions round off a year to 360
days. as opposed to 365, the rate is divided by 360,

The following is a simple formulaic example of how inlerast
rallover is calculated:

Mo, af Lots x Mo, of Units per (ot x Yeary Interest Rale

Differantial / 360 x No. of Days

Example 1

Sall 2 lots of USD/JPY on Monday

and close on the nexl day

USD 100,000 or JPY12, 200,000
Opening Price: 122.00

USD 1.25% -

JP 0% = 1.25%

USD 100,000.* 2 * (-1.25%/360) x
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Because banks can lend o each other al rates different
fram what the central bank lends 1o them, the rollover cal
culations can never be reduced {0 an exact science. Like
the currency exchange rate, the rollover interest rates are
subject to market conditions, and hence can flucluate as
well,

Triple Rollover on Wednesday

Since there Is a two-day settiement period in foreign
exchange, the transactions thal are open on Wednesday at
5 PM - which is the Thursday trading day - should not get
settled until Saturday. Of course, banks are closed during
the weekend, so the transaction cannot effectively be set
tled until Monday (which begins on Sunday at 5 PM New
York time), As a resull, rollover fees are tripled in the FX
markel on Wednesday.
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Types of Orders

Market Order

& market order s an order to buy or sell a currency pair al
the current market price. One of the key advantages of
trading in spotl markel is that markel orders are quaranteed
when dealing with a reputable broker . as the vast liquidity
of the markel ensures that thera are always buyers and
sallers

Limit Orders (or take profit order)

A limit order allows a client to specify the rate at which they
will take profits and exit the market. Essentially, it defines
the amount of profit that the trader is looking to capture on
this particular trade. Lel's assume a trader has an open
position where he is long (meaning he has bought)
GBP/USD al 1.5800. In such a scenario, a trader can place
a limit order to determine at what rate he will close his posi-
tion and take his profits. So, for instance, if the aforemen-
tioned trader were looking 1o caplure 100 pips on the
GBP/USD, he would place a limit order al 1.5900; if the
markel reached that rate, he would be taken oul of the mar-
kel and his profit from the trade would immediately be
reflectad in his balance,

Allernatively, a trader could place a limit order to an existing
sell position,

Example:

Suppose 3 tradear sold GEF/USD at 1.5800. Since this 1= a

shor (sell) order, the trader profits from 8 downward move

menl in the exchange ate — and hence must place fheir
it ordar, which s only used (o determing the desgad prof
it from tha trade, below the marked rate. Accordingly, a trad

er looking to caplure 100 pips an the GBP/LISD would
place a limil order at 1.5700 I the market reaches that
fate, the clisnt will be closed ol of the trade instantly, and
will immediately be awarded the corresponding profit for

the tfrade as well
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Stop-Loss Orders

A stop-loss order works like a limit order, but in an opposite
fashion: it specifies the maximum loss that a trader is wilk
ing to accept on a given position. For example, if a trader is
long USD/JPY at 121.50 with a limit at 121.70, he may wish
to maximize the loss he s willing to accept by placing a
slop-loss order at 121.30, In such a case. if the market
reached 121.30, he would be stopped oul of the position
and would have suffered a loss no greater than 20 pips.
Similarly, if a trader Is short USD/JIPY at 121.50 with a limit
al 121.30 and only wants to suffer a loss of 20 pips, then
he would place a stop order at 12170, Accordingly, if the
market reaches 121.70, the trader will be stoppead out of the
position and would have suffered a loss no greater than 20

pips.
Entry Order

All entry orders are essentially contingent orders: they will
only be filled if the market reaches thal rate. For axample,
suppose you are trading USD/AJPY, and the curment quote is
120.50-55. You can place an entry order to buy at 120,15,
for example, so that your order will only be filled if the mar-
ket reaches 120.15. Ultimately, there are two types of entry
orders: stop entry orders and limit entry orders.

Limit Entry Orders

Lirmit entry orders are classified as entry orders whereby
the rate specified is elther below the curren! markel rate if
it is & buy order, or, altematively, above the market rate if it
is a sell order. Limit entry orders are often conducive to
strategies perlaining to range-bound markets, whereby
clienis can place orders to buy at the boltom of the range
and sell at the top. Suppose the current market rate for the
EUR/USD is at 1.0800-04; in other words, traders can enter
the market to sall at 1.0800, but must buy at 1.0804. There
are two types of limit entry orders that a trader could place
in such a situation 1) They could place an order to sall at a
price above than the current market rate. So, for instance,
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Types of Orders

they could place an order to sell at 1.0820; if the sell rate in
the spot market reaches 1.0820, their sell order would be
activated, In this case, the trader expects thal the market
will reach 1.0820 and then reverse its direction,

2) Traders can place a limit entry order to buy at a price that
is below the current market rate.

So, If the curment marke! rate is 1.0800-04, a trader could
place a limit entry order o buy al a rate below the current
buying price of 1.0804, Se, for instance, if the trader placed
an arder to buy at 1.0790, his order would only be activat
ed -- meaning it would only begin to affect his PiL - if the
buy rate reached 1.0790. In this example as well, the trad-
er is expecting a reversal of the trend after the market
reaches the rate he/she specified. In other words, the trad-
ar will profit if the market bounces off the 1.0790 level.
Since both buy and sell limit entry orders assume the rever-
sal of a trend, they are most commonly used by traders
whao beligve the market is trading within an upper and lower
range, and thal it will not break out of this range.

Stop Entry Orders

Stop entry orders rely on rationale that is the opposite of
limit entry orders. If you wish to buy at a price above the
current market rate, or, alternatively, sell at a price below
the current market price, then you are placing & stop entry
ardar. Stop entry orders are conducive to "breakout” strate-
gies, whereby the trader believes that if the specified rate s
reached, the trend's movement is confirmed and thus will
continue in that direction,

Suppose the current market rate for the USDIJPY is at
117.04; in other words, traders can enter the market to sell
at 117.04, and can buy at 117.09. There are two types of
stop entry orders that a trader could place in such a situa-
ticn

1) They could place an order to sell al a price below the cur-
rent market rate. So, for instanca, they could place an order
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o sell at 116.75; if the sell rate in the spol markel reaches
116.75, their sell order would be activated. In this case, the
trader expects that the market will reaches this level, it will
break out and continue in this direction,

2) Traders can place a stop entry order lo buy at a price that
is above the current market rate. So, if the current market
rate s 117.04, a trader could place a limit entry ardar to buy
al a rate above the current buying price of 117.04. So, for
instance, if the trader placed an order to buy at 11785, his
order would only be activated - meaning it would only
begin to-affect his P/L — if the buy rate reached 117.85. In
this example, the trader is expecting a breakout if the mar-
ket reaches the rate he'she specified. In other words, the
trader will break through the 1.0790 level. Since both buy
and sell stop antry orders assume a breakout, they are
maost commaonly used by traders who believe the market will
make a big maove,
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Phone Etiguette

Although maost trades are placed online, traders always
have the option of calling the dealing desk to place an
order. Itis important for spot traders o get their point across
guickly and accurately, leaving na room far interpretation or
error. Let's take a look at a typical spot trade:

Please give me a price on USDUPY (or USDVCHF, or
EUR/USD, or GEP/USD) for (number of lots you want to
trade) lot{s).

*Please give me a price on USD/JPY

for 3 lots.”

The dealer will respond with a 2-way price
quote, For example, he may gquole USDIUPY al:
125.10 - 125.15 (but he will probably just say
125.10 - 156).

Dealar, "125:10-15"

So you can either buy USD/JPY at 125.15, or
you may sell USD/JPY at 125.10

To buy USD/JPY you can say any of the follow-
ing: "15, "I buy", "l buy at 15", "mine”, or
"mine at 15".

To sall USDAPY, you can say any of the follow-
ing
“yours at 10"

=107, "l sall®, "I sall at 10%, "yours", or

Trader, "l buy al 15.7

¥ou would normally have 3-5 seconds to
respond (sometimes more sometimes less) prior
to a price change, depending on market volatili-
ty. I no response is given and the price

m om

changes, the dealer will say "change”, "price

change", “off" or "your risk"
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In this case you may ask for a price again. If
yvou do respond with a buy or sell, the dealer
will say, "done” or indicate to you thal your
trade is executed. You can also state to the
dealer that you would like your slop-loss al
__ .,andalimitat__

Dealer, “Done”
Trader, "Place a stop-loss alt 124.80 and a limit
at 126.00"

Deater, "Gol it." (The dealer will then hang up)
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Movements of currencies are ullimately based upon supply
and demand. That is, a currency rallies because there is
demand for thal currency. Regardless of whether the
demand is for hedging, speculative or conversion purposes,
true movements are based upon the need for the currency.
Currency values decrease when there is excess supply
Supply and demand should be the real determinants for
predicting future movements, Howeaver, predicting supply
and demand is not as simple as many would think. There
are many factors thal contribute 1o the net supply and
demand for a currency. This includes capital fliows, trade
flows, spaculative needs and hedging needs.

There are two major ways to analyze financial markets: fun-
damental analysis and lechnical analysis. Fundamental
analysis is based upon underlying economic conditions,
while technical analysis uses historical prices to pradict
fulure movements. There is an ongoing debate as o which
methodology is more successful. Short-term traders prefer
to use technical analysis, focusing their strategies primarily
on price action; while fundamental traders focus their
efforis on delermining a currency's proper current as well
as future valuation,

Fundamental Analysis

Fundamental analysis focuses on the economic, social and
political forces thal drive supply and demand. Fundamental
analysts look at various macroeconomic indicalors such as
economic growth rates, interest rates. inflation, and unem-
ployment. They combine all of this information to assess
current and future pedformance. This requires a lot of work
and thorough analysis, as there is no single set of beliefs
that guides fundamental analysls. |n addition, fundamental
analysts need to continually keep abreast of news and
announcements, as they can indicate potential changes to
the economic, social and political environment. There are
many ways to value currencies from a fundamental per-
spective, Including balance of payments and purchasing
power parity, All of this will be discussed in further detail
under the explanation of fundamental analysis
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There are two main factors that impact exchange rate
movements from a fundamental perspective;  capital flows
Baoth of these components constitule a
country’s batance of payments. The balance of paymenis
quantifies the amount of demand for a currency over a

and trade flows.

given period of time. Theorelically, a balance of payments
equal to zere is required for a currency to maintain its cur-
rent valuation. A negative balance of payments number
reflects that capital is leaving the economy at a more rapid
rate than it is entering, and hence it should fall in value.
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Technical Analysis

Prior to the mid 1980s, fundamental traders primarily dom-
inated the FX market, However, with the rising popularity
of technical analysis and the advenl of new technologies,
the influence of technical trading on the FX markel has
increased significantly. The availability of high leverage has
led to an increased number of momeantum or madel funds,

who have become important participants in the FX market,

with the ability to influence currency prices.

Technical analysis focuses on the study of price move-
ments. Technical analysts use historical currency data to
forecast the direction of fulure prices. The premise of tech-
nical analysis Is that all current markel |nformation is

already reflected in the price of that currency: therefore,

studying price action is all that is required 1o make informed
In addition, technical analysis works
under the assumption that history tends to repeat itsell.

trading decisions.

Technical analysis is a very popular tool for short 1o medk
um term traders. |t works especially well in the currency
markels because shorl-term currency price fluctuations are
primarily driven by human emotions or markel perceplions.

Charts are the primary tool in technical analysis. Charls are
used o identify trends and patterns in order to find profit
opportunities. The most basic concepl of technical analysis
is thal markets have a tendency to trend. Being able to
identify trends in their earliest stage of development is the
key to technical analysis. Technical analysis integrates
price action and momentum to construct a pictonial repre-
senlation of past currency price action to predict fulure per-
formance. Technical analysis indicators such as Fibonacci
retracement levels, moving averages, oscilfators, candle-
stick charts and Bollinger bands provide further information
on the value of emolional extremeas of buyers and seliers 1o
direct traders to levels where greed and fear are the
strongest.
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Key Factors in Fundamental Analysis

There are two main factors thal impact exchange rate
movamanl from a fundamental perspective:  capital flows
and trade flows, Below is a more detailed explanation on
these components:

Capital Flows

Capital flows measure the nel amount of a currency that is
being purchased or sold due to capital investments. A pos-
itive capital flow balance implies that foreign inflows of
physical or portfolio investmenis Into a country exceed out
flows. A negative capital lliow balance indicates that there
are more physical or portfolio investments bought by
domestic invesiors than foreign investors

To clearly explain this, suppose for example, that the UK
economy is booming, and that its stock market is rallying as
well. Meanwhile, in the United Stales. a lacklusler economy
is creating a shoriage of investment opportunities. In such
a scenario, the natural result would be for US residents to
sall their dollars and buy GBP to allow for participation in
the rallying UK economy. This would result in capital outflow
of capital for the US and inflow of capital for the UK. From
an exchange rate perspective, this would induce a fall in the
USD coupled with a nse in the GEP as demand for USD
declines and the demand for GBP increases; in other
words, the GEP/USD would rise.

Capial flows can be divided into two calegones -

Physical Flows ans Portfolio Flows:
Physical Flows

Physical flows encompass actual foreign direct investments
by corporations such as investments in real eslate. manu-
facturing and local acquisitions. All of these require that a
foreign corporation sell their local currency and buy the for-
eign currency, which leads to movemants in the FX markel.
This is particularly impartant for global corporate acquisi-
tions that Invalve more cash than slock,
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Physical flows are important 1o walch, as they represent the
underlying changes In actual physical investment activity,
These flows shift in response to changes in each country’s
financial health and growth opportunities. Changes in local
laws that encourage foreign investment also serve to pro-
mote physical flows. For example, due to China's entry in
the WTO, their foreign investment laws have been relaxed.
As a resull of their cheap labor and attractive revenue
opportunities (population of over 1billion), global corpora-
tions have flooded china with investments. From a FX per-
spective, in order to fund investments in China, foreign cor-
porations will need 1o sell their local currency and buy
Chinese Renminbi (RMB)

Portfolio Flows

Equity Markels: As technology has enabled greater ease
with raspect to transportation of capital, Investing in global
equity markets has become far more feasible. Accordingly,
a rallying stock market in any part af the world serves as an
ideal opportunity for all, regardiess of geographic location.
The result of this has become a strong correlation between
a country's equity markets and its currency: if the equity
marked Is rising, investmen! dollars are coming in to seize
the opportunity, Alternatively, falling equity markets will
have domestic investors selling their shares of local pub
licly traded firms only to seize investment opportunities
abroad.

The attraction of equities markets over fixed income mar-
kets has increased over the years. Since the early 1980s,
the ratio of foreign transactions in US government bonds
over US equities has declined from 10:1 to 2:1. From the
chart below, it is evident that the Dow has a high correlation
with the USD (against the EUR). The time period from
1994 10 1999 shows a 78.9% positive correlation between
the two. In addition, from 1981-1992, the Dow increased
300%, while the USD index appreciated nearly 30% for the
same time pernod. As a result, currency traders closely folk
low the global equity markets to predict short and interme-
diate term equity based capital flows. The most commonly
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waltched stock indices are the Dow Jones Industrial Index
{Dow), S&F 500, NASDAL, NIKKEI, DAX and FTSE. The
Dow is the most influential index on the dollar. The Nikkel
performance impacts the JPY, while the FTSE impacts the
GEBP and the DAX impacts the EUR.
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In terms of ratative strength. historical evidence shows that

Equity Market 12 Month Relative Strength
the stronger the performance of a country's equity market, U
the stronger its currency appreciation. Relative strength of
an equity index measures the number of periods the index Japan
finishes up instead of down for a specified time frame.  As UK
evidenced in the 12-month relative strength data beiow, Switzerland
countries such as New Zealand has had a high relative Canada
strength, which has correlated with a significant apprecia- Australia

tion of the NZD/USD.

Mew Lealand

% Change YTD vs. USD

BREEE
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Fixed Income Markets: Just as the equily market is come-
lated with exchange rate movement, so too is the fixed
income market. In times of global uncertainty, fixed income
investments can become particularly appealing, due to the
inherent safety they possess. As a resull, economies boast-
ing the most valuable fixed Income opportunities will be
capable of attracting foreign investment - which will natu-
rally first require the purchasing of the country's respective

cumency,

A good gauge of fixed income capital flows are the shor
and long-term yields of international government bonds. (I
Is important to moenitor the spread differential between the
yield on the 10-year US Treasury nole and that on foreign
bonds, Reason being thal international investors tend o
place their funds in countries with the highest yielding
agsels, Therefore if US assets have one of the highes!
ylelds, this would encourage more investments in US finan-
clal instruments, hence benefiting the USD. Investors can
also use short-term yields such as the spreads on 2-year
government notes to gauge short-term flow of internation-
al funds. Currant yield spreads are approximately:

Yeild Spreads vs. US
(Basis Paoints)

10 Year

Germany 40
Japan
LK
Canada
Ausiraila

Naw Zealand
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% Change YTD vs.USD

Aside from government bond yiglds, Fed fund futures can
also be used to estimate movement of US funds, as they
price in the expectation of fulure fed interest rate policy.
Euribor futures are a barometer for the Euro region's
expected future interest rates and can give an indication of
Euro region future policy movements.

Trade Flows: Measuring Exports vs.
Imports

Trade flows are the basis of all international transactions.
Just as the investment environment of a given economy is
a prime cause in determining its currency valuation, trade
flows represent a country's net trade balance, Countries
that are net exporters - meaning they export more to inter-
national clients than they import from intermational produc-
ers, will expenence a net trade surplus. Countries with a net
expart are moare likely to have their currency rise in value,
as from the perspective of international trade, their currer-
cy is being bought more than it is sold: international clients
interested in buying the exported product/service must first
buy the appropriale currency, thus creating demand for the
currency of the exporter

Japan is an example of an export driven economy with a
trade surplus. Japan's trade surplus is the major reason
that the JPY has not depreciated sharmply as a result of their
severe economic weakness. Thay are a nel exporter with
a currentl account surplus representing 3% of their GDP.
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This Is the highest of the G-7 counfries, and creates a
strong Inherent demand for the currency for trade purpos-
a5, reagardiess of their economic conditions.

Countries that are net importers - meaning they make maore
international purchases than international sales - expeari-
ence what is known as a trade deficit, which in turmn has the
potential to drive the valug of the currency down, In order
to engage in international purchases, imporers must sell
their currency to purchase that of the retailer of the good or
service: accordingly, this could have the effect of driving the
currency down, For example, the US is a net importar, with
a very high trade deficit that requires $1.9 billion in daily
inflow to prevent a further trade-based depreciation of the
uUsD,

Clearly a change In the balance of payments has a direct
effect on currency levels, Therefore, it is important for
traders to keep abreast of economic data relating to this
balance and understand the implications of changes in the
balance of payments.
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Other Fundamental Factors That Impact Currency Movements

Purchasing Power Parity:

Purchasing power parity (PPP) is a valuation-based theory
that states that currency rates should be determined rela-
tive 1o the prices of goods in each country. This means that
the exchange rate of two countries should be equal to the
ratio of the two countries’ price level based on a fixed bas-
ket of goods and services. Therefore, if prices Increase or
inflation cccurs, currencies should depreciate to adjust for
the arbitrage opportunity.  An arbitrage opportunity occurs
when there are different prices for the same product, allow-
ing buyers and sellers o iake advantage of shor-term
price differentials.

Under PPP, an exchange rate is determined by comparing
the prices of the same product in two different countries.

The simplest example would be the following:

2.3 Eurgs in France
£2.00in the US

Can of Coke costs:

Bazed on PPP: EUR/USD = 23/200 =1.15

If current market rate is = 1 1500 ——— exchange rate
overstates current values, should depreciate until it reach-
s the PPP value

If current market rate is < 1 1500 ——= exchange rate
understates current valuas, should appreciate until it reach-
es the PPP valug

Generally, the formula used o calculate PPP |s

Exchange Rate = Price of goods in couniry A / Price ol

goods in country B

It is iImportant remember that PPP is not calculated based
on one good, but instead a basket of goods and services,
This basket can vary based upon the entity analyzing the
data, but & comprehensive basket would include consumer
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goods and services, governmenl services, equipment
goods and construction projects.

The QECD (Organization for Economic €
Development) publishes PPP wvalues for all currencies

aoperalion and

every few years. For their calculation, their basket of goods
and services includes 2,500 consumer goods and services,
34 ocoupations in government, education and health ser-
ices, 186 types of equipment goods and 20 construction
projects.

The primary use of PPP is as the first step io comparing
two countries, because it can be used to translate GOP into
a common currency. However, PPP is a long-term indicator
and does nol take inio accounl short term fuctuations
based upon market news or rumors. In addifion, there are
inconsistencies that are not accounted for under PPP, such
as trade restrictions and differencing tax regulations. This
also includes non-tradable inputs such as differences in
rent in NYC compared to rent for a comparable store sell-
ing the exact same goods and services in Mexico.
Therefore, PPP is a good barometer for currency analysis,
but is not useful for short term trading. PPP equilibrium val-
ues can be viewed as values loward which exchange rates
should converge to over the very long term.

You can access the lalest OECD report showing currant
PPP values al www oecd.org

IMAGE FINDER

To view the image for this page, please go to
the URL listed on the appendix, page 135.
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Aside from capital and trade flows, perceptions of econom-
ic growth and interest rate policy also serve o impact cur-
rency movements. Therefore it is imporiant to keep abreast
of monetary and fiscal policy. Central banks regularly pub-
lish reports afler their meetings that reflect their views on
ther economy and their biasis for changes in policy. The
major cantral bank wabsites are the following:

Australia
Canada
Denmark
Euro Union
Japan

Mew Zealand
MNorway
Swedean
Switzarland
United Kingdom
United States

wieow rha. gov.au
www hankafcanada.ca
Wi nationalbanken dk/uk
Wi ech.int

wisw, baj or jpvendindsx. him
Wi ronz. govl.nz

Wi, norges-bank.no/
www.nksbank.se
www.snb.ch

wiww bankofengland.co.uk

wiwwy federalresane.gov

Cur currency profiles section includes a general outlook on
the major currencies and what impacts their movements.
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How To Use

Strateagy #1: Using interest rates for

carry trades
Carry Trades

The carry trade strategy is & long-term strategy that Is very
popular in the FX Market and is used by investment banks
and large macro hedge funds. A carry trade is an interest
rate arbitrage strategy whereby an investor takes advan-
tage of the interest rate differentials between major
econamies, while also hoping to benefit from the general
direction or trend of the currency pair.

Current Interest Rates

Australia 4.75%

Euro 2 75,
Japan
us
UK
New Zaaland

Switzarand

mid of target range

This strategy would be implemented by selling (borrowing)
the lowest yielding currency. while buying (lending) the
highest yielding currency. The most commonly used cur-
rency pairs for carry trades are AUDAPY, NZDVJPY,
GEP/JPY, and GBP/CHF. To minimize individual currency
exposure and portfolio volatility, institutions will generally
buy a basket of these cumencies (ex: inveslt in GBP/IPY,
AUDUPY, GBPICHF and NZD/JPY instead of only invest-
ing in GBPLPY).

This strategy can also be implemented in conjunction with
technical indicators. That is. if the AUDLUPY, NZDMPY,
GBEPUPY or GBPI/CHF charl moves above the 200 day
maving average, this can serve as further indication that
aside from benefiing from positive interest, the investor
could also benafit from the upside potential of the currency
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pair,

Although the carry trade strategy has made billions of dok
lars for many hedge funds, it is not fool proof. Many profes-
sional investors have also jost a significant amount of
money while using this strategy. Here are the mos! commaon
reasons that this strategy fails:

1) Impropear time honzon: A carry frade is a long term strat
agy. An investor must be able o commil a ime horizon of a
minimum of 6 1o 12 months. This is because currency vak
uations reflect economic fundamenials over time. There are
frequently temporary imbalances between the currency
pair and ils trug economic picture that is difficult to accu-
rately predicl.

2) Misuse of Leverage: Interest rate differentials tend to be
fairly small and the way to increase retums is by using
leverage. The application of too much leverage will lzad to
the inability of the investor to weather shori-term fluctus
tions in the market,

3} Fundamental Shifts: In The Capital Flow Picture; While
interest rate differentials are a fairly accurate way of deter-
mining where portfolio flows go; in many economies there
are excaplions. The advent of an equity investmeant culture
in the United States has made this stralegy very tough o
trade using the US dollar. Equity investors tend to value
lower interest rates and will reward counfries with lower
interest rates, which goes against everything that the carry
trade is meant to accomplish.

4) Risk Enwvironment: Risk aversion i5 an imporiant driver of
FX markets. Carry frades tend to be most successful in a
risk-seeking environment, and leas! successful in a nsk
aversion environment That is in risk seeking enviranments,
investors tend to reshuffle their portfolios and sell low risk,
but high value assets and buy higher risk and low value
assets. Risk your currencies with large current account
deficits are forced to higher interest rates to compensate
investors for the risk of a sharper depreciation than that
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predicted by uncovered interest rate parity. The profit from
a carry trade s an investor's payment for taking this risk.
Carry trades are more likely to go wrong in times of rigk
avaersion. In such limes; the riskier currencies - upon which
carry trades rely for their returns - tend to depreciate:
Typically, riskier currencies have curren! account deficils
and, as risk appetite wanes, investors refreat to the safety
of their home markets, making these deficits harder to fund,
It makes sanse to unwind carry trades in times of rising risk
aversion, since adverse currency moves tend to at least
parily offset the interest rate advantage. Many investmen!
banks have developed measures of early warning signals
for rising risk aversion, This Includes monitering of emerg-
ing market bond spreads, swap spreads; high yield
spreads, FX volatiities and equity market volatilities.
Tighter bend, swap and high yield spreads are risk-seeking
indicators. While lower FX and equity market volalilities
indicate risk aversion.

Although there are risks to camry trades. proper diversifica-
tion and close attention to levals risk aversion will improve
retums.

Strategy #2: Using equity markets to
trade FX

How Can the Equity Markets be Used
to Predict Currency Movements?

Equity markets have a significant impact on exchange rate
movemenis because they are a major place for high volume
currancy movements (porifolio flows). Movements of cur-
rencies will occur when foreign investors move their maney
to a particular equity markel in search of better returns.
Thus they convert their capital in a domestic currency and
push up the demand for that paricular currency.

Equity Market Rises: Domestic
Currency Rises, Foreign Currencies
Decline
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When a domeslic equity market rises, we expect lo see a
rise In consumer and business confidence, which will lead
to an inflow of foreign funds. For example, in the US, if the
US equity market rallied, this will likely fual USD strength
across the board since there will be strong demand for USD
in terms of capital fiow. Foreign investors who are attract-
ed to the polential of high returns from the US equity mar-
ket will need o sell their local currency and buy USD. The
same is trug for performance in the FTSE and the DAX.
The FTSE is Britain’s equity market. If il rallies, we expect
o see the GBP rise and foreign currencies, such as the
EUR and USD decline. The DAX is Germany's equity mar-
ketl, as well as a barometer for Euro strength. When the
DAX rallies, the EUR will tend to appreciate.

Equity Market Declines: Domestic
Currency Declines, Foreign Currencies
Rise

When capital markets performance s sluggish, foreign
investors tend to repatriate therr funds back into their
domeslic currency creating a lack of demand in the local
currency. This lack of demand or selling of current equity
holdings would put pressure on the exchange rate. For

example, if the demand for US assets decline, we expeact to
sea the USD take a hil across the board as foreign
investors sell their US equity holdings. The same argument
5 applicable for noticeable weakness in the DAX and
FTSE. As investors retreat from investing in European mar-
kets, the demand for pounds and euro will decrease, while
forelgn currencies will appreciate, as investors convert thair
funds back into their local currencies
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Strategy #3: Use Bond or Fixed
Income Markets to Trade FX

Using Fixed Income Markets to
Predict Currency Movements

Interest rate differentials between foreign bonds are impor-
tant to fallow, as they are strong indicators of potential cur-
rency movemeants. With fixed income markets, economies
boasting the most valuable fixed income opportunities with
the highest yields will be capable of attracting foreign
investment.

Euribors and Eurodollars: Gauge
International Yield Spreads

For example, traders may consider looking at the differen-
tials between Eurodollars and Eurbors. Eurodollars are
UED denominated assets held outside of the US. Euribors
are fixed income products reflecting Europa’'s short-larm
inlerest rates.  Since the US and Europe have the mosl
developed fixed income and equity markets, if Euribors are
offering premiums to Euradollars, investors would-be-rseee
be more induced to sell their US assels and purchase for-
eign assels. The selling of US fixed income or equity
assels would influence the currency market because thal
would require selling the USD and buying the forelgn cur-
rency, If the positive differential between Euribors and
Eurodallars decrease, this implies that Europe is offering
less of & yield premium to US assets. This decreases the
altractiveness of European assets to US assets, which may
induce investors to sell their Eurppean assets.

Gilts, Euribors and Eurodollars: Fixed
Income Spreads Throughout the
Europe

Gilts are the UK's fixed income product Traders of the
GBP/USD and EUR/GEPR nead to pay parlicular attention to
the differentials between Gilts (UK), Euribors (Europe) and
Eurodollars (US). As the positive interest rate differentials

between the UK's rates and the rates of Europe and the US
decling, the UK's fixed income Investmenl opportunities
become lass atiraclive lo foreign investors. This may
induce profit taking in the GBP as Investors sell their GBP
denominated assets in search for higher yields elsewheare,

Other Countries: Looking at the
International Fixed Income Market

Traders also need to pay attention to the fixed income prod-
ucts and their yield differentials in other countries besides
the UK, US and Europe. For example, Australia and New
Zealand offer attractive yields, which may drive investors 1o
sell their local currencies and buy AUD or NZD. This is
especially true if the interest rates in the other major coun-
tries decline., If interest rates in US, UK and Europe
increase, this could possibly drive funds away from
Australia and New Zealand, hence pulling pressure on
those currencies,

It is thersfore apparent that traders can use fixed income
products 1o predict FX movemeants. Daily fluctuations and
developments in any of the fixed income markels can
reflect movement of foreign portfolio investments, which
wolld require foreign exchange transactions

Key Technical Analysis Indicators

The most impaortant lechnical analysis ools are the
following:

1) Fibonacci Retracement Levels
2} Moving Averages

3) Dsclllatons

4) Candle Stick Charts

5) Bollingar Bands
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Candlesticks

What is it?

Candlesticks are a Japanese charting technigue thal was
developed as early as the 1600's, when they were used for
predicting rice prices - rice futures was one of the world's
first fulures markels. In light of the military environment of
the Japanese feudal system during that time, Japanese
traders gave colorful names fo the candlestick formations,
with many references to military terminology. This charting
lechnique has been used successfully by the Japanese
financial community for hundreds of years, but has only
gained popularity over the past decade in the US and
European financial community. This technique is now fre-
quently used in all financial markets, but especially in the
F¥ markel. Due to this popularity, it is imperative for all FX
traders to have a sound knowledge of the mast commonly
used candlestick formations and the corresponding trading
signals.

Candlesticks are very similar to bar charts, but the easy to
read color depiction of the price action makes it simpler for
raders to gauge market psychology and price action,
Candlestick bars are composed of a currency pair's cpen,
high, low and close. The candlestick consists of a rectan-
gular section and two thin lines above or balow this section.
This rectangular section is known as the body, while lines
abave or below the body are the wicks. The body of the
candlestick represents the difference between the open
and the close. This bady will be shaded green if the price
closed up and red if the price closed down. The wicks
depict the high and low of the respective time period (daily,
haurly, 15 min etc).

HIGH
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WICK —-
- CLOSE QPFEN 8=
BODY
e

- OPEN  CLOSE -p=
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BODY
-—

. WICK
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How can Candlesticks be Used for
Trading?

Candleslick formations can be used to trade reversals in
price or to confirm a trend continuation. The following is an
explanation of the most imporant patterns and the comre
sponding trading signal.

Hammer / Hanging Man: Trend Reversals

Hammer and hanging man formations have long lower
wicks and small bodies.

The hammer pattern appears after a cur-
rency pair has had a significant down
move and is typically viewad as a bullish
signal, implying a base and a trend rever-
sal. This formation is particularly impor-
tant if i1 appears after a number of sig-
nificant down days {i.e. more than 3 par-
ods) and it must close as a hammer to confirm the trend
reversal, There are two ways that hammers are typically
fraded. Some traders will buy once a hammer formation
appears, In case the market doas not have a3 pull back and
the revarsal ocours immediataly. Other traders will buy after
the currency pair attempts to retest the hammer level and
does nol break through, which would imply that the ham-
mer area provides a solid support level, confirming the
trend reversal.
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The chart below shows a graphical depiction of a hammer formation in EUR/USD (note! the Stratagem charts use blug can-

dles to represent uptrend, which s the same as grean candles).
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The hanging man patlern appears after
a currency pair has had a significant
rally and is typlcally viewed as a bearlsh
signal, Implying a lop and a trend rever-
sal. This s a bearish signal because it
shows that the currency was not able to
close on a posilive note, which would
indicate weakening market sentiment. Howewver, with a
hanging man pattern, it is important lo wait for the next peri

od's close to confirm the trend reversal.  This is key
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because the long lower wick of the hanging man candle
shows that there is still strength in the price action. The next
parod's candle must close under the hanging man's body
The chart below shows a graphical depiction of a hanging
man formation in USD/CAD.
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Bearish Engulfing Pattern Forecasts
Reversal

The bearish enguifing pattern is a trend raversal pattern
that requires two candles. This pattern typically occurs

after a severe uptrend and is formed when a red candle
“sngulfs” a green candle. This shows that sellers have

gained control of the markel. The importance of the bear-

ish engulfing pattern is dependent on the sizes of the can-
dles; the smaller the green candle and the larger the red
candlie, the more significant the pattern signal. The char
below shows & bearish engulfing pattern in GBR/USD.
Typically, traders who are looking for bearish engulfing pat
terns will sell once the currency pair closes in this forma-
tion
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Doji /| Double Doji: Indecision in the
Marketplace

& dajl is one of the mast important candiestick formations.
This pattern implies indecision in the marketplace. as buy-
ars and sellers are exerting equal pressure an the markels.
In addition, this patiern shows that there has been a large
trading range, but the price does not close on an upside or
downside bias. A true dojl formation has a horizontal ling
instead of a body, with long wicks, If the market is range
trading, a doji indicales a neutral markel. |If the market is
rallying, a doji is a signal that the rally may be losing steam
and the price may start to decline from here. If the market
is declining. a daji signals that the decline may be ending
and the market may start to rally. Therefore, a doji provides
signals of potential market lops or boltorms. However, it is
also important 1o compare the doji to recent price action. If
there has been a series of "near doji* or small candles, the
doji formation is less significant. A doji formation is signifi-
cant if it appears afler a long green candle in an uptrend or

- o om -Il—li Q:J’ﬂ#ﬂﬁlt *

a long red candle in a downtrend. A double doji shows that

buyers and sellers are still in equilibrium, which further indi-
cales that a trend reversal is probably imminent. The chart
below shows a doji formation in GBR/USD
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Candlesticks

Bullish Engulfing Forecasts Reversals

The bullish engulfing pattern is a trend reversal pattern that
usually appears after dramatic downtrends and is a signal
that the downside momentum may be lost.  The formation
of this pattern involves a red candie that is "engulfed” by a
green candle. The longer the green candle, the maora sig-
nificant the trading signal, As mentiocned earller, the candle
sizas are imporant, because if the two candles are equal
sizes, it may signal thal the market will begin range trading.
Typically, traders looking for bullish engulfing patterns will
buy once they see the currency pair close after forming this
pattern
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Piercing Line as a Bullish Indicator

The piercing line pattern is a bullish signal that involves the
body of a green candle closing within the body of the pre-
vious red candle. This pattern shows that there is strong
buying power at lower levels and that the downward pres-
sure is starting o subside. The more the green candle
"pierces” into the red candle, the more significant the bull-
ish signal, If the green candle only pierces a small par of
the red candle, it implies thal there are not enough buyers
to counter the selling pressure. The chart below shows a
piercing line pattem in USD/CHF.
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Dark Cloud Cover Signifying Bearish
Reversal

A dark cloud cover 1s a bearish reversal pattern that signi-
fies weakening buying pressure. This pallemn involves the
body of a red candle closing within the body of the previ-
ous green candle. Graphically, this paltern shows that
despile a strong session, the currency pair is meeting
resistance at higher lavels. If the green candle does not
close at least halfway into the body of the red candle,
traders need to be careful with the formation, as it may ba
giving a faise signal. In such cases, it is probably prudent
for traders to wait for a trend reversal confirmation in the
naxt candle. The deeper the second candle covers the first
candle, the stronger the signal. The chart below shows a
dark cloud cover formation in USD/IPY.
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Shooting Star: Reversal Pattern

A shooting star is a reversal pattemn thatl typically occurs
after gaps. This is a bearish signal that involves a long wick
and a small body that is near the end of the trading range.
This patlern shows that the market rallied and attempted to
make a naw high, but mel with intense selling pressure,
which forced the currency pair 10 end up closing near the
bottom of the range, A shooling star can have either a red
or green body, The chart below shows a shooting star for-
mation in GBR/USD. Traders will typically sell if they see
the currency pair closes the period with the formation,

T
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Harami: Weakening Trend

The Harami pattern is a reversal pattern that signals an
exhausting downtrend or a rally that is losing steam.  The
farmation is comprised of two candles; the first candle has
a long body, while the second candle has a smaller body
thal is within the first candle, Typically, the smaller the sac-
ond candle, the stronger the price reversal signal, The
smaller the wicks of the second candle, the more accurate
the signal. If the second candle hovers near the top of the
first candle during an uptrend, this indicates that there is a
higher probability for consolidation than a reversal. The
same Is true in a downtrend, which is if the second candle
hovers near the bottom of the first candle, it indicates a
higher probability for consolidation as opposed (o a rever-
sal.
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Candlesticks

Evening Star: When the Market Comes
Down

The evening star formalion occurs In an uptrend and is a
reversal pattern that indicates that sellers have gained con-
tral of the market, afler the market has made a new high.

This formation involves three candles; first a green candle
wilh a long body, followed by smail candle with a short body
{can bered or green) and then a long red body candie that
does not louch the body of the second candle and closes
well into the body of the first candle. The pattern appears
in the diagram below.  To confirm the reversal pattern, the
third candle must close with this formation. Traders who
are trading based on evening stars should not place trades
until after seeing the third candle. They must wait for the
third candle to appear and close before selling the curren-

cy pair. The chart below shows an evening star pattern in
the GEP/USD.
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Morning Star: When the Market Will
Rise

The moming star pattern occurs in a downtrend and is a
bullish reversal pattern that indicates a buyers market after
the currency pair has made a new low. This formation

involves three candles: first a red candle with a long body,
then a small red or green candle with a small bady and a
green candle with a long body that does not touch the body
of the second candle and closes well inlo the body of the
first candie. The morming star pattern appears in the dia-
gram below. Similar to the evening star pattern, traders
must wail for the third candle to close prior o buying the
currgncy pair. The charl below shows a morning star for-
mation in the USD/CAD.
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Putting It All Together

All of the technical analysis indicators outlined in this man-
ual are the most commonly used indicators. Alone, none of
these indicalors yield great results. However, when com-
bined and used in unison, they can give traders the exira
edge needed to better understand shor term trading
dynamics. Therefore it is important for traders to lock for
relationships between the different indicators as multiple
signals can provide the most accurale trading predictions.
We have added a number of indicators onto the charls
below and will explain how they can be used in unison.

The GEP/USD chart below uses the stochastic, Fibonacc
retracements, exponantial moving average indicalors as
well as candlesticks.

Taken apart, we can see that there is a piercing line can-
diestick pattern, stochastics showed a divergence, which is
a bullish signal, and GBF/USD found support at the 51.8%
retracement and 200-day EMA. Coupled together, these
lools confirm that in the area circled, a trend reversal
appeared imminent, as all of the indicators are providing
bullish signals. Technical traders who are able to under-
stand these indicalors and use them tegether on this chart
could have laken advantage of the 500 pip move that
occurred afterwards.
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Candlesticks

The EUR/USD charl on this page uses lhe exponential
maving average (EMA), relative strength index (RSIl) and
candiesticks. In the continued uptrend. traders could have
combined these Indicalors to look for profitable entry
points. in the area circled, the higher lows in the RSl con-
firmed the strength of the uptrend, while the EUR/USD con-
tinually found support at the 20-day EMA. The candlesticks
show thal afler the pair pulied back to the 20-day EMA, tha
next candle closed with a bullish engulfing pattern, which
was confirmed after the strong break of the 3 period resist-
ance. Traders who bought at this point, would have been
able to benefit from the 400 pip rally that occurred after-
wards.
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This EUR/GBP chart on this page uses candlesticks,
Bollinger bands, and MACD. The narower Bollinger bands
indicate that volatility is contracting substantially, alerting to
a potential larger move. When the MACD crossed the sig-
nal and "0” ling, it indicated bullishness. When the pair
broke the upper range of the Bollinger band and found sup-
port at the top of the band, this confirmed the breakout.
Short-term traders could have used the indicators and
taken advantage of the 50 pip move that occurred after-
wards, with a stop below the breakout level,
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PART 3: What Moves the Market

Fibonaccl Retracement Levels

What is it?

Lecnardo Pisano Fibonacel is a renowned European math-
ematician who lived during the Roman Empire. His fame
stems from the unique series of numbers that he discov-
grad. He found thal 38.2%, 50% and 61.8% hold a very
peculiar mathematical relationship, as they continually "pop
up” throughout nature (reproduction rates, planetary rela-
tionships, alc).

Based upon historical studies, it has been determinad that
after a significant move in currency prices and the rale

begins to retrace, il tends to find supporl or resistance at
a8.2%, 50% and 61.8% of the larger move. These levels
represent areas where there is a high likelihood that the
retracement will stop and the larger move will resume.
Many traders also believe these percentages have become
a seli-fulfiling prophecy as the use of these numbers has
become more and more popular. Regardless, Fibonacc
relationships are significant and widely watched, and if
used in conjunction with other indicators can serve as a

lucrative trading tool.
How can it be used for trading?

Fibonacc levels are used by drawing a trend line between
two significant points; usually from a base to a recent high,
and inserting percentage leveis. The red lines in the
NZD/USD charl below shows the low and high points from
which the retracement levels are measured. The blue lines
reprasant the corresponding Flbonacel retracement levels,
which are 38.2%, 50% and 51.8%. The move from the low
to the high was B48 pips. 38.2% of that move is 324 pips.
50% is 424 pips, while 61.8% is 524 pips. Subtracting
these numbers from the high point will show that the NZD
would be expected to retrace its larger bull trend and stall
at 04682, 04582 and/or 0.4482. When price moves o one
of the levels and stops, it is likely that the correction may ba
over and the trend will resume. If the trend is a downtrend,
the retracement of the corraction would be up. If the trend
is an uptrend, the retracemeant will be down
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In the above graph shows the Following

Move from A 10 B was 848 @ps
38.2% of move = 324
R0% of move = 424
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51.8% of move = 524
Subtract numbers from B, which give ol

| the retracement levels

of 4662, 4582, and 4482

"Fibonacci calculation s avallable on most charting pack-



PART 3: What Moves the Market

Fibonacci Retracement Levels

Finonacci retracement levels can also be used to determing
entry points. In the chart below, GBP/USD pulls back from
its larger uptrend and is finding support at the 38.2%
retracement level, Traders at this poinl can consider going
long near this level with a stop placed slightly below the
retracement level. Aggressive traders prefer to see pairs
only retrace 38.2% of the move, as they leal any deeper
correction puts the trend's validity at risk. Other traders

Using Fibonacci

i e 1 = Rt = N R

may prefer entries at deeper correction levels such as
61.8%, as they feel the trade is safer after other traders are
shaken out of their positions. In the chart below, the termi
nation of the bull trend would have occurred when the
GBP/USD broke below the 61.8% retracement level on a
ciosing basis. Terminations of bear frends would occur
when the currency pair rallies above the 61.8% retracemant
of the: primary move,

Chart Kay
A} Strong  Trending
Marketl

ATET ST = 1Ak gy

W by, e

B). Sterling pults back,
we begin looking for
possible enties

C), Doji, Pivot paint low

i .EI made al
T g n V:"hﬂl
i relracameani

A E $ - b} Stop placed near

s sWing point lows
{1 ares E). Pair takes oul 8/25

Tha Tl ot pos. s bs opee by il i g
e ey wah g i
e e s e P ) ey
v e . i
i & e @ v b e R ke
BaE § e s i e s b
o W i W s ]

high, confirming rever
sal, good entry
F). The Fib levaks you

use to spot possibla

Below are soma guldalines thal may Increase the validity and the importance of the Fibonacci

retracament levels:

1) The longer the time frame, the more Important the retracement level

2) I there are two different retracement |evels that are close together, such as a 50% relracemant
of a monthly chart and &  38.2% on a daily chart. this increases the significance of the retrace-

ment lavals,

1) Rates must close bayond the retracement [@vels 1o signify that the levels have been broken,

4) I there s a confirmation of the suppor or resistance in other studies, such as RS1 or
Stochastios, this inoreases the probability that the correction will end at these retracement levels
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PART 3: What Moves the Market

Moving Average

What is it?

The maoving average |s one af the mosl popular indicators
in technical analysis as it helps eliminate minor fluctuations
and gives traders a clear, smoothed depiction of price over
a standard period of time. Moving averages can be buill in
a number of different ways, but the most commonly used
ongs are simple expanential and moving average
envelopas. The primary difference betwean simple moving
averages and exponential moving averages is that expo-
nential moving averages are weighted and give more
importance {o recent data.

Moving average envelopes are moving averages shifted up
or down by a specified fixed percenlage. For example, if 3%
is the chosen moving average envelope percentage, the
moving average envelopes would be the moving average
times one plus the percent and one minus the percent,

How are moving averages used?
Moving averages can be used in a number ways:

1) Determine entry points

Buy signal when the price is rising and closes above the
moving average,

Sell signal when the price is falling and closes below the
moving average.

Buy signal when a fast moving average crosses above a
slower moving average.

Sell signal when a fast moving average crosses below a
slower moving average.

As shown in the USDAPY chart below, when the 200-day
EMA crossed over S0-day EMA, it provided a sell signal that
could have indicated the potential for the larger downtrend
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that occurred later.
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Chart Key

A). Moving averages not in “proper” omder

B}, Moving averages cross and revert 1o "propear” onder,
Crossover iradess enter the market

C). Pair takes out expansion bar low, good entry

0). Pair takes out 20-day EMA sucking out MA crossover
fraders

E). Stop pleced a few pips above recent highs

The following can remain on the graph...but please expand
the text inside the tex] box

1). 200-day EMA
2), 50-Day EMA
3). 20-day EMA

2] Determine support or resisiance levels

The moving averages are frequently looked at as support
and resistance points.  As shown in the EURCAD chart
below, the 20-day EMA, served as a significant level of sup-
part for the entire trend. A prudent place to place a stop or
an exit order could be a few pips below the EMA
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Moving Average

Using Moving Averages
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D). 20 day EMA
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F).
pips below pattern low

Stop placed a few pips a few

31 Reversion 1o the mean

The Moving Average envelopes are signals for overbought
and oversold conditions. There are two ways that these
envelopes can be interpreted. Traders can trade against
the: envelope. assuming that the price will revert back to the
mean, or closer to the center of the band, which would indi-
cate a neutral price level. This means that if the price is at
the top of the envelope, it is a sell signal. I the price is al
the bottom of the envelope, that would indicate a buy sig-
nal. Allernatively, if the price is near the top or bottom of
the band, some traders may view this as indications for a
potential breakout scenario.

When just looking at a single moving average (L.e. simple or
exponential), reversion to the mean may indicate the ten-
dency for a currency to revert back to average levels after
having made a more extrame move.

4} Siopes of moving averages can indicate strength of trend

Traders can also use the slopes of the moving averages o
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G). Bullish Engulfing Patiermn that
takes out the highs of the prior 4
days

gauge the strength of a trend. A moving average with a
steep slope would imply a strong trend, while a moving aver-
age with a flatter slope would imply a weak trend. In addi
tion, visually. an upward sloping moving average immed
ately tells traders that the currency is in an uptrand, while a
downward sloping moving average immediately tells traders
that the currency is in a downtrend.

Mowving averages alone are less accurate. However, when it
is combined with other indicators, it is a useful for pinpoint
ing imporiant trading levels. This indicator is so commonly
used that il is important for any and all currency traders to
watch and undearstand.
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Bollinger Bands

What is it?

Bollingsr bands are very similar to moving averages. John
Bollinger of Bollinger Capital Management Invented the
Bollinger bands because he feli thal the bands should be
correlated with the price action of the currency rather than
a fixed percentage amount (which is what is used in mov-
ing avarage envelopes). In order lo incorporale price action,
the calculation includes two standard deviations, which in
statistical theory implies that 95% of price movement
should be contained within the two bands. The statistical
componant also allows the bands to self adjust o changing
markel conditions.

The bands are plotted at two standard devialions above or
balow the moving average. This is typically based off of the
simple moving average, bul an exponential moving average
can be used lo increase the sensitivity of the indicator

Increased sensitivity, however, implies increased market
neise.

How can Bollinger Bands be used for
trading?

Bollinger bands are typically used by traders to detect
extremely unsustainable price moves, capture changes in

Using Bollinger Bands

trends, identify supportiresistance levels and spol contrac-
tionslexpansions in volatility, There are a number of ways
to interprel Bollinger Bands.,

Mathod &1 - Braakouls

Some traders believe that when the price breaks above or
below the upper or lower band, it is an indication that a
breakout is ocourring.  These traders will then take a posk
tion in the direction of the breakout.

Method #2 - Overbought | Oversold Indicators

Alternatively, some traders use Bollinger Bands as an aver-
bought and oversold indicator. As shown in the chart below,
when the price touches the {op of the band, traders will sall,
assuming that the currency pair is overbought and will want
to revert back to mean or the middle moving average band.
If the price touches the bottom of the band, traders will buy
the currency pair, assuming that it Is aversold and will rally
back towards the top of the band. The spacing or width of
the band is dependent upon volatiity of the prices.
Typically, the higher the volatility, the wider the band; the
lower the volalility, the narrower the band.
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B}. Reverse Hammer at band resistance, we look

to short weakness

C). Pivat paint low, we will look to buy strength

D). Pivol point high at band

E). ‘Pivot point low at bollinger support

F}. Bolinger hands used in conjunction with pa-
termn recognition acan be useful in frading "trend-
less" markets, although traders need 1o be cau-

lious when doing S0
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Oscillators

Relative Strength Index
What is it?

The relativa strength index or RS1 is probably the most pop-
ular oscillator used by the FX trading community.
developed by J. Welles Wilder Jr. 1o gauge the strength or
mamentum of a currency pair.  This indicater is calculated

It was

by comparing a currency pairs current performance
againsl its past performance, or its up days versus its down
days. RS| is on a scale of 1-100, where any point above 70
I considered overbought, while any paint below 30 is con-
sidered oversold. The standard time frame for this meas-
ure is 14 periods. although 9 and 25 periods are also com-
monly used. Generally, more periods tend to yield more
accurate. data.

Using RSI

o e e

Heow can RS be used for trading?

1)} RSI can be used to identify extreme conditions or rever-
sals,

2) Patterns in RSl filter out "noise” on price charts 1o clar-
fy trading patlerns.

3) RSl can be used to indicate divergence.

As mentioned earlier, RSl above 70 is considered over-
RSS! below 30 is con
sidered oversold, which would imply a buy signal.

bought and indicating a sell signal

A diversion between the RS escillator and the current price
trend is an accurate indicator that 8 market tumning point is
This is apparent in the EUR/USD chart below
where the EUR/USD was continuing its rally while the RSl
was starting to turn downwards. This divergence provided
a sell signal that forecasted the decline that occurred from
0.9960 to 0.9720.

imminent.
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Stochastics

What is it?

The stochastic oscillalar measures the current currency
price compared to its historical price for a given time peari-
od. This indicator is one of the most commonly followed
indicators in the FX market. It looks lo gauge the strength
and momanium of a currency pair's price action by meas-
uring the degree by which a currency is overbought or over-
sold. The scale for the indicator is 0 to 100. Readings
above BO indicate overbought conditions, as it reflects the
fact thal the currency is strong and the price is closing near
the high of the trading range. Readings below 20 indicate
oversold conditions and reflects the fact that the currency is
weak and is closing near the low of the trading range.

There are 2 lines in the stochastic indicator. Ona line is tha
%K line. which is the fast line, and the other is the %0 line,
which is the slow line. The %K line is calculated using the
high, low, and closing data. %D is the moving average of
%K. A moving average is an average of the %K for the
specified period of time. || "moves” because for each cal-
culation it uses the latest data multiply number of time peri-
ods for the data.

How can stochastics be used for trad-
ing?

1) Detac ovarboughl and overscld conditions

The most common way o analyze stochastics s o sell
when the reading is above B0, which implies overbought
conditions. and to buy when the reading Is below 20, which
implies oversold conditions.

2) Divergence

Stochastics can show divergence when Slow %K and Slow
%D values decline and closing price values increase, of
Slow %K and Slow %D values increase and closing price
values decrease. The stochastic values are moving in ong
direction and the price values are moving in the opposite
direction. Divergences can be used as reliable indicators of
possible trend reversals,

The GBP/JPY charl below shows that when the %K
crossed over the %D Indicating overbought conditions
around 192.80, this confirmed the downtrend and forecast-
ed the further decline to 189.00.
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Stochastics

3) Trade signals

Professional technical analysts find that stochastics are
vary usaful for timing the market, The most important buy
and sell signals occur when the %K and %D lines cross.
For example, a strong overbought signal occurs when a
stock makes a new high and the %D and the %K lines
cross above the 80 level. Conversely, a stock is severely
oversold and ready to reverse when it makes a new low and
the %0 and %K lines cross below the 20 level to confirm
that low,

Traders should use time intervals that best suit their trading
strategy. A time interval that is too short increases the sen-
sitivity of the indicator to short term markel noise.
Therefore the indicator would provide signals too frequent
ly, which decreases the accuracy of the signal.  On the
olher hand, a time span that is too long may not generate
enough signals and may not pick up important moves. Only
major trend reversals would force the stochastic o gener-
ate a signal, An example of too fast of a time interval could
be 1 period, whereas (oo slow of a time interval could be
500 periods,

The primary difference between thie fast and slow stochas-
tic is that the fast stochastic is based upon the actual price
data (considered raw data), whereas each data point for
the slow stochastic is based upon the average of the fast
stachastic for the specified time period. Therefore the slow
stochastic usually provides more accurate trading signals.

The popularity of stochastics has risen tremendously over
the past couple of decades, as technology has advanced
making the indicator easier to calculate. Judging from its
recent track record, many FX traders are likely to continue
using it. making it an important tool that should be under-
slood and closely watched by all traders.
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Moving Average Convergence/Divergence (MACD)

The MACD is another popular oscillator used by currency
traders. This is a momeantum indicator and can be used lo
confirm trends, while alse indicating reversals, or over-
boughtioversold conditions. The MACD is calculated by
taking the difference between 2 exponential moving aver-
ages. The two often used are the 26-day and 12-day mov-
ing averages.

How can MACD be used for trading?

The MACD is most commonly used during volatile trading
markets. It can be used to indicate crossovers, divergences
or overbought/oversold conditions.

1} Crossovers

The most common way 1o use the MACD is to buy/sell a
currency pair when it crosses the signal line or zera, A sell
signal ocours when the MACD falls below the signal ling,
while a buy signal occurs when the MACD rallies above the
signal line.

Oscillators - MACD

2) Owerbought [ Oversold

The MACD can also be used as an overboughtoversold
indicator. When the shorer moving average moves away
significantly from the longer moving average (ie. the
MACD rises), it is likely that the currency's price move
ments are staring to exhaust and will socon return to more
realistic levals,

1) Divergences

When the MACD diverges from the trend of the currency
price, this may signal a trend reversal. In addition, if the
MACD makes a new low while the currency pair does not
also make a new low, this is a bearish divergence, indicat
ing a possible oversold condition. Alternatively, if the
MACD is making new highs while the currgncy pair fails to
confirm these highs, this is a bullish divergence, indicating
a possible overbought condition.

The USD/APY charl below shows a divergence when the
price makes a new high, while the MACD does nol make a
new high. This is a bearish indication thal forecasted the
trend reversal and a further move from 125.20 to 119.60.
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Part 4: Currency Profiles and Outlook

United States Economic Overview

The US is the world's leading economic power, with GDP
valued at over US$10Trl In 2001, This is the highest in the
world and based upon PPP, it is 3 times the size of Japan's
oulput, 5 times the size of Germany's and 7 times the size
of the UK's. As the most liquid equity and fixed income
markets in the warld are in the United States. foreign
invastors have consistently increased their purchases of
US assats. This is evident in the figure below, which shows
fereign direct investments to be approximately 40% of total
global net inflows for US. On a net basis, the US absorbs
71% of total foreign savings. This means that if foreign
investors are not satisfied with their returmns in US asset
markets and they decide to repatriate their funds, this weuld
have a significant effect on US asset values and the USD.
Specifically, If foreign investors sell US assels in search of

Figure 10, Uinaed Siates Global Net inflows
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The import and export volume of the US also exceeds thal
of any other country, This is due to the country's sheer
size, as trug impor and export volume represent only
approximatety 11% of GDP. Despite this large activity, an
a netted basis, the US is running a very large trade deficil
of nearly $500bin.  This means that the country is import
ing significantly more goods than it is exporting. In addition
the large absolute number indicates that the US is heavily
retiant on capial flows and the dollar is highly sensitive 1o
changes in those flows. In fact, in order to prevent a further
decline in the USD as a resull of the trade deficil, the US
would need to atiract close to $1.9 trillion in capital inflows
par day. The breakdown of the most important trading part
ners for the US are as following:

Leading Exports % of Total
Canada 2.7
Mexico 14.1 i
Japan 7.8 \l
UK 55
EU ng !
|

Source: Economist 12/02 report (2001 data)

Leading Imports % of Total
Canada 19.1 i
Mexico 115
Japan 1

UK 8.9
EU 19.2
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The US is also the largesl trading partner for mosi coun-
tries, representing 20% of total world trade. The figure
below details countries that conduct significant trade activ-
ity with the US and correspondingly, the percentages that
US trade represents for their total import and expaort activi-
lies.

Country Exports Imports
Australia 10% 18%
Canada B5% 73%
China 20% 11%
Germany 11% 8%
Japan 30% 18%
New Zealand 14% 16%
Switzerland 11% 5%
UK 16% 13%

Source: Economist 12/02 report (2001 daita)

The US is primarily a service-oriented country with nearly
80% of their GOP coming from real estate, transporiation,
finance, healthcare, and business services.  With the
advent of new technology such as the intermet, productivi-
ty in Ihe US has consistently increased. This is particular-
ly interesting in light of the US's recent economic down-
urm. Many economists argue that despite the current
downturn, increased productivity indicates that we are in a
"new economy.” The importance of this comment is that if
the US is indeed in a "new economy,” previous reactions to
recessionary conditions may not repeal themselves in this
downturn.

Monetary & Fiscal Policy Makers

The Federal Reserve Board (Fed) is the central bank of the
United States. They are rasponsible for setting and imple-
menting monetary policy. The board consists of a 12-
member committee, which comprise the Federal Open
Market Committee (FOMC). The voling members of the
FOMC are the seven Governors of the Federal Reserve
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Board, plus five presidents of the twelve district reserve
banks. The FOMC holds 8 mestings per year, which are
widely watched for interest rate announcements or
changes in growlh expactations.

The Fed has a high degree of independence to sel moneg-
tary authority. They are less subject to political influences,
as most membears are accorded long terms that allow them
o remain in office through periods of alternate party domi
nanca in both the White House and Congress

The Federal Reserve issues a biannual Monetary Policy
Reporl in February and July, followed by the Humphrey-
Hawkins testimony where the Federal Reserve Chairman
responds to questions from both the Congress and the

Banking Commitiees in regards to this report. This repor
is important to walch, as it contains the FOMC forecasts for

GDP growth, inflation and unemployment.

The Fed, unlike most other centrals banks, has a mandate
or “long-run objectives” of “price stability and sustainable
economic growth." In order to adhere lo these goals, |he
Fed has to use monetary palicy to limit inflation, unemploy -
ment and to achieve balanced growth. The most popular
toals that the Fed usas (o confrol monetary policy include
the following:

Open Market Operations

These involve Fed purchases of government securities,
including Treasury bills, notes and bonds. This usaed fo be
one of the most popular methods for the Fed to signal and
implement policy changes. As the Fed purchases govern
ment securfies, they in effect decrease interest rates.
When the Fed sells government securities, interest rates
increase.

Fed Funds Target

This rate is the key policy largel of the Fed. It is in essence,
the level of borrowing that the Fed offers its membear banks.



Part 4: Currency Profiles and Outlook

The Fed lends io increase this rate to curb inflation or
decrease this rale lo promote growth and consumption.
Changes in this rate tend o imply major changes in policy
and typically has large ramifications for global fixed income
and equity markets

Over the past few decades, the Treasury and Fed officials
have maintained a "strong dellar” bias. This is particutarly
true under former Treasury secretary Paul O'Neill who was
frequently very vocal in advocating a strong dollar. Under
the mew Treasury secretary, John Snow, the dollar policy
currently remains unchanged.

Important Characteristics of the US
Dollar

Owver 80% of all currency deals invalve the USD

The most liquid currencies are EUR/USD. USDAUPY.
GBP/USD and USDICHF. These currencies represent the
most frequently traded currencies, and clearly all of these
pairs involve the USD. Therefore it is important o keep
abreast of US developments and movements of the USD
index, as they will impact the majority of currency positions.

Prior to 9/11, the USD was the world's premier “safe-
haven" currency

The reason why the USD was previously considered one of
the world's premler "safe-haven” currencies was because
prior 1o 8/11, the risk of severe US instability was very low.
This safe haven status allowed the US (o attract investment
at & discounted rate of return. Therefore, seventy-six per-
cent of global currency reserves are held in USD. Another
reason why currency resarves are held in USD is the fact
that the USD is the dominant factoring currency, but the
safe haven slatus has been a factor as well when other
central banks decide to overweight their USD holdings with-
in their reserve portfolio. However, after September 11,
2001, foreign holders of US assets, including central banks
have parad their USD holdings as a result of increased US
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uncertainty and decreased interest rates.
Gold and USD tend to have inverse relationships

As indicated in the chart below, gold and the USD have his-
larically had and an inverse relationship; that is when gold
rises, the LSD falls and vice versa. This inverse relation-
ship has developed as a resull of the fact that gold is meas-
ured in dollars. Recent USD depreciation due o global
uncertainty has been the primary reason for gold apprecia-
tion, as gold is commaonly viewed as the ullimate store of
value.
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Gold versas the Dollar

Many emerging market countries
"peqg" their local currencies to the
Usbo

basic idea

LSD as a

Pegging a currency to the USD perains 1o the
that a government agrees to maintaining the

resen/e currency by offering to buy or sell any amount of

SETVE CUr

domestic currency at the pegged rate for the
rency. In addition, the government typically must also
promise lo hold resenve currency at least equal to the
amount of local currency in circulation. Countries with cur-
rencies pegged to the USD include Mexico and China. This
is particutary important bacause countries such as those
will take an active inlerest in managing their fixed or float
ing pegs
cies markel because their maximum float per day is con-

China s a very aclive parficipant in the curren-

trolled within & narrow band based upon the previous day's
weighted-average rate against the USD.  Any fluctuations
bevond this band will be subject to intervention by the cen

tral bank, which will include buying or selling USD.
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The Treasury favor a

dollar” policy

‘strong

As

Treasury and Fed officials have maintained a "strong dollar”

mentioned eardier, over the past few decades, the

bias, This is particularly true under former Treasury secre-
tary Paul O'Neill who was frequently very vocal in advocat

ing a strong dollar, Under the new Treasury secretary, John

snow, the dollar policy cumently remains unchanged

However, as the economy weakens, it may be important to

watch for potential changes in this policy

Interest Rate Differentials between

US treasuries and foreign bonds
ensued
The interest rate differentials between US treasunes and

foreign bonds are important to follow, as it is a strong ind

cator of potential currency movaments, The reason s that

investors are looking for assets wilth the highest yields

Should yields in the US decrease or if yields abroad

increase, this would induce investors 1o sell their US assets

and purchase forelgn assets, Selling US fixed income or
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aquity assets would influence the currency markel because
that would require selling the USD and buying the faraign
currency. If US ylelds increase or foreign yields decrease,
investors would be more inclined to purchase US assets,
tharefore boosting the USD.

Following the USD Index

Market participants dlosely follow the US Dollar Index as a
gauge 1o overall USD strength or weakness, The USD
index is a futures contract traded on the NY Board of Trade
that is calculated using the trade-weighted geometric aver-
age of six currencies. It is imporiant to follow this index
because when market participants are reporting general
LISD weakness or decling in the trade-weighted USD, they
are typically referring to this index.

US currency trading impacted by
stock and bond markets

There is a strang correlation between a country’s equity
and fixed income markets and its currency: if the equity
market is rising. investment dollars are coming in to seize
investmentl opportunities. If eguity markets are falling,
domestic investors will be selling their shares of local pub-
licly traded firms only 1o seize investmenl opporiunilies
abroad. With fixed Income markeis, economies boasting
the most valuable fixed income opportunities with the high-
est yields will be capabie of attracting foreign invesiment,
Dally fluctuations and developments in any of these mar-
kets reflect movement of foreign portfolio Investmeants,
which would require foreign exchange transactions.
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Employment Report to Gauge
Unemployment

The Employment report is the most important and widely
watched indicator on the economic calendar. s impofance
is mostly due to political influence rather than pure eco-
nomic reasons, as the Fed is under sincl pressure 1o Keep
unemployment under control. As a resull, interest rate paoli-
cy is directly influenced by employment conditions. The
manthly report consists of data from two different surveys,
the Establishment Survey and the Household Survey, The
Establishment survey takes data from non-farm payroll
amployment, average hourly workwesk and the aggregale
hours index. The Household Survey gives information on
the labor force, household employment and the unemploy-
ment rate. Currency traders tend to focus on seasonally
adjusted monthly unemployment rates and any meaningful
changes in non-farm payralis.

Determining Inflation Through CPI

Tha Consumer Price Index is a key gauge of inflation. The
index measures the prices on a fixed baskel of consumer
qoods. Economists lend to focus more on the CPI-U or the
Core inflation rate which excludes the wvolatile food and
energy components. The indicator is widely walched by the
FX markets as it dives a lot of activity,

PPl: Gauging Business Prices

The Producer Price Index (PP} is a family of indexes that
measures average changas in selling prices received by
domestic producers for their output. The PPl tracks
changes in prices for nearly every good-preducing industry
in the domestic economy, including agriculture, electricity
and natural gas, forestry, fisheries, manufacturing, and min-
ing. Foreign exchange markats tend to focus on season-
ally adjusted finished goods PPl and how the index has
reacted on a m/m. g/q. h/h and y'y basis.

83

GDP to Determine Aggregate
Economic Health

Gross Domestic Product is a measure of the lotal produc-
tion and consumption of goods and services in the LS. The
Bureau of Economic Analysis constructs two complemen
tary measures of GDP, one based on income and the othar
based on expenditures. The advance release of GDP,
which occurs the month after each quarter ends, contains
some BEA estimates for dala not yel released including
inventories and trade balance, and is the most important.
Other releases of GDP are typically not very significant
unless a major revision is made.

International Trade Balance

The balance of trade represents the difference between
exports and imports of foreign trade in goods and services.
Merchandise data are provided for U.S. total forelgn trade
with all countries, detalls for trade with specific countries
and regions of the werld, as well as for individual com-
modities. Traders tend to focus on seascnally adjusted
trade numbers over a three-month period as single-month
trade pericds are regarded to be unreliable,

The Fed's Indicator of Choice: ECI

The employment cost index data is based on a survey of
employer payrolis in the 3rd month of the quarter for the
pay period ending on the 12th day of the month, The sur-
vey is a probability sample of approximately 3,600 private
industry employers and 700 stale and local governments,
public schools and public hospitals. The big advantage of
ECI is that it includes non-wage costs, which can add as
much as 30% to total labor costs. Reaction to the ECI,
however, is often muted as it is generally very stable. It
should be noted that it is a favorite indicator of the Fed

ISM (Formerly NAPM) Survey to
Forecast Manufacturing Growth

The Institute for Supply Management releasas a monthly
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composite index based on surveys of 300 purchasing man-
agers nationwide representing 20 different industries
regarding manufacturing activity. Index values abova 50
indicate an expanding economy, while values below 50 are
indicative of contraction. The number is widely watched, as
Greenspan once stated it is one of his favorilte indicators,

Industrial Production:
Physical Output

Determining

The Index of Industrial Production is a sel of indexes that
measures the monthly physical outpul of US factories,
mines and utilities. The indeax is broken down by industry
type and market type. Foreign exchange markets focus
mostly on the seasonally adjusted moenthly change in
aggregate figure, Increases in the index are typically dollar
positive.

Consumer Confidence to Gauge
Market Sentiment

The Consumer Confidence Survey measures the levels of
confidence individual households have in the performance
of the economy. Survey guestionnaires are sent oul 10 &
nationwide representative sample of 5,000 households, of
which approximataly 3,500 respond. Households are asked
five guestions that include; (1) a rating of business condi-
tions in the household's area, (2) a rating of business con-
ditions in six months;(3) job availability in the area; (4) job
availability in six months. and (5) family income in six
months, Responses are seasonally adjusted and an index
is constructed for each response and then a composite
index is fashioned based on the aggregate responses.
Market participants perceive rising consumer confidence as
a precursor o higher consumer spending. Highser con-
sumer spanding is often seen as a spark thal accelerates
infiation.

Retail Sales:
Hoarding?

Is there Spending or
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The Retall Sales Index measures the lotal goods soid by a
sampling of retail stores over the course of a month. This
index is used as a gauge of consumer consumption and
consumer confidence. The most number typically does not
include autos, as auto sales can vary month-to-month.
Retail sales can be quite volatile, due o seasonality, how
ever, it s an important indicator of the general health of the

ECOMNOIY,
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Economic Performance

Canada is the Tth largest country in the world with a GDP
of §700 billion in 2001, The country has beean growing con-
sistently since 1991, 1L is typically known as a resource-
based economy, as the country's early economic develop-
ment hingad upon exploitation and export of natural
resources. It is now the world's 5th largest preducer of gold
and the 14th largest producer of oil. However, in actuality
nearly two-thirds of the country’s GOP comes from the
service sector, which also employs every 3 oul 4
Canadians, The strength in the service sector is parly
attributed to the trend by businesses to subcontract a large
portion of their services. Despite this. manufacturing and
resources are still very Imporiant for the Canadian econo-
my, as it represents over 25% of the country’s exports and

Leading % of Total
Exports
us 85.0
UK excl UK 3.7
Japan 23
UK 1.6

Monetary & Fiscal Policy

The Bank of Canada (BoC) is the central bank of Canada.
The Governing Council of the Bank of Canada is the board
that is responsible for setting monetary policy, This council
cansists of seven membars: the Governor and six Deputy
Governors.  The Bank of Canada does not have regular
perodic palicy setting meetings. Instead, the council meets
on a dally basis and changes in policy can be made at any
time.

The Bank of Canada's focus is on maintaining the integrity
and value af the currency.’ This primarily involves ensuring
price stability. Price stability is maintained by adhering to an
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is the primary source of income for a8 number of provinces

The Canadian economy started to advance with the depre-
clation of its currency against the US dollar and the Free
Trade Agreement that came inle effect on January 1, 1989
This agreemen! eliminated almost all tarffs on trade
between the US and Canada. As a result, Canada now
exports over B5% of its goods to the US, Further negolia-
tions to incorporate Mexico created the North American
Free Trade Agreement (NAFTA), which took into effect on
January 1, 19894, This more advanced treaty eliminated
mosi tariffs on trading between all three countries. The fok
lowing is a breakdown of Canada's trading pariners:

SRS % of Total
us 728
UK excl UK 6.6
lapan 34
UK 3.0

inflation target agreed upon with the Department of
Finance. This inflalion target is currently set between 1% -
3%. The Bank balieves thal high inflation can be damaging
io the functioning of the economy. Low inflation would
equate to pnice stability, which can help foster sustainable
long-term economic growth. The BoC controls inflation
through short-term interest rates.  If inflation s above the
target, the Bank will apply tighter monetary conditions. 1 it
is below the largel, the Bank will lcosen monetary policy
The graph on the next page shows that inflation has been
successfully maintained within the infiation target band
since 1998 Monetary conditions tighten when short-term
rates increase or the trade weighted Canadian dollar appre-
clates.
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The Bank measures monetary conditions using its
Monetary Conditions Index, which is a weighted sum of
changes in the 90-day commercial paper rate, and G-10
trade weighted exchange rates. The weight of the interest
rate versus the exchange rate is 3 to 1, which is the resull
of a change in interest rates on the exchange rate based
upon historical studies. This means that a 1% increase in
short-term interest rates is the same as a 3% appreciation
of the trade weighied exchange rate. In order to change
manetary policies, the Bank would manipulale the Bank
Rate, which would affect the exchange rate. I the curren-
cy appreciates to undesirable levels, the BoC can decrease
Interest rates 1o offsel the rise, If it depreciates, the BoC
can raise rates. However, interast rate changes are not
used for the purpose of manipulating the exchange rate.
Instead it is used to contral inflation,

The following are the most commonly used tocis by the
BaC lo implement monstary policy
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el 192 190 1994 1996 1996 1997 1996 199 2000 2001 20

Source: Bank of Canada

Bank Rate:

This is the main rate used lo control inflation.  This is the
rate of interast that the Bank of Canada charges lo com-
mercial banks. Changes o this rate will affect other inter-
est rates, including morigage rates and prime rates
charged by commercial banks. Therefore changes o this
rate will filter into the overall economy.

Open Market Operations:

The Large Value Transfer System (LVTS) is the framework
for the BoC's Iimplementation of monetary policy. It is
through this framework thal Canada's commercial banks
borrow and lend overnight money to each other in order to
fund their daily transactions. The LVTS is an electronic
platform through which these financial institutions conduct
large transactions. The interest rate charged on these
overnight leans is called the overnight rate or bank rale.
The BoC can manipulate the overnight rate by offering to
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lend al rates lower or higher than the current market rate if
the ovemight lending rale is trading above or below the tar-
get banks.

On a regular basis, the bank releases a number of publica-
tions that are important 1o watch. This includes a biannual

Monetary Policy Report that contains an assessment of the
currant economic environmant and implications for inflation
and a quarterly Bank of Canada Review thal includes eco-
nomic commentary, featured articles, speeches by mem-
bers of the Governing Council and importan! announce-
ments.

Important Characteristics of the
Canadian dollar

Commodity-linked currency

Canada's economy is highly dependent on commodities.
As mentioned earlier, they are currently the world's 5Sth
largest gold producer and the 14th largest oil producer, The
positive correlation between the Canadian dollar and com-
maodity prices is close to B0%.  This strong correlation is
evident in the figure below, which compares the CAD rate
with commaodity prices.  Strong commodity prices benefit
domeslic producers and increase their income from
expons:
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Strong correlation with the US

The US imports 85% of Canada's exports. Canada has
been running merchandise lrade surpluses with the US
since the 1980s. The current account surplus with the US
reached a record high of WUS$43bin in 2001. Strong
demand from the US and strong energy prices led to record
highs in the value of energy exporis of approximately
USE36bIn in 2001
highly sensitive to changes in the US economy. As the US
economy accelerates, rade increases with Canadian com-
panies. benefitting the performance of the overall economy.

Therefore the Canadian economy is

However, as the US economy slows, the Canadian econo-
my will be hurt significantly as US companies reduce their
importing activities.

Mergers and acquisitions

Due to the proximity of the US and Canada, cross border
mergears and acquisitions are very common as companies
warldwide sirive for globalization. These mergers and
acquisitions lead to money flowing between the two counr
tries. which ultimately impacts the currancies. Specifically,
the significant US acquisition of Canadian energy compa
nies in 2001 led to US corporations injecting over US$25bin
into Canada. In order to purchase these companies, the
US companies needed to sell USD and buy CAD,

Interest rate differentials

Interest rate differentials betwean the cash rates of Canada
and the short term Interest rate ylelds of other industrial
ized countries are closely walched by professional CADS
fraders, These differentials can be good indicators of
potential money flows as they indicate how much premium
yield CADS short term fixed income assets are offering over
foreign short term fixed income assets, or vice versa. This
differential provides traders with indications of potential
currency movements as investors are always looking for
assels with the highest vields. This is particularly important
o carry traders who enter and exit their positions based
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upon the positive interest rate differentials between glabal
fixed income assels.

Carry trades

The Canadian dellar became a popular currency to use for
carry trades after its 3/4 point rate increases between April
and July of 2002, A carry trade involves buying or lending
a currency with a high interest rate and selling or borrowing
a currency with a low interesl rale. The popularity of the
carry trade has contributed to the rise of the CADS, as
many foreign investors are looking for a high yield. If glob-
al central banks increase their interest rates, the positive
interest rate differential between Canada and other coun-

tries would narrow.  In such situations, pressure would be
put an the CADS when carry traders starl to close their
positions.
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Unemployment

The unemployment rate represents the number of unem-
ployed persons expressed as a percentage of the labor
force

Consumer Price Index (CPI)

This measures the average rate of increase in prices.
When economists speak of inflation as an economic prob-
lem, they generally mean a persistent increase in the gen-
aral price level over a period of ime, resulting in a decline
in a currency's purchasing power, Inflation Iis often meas-
ured as a parcentage increass in the consumer price index
{CPI). Canada's Inflation policy, as set out by the federal
government and the Bank of Canada, aims to keep inflation
within a target range of 1 to 3 per cent. If the rate of infla-
tion is 10 percent a year, $100 worth of purchases last year
will, on average, cost 5110 this year. Al the same inflation
rate, those purchases will cost $121 next year, and so on.

Gross Domestic Product (GDP)

The tolal value of all goods and services produced within
Canada during a given year. It is a measure of the income
generated by production within Canada. GDP is alse
referred (o as economic output. To avoid counting the same
output more than once, GOF includes only final goods and
services - not those that are used 1o make another product.
GOP would not include the wheat used to make bread, but
would include the bread itsell,

Balance of Trade

The balance of trade iz a statement of & country's trade in
goods (merchandise) and sarvices. |t covers trade in prod-
uels such as manufactured goods. raw materials and agri-
cultural goods, as well as travel and transportation. The bal-
ance of trade is the difference between the value of the
goods and services thal a country exports and the value of
the goods and servicas thal it impors. If a country's
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axports excead its imports, it has a trade surplus and the
trade balance Is said to be positive. If imporls exceed
exports, the country has a trade deficil and its trade bal
ance is said to be negative.

Producer Price Index

The Producer Price Index (PFI) is a family of indexes thal
measures average changes in selling prices received by
domeslic producers for their outpul. The PP! tracks
changes in prices for nearly every goods producing indus-
try in the domestic economy, including agriculture, electric-
ity and natural gas, forestry, fisheries, manufacturing. and
mining. Foreign exchange markets tend to focus on sea
sonally adjusted finished goods PP and how the index has
reacted on a m/m, g/q. h/h and y'y basis

Consumer Consumption

This is a national accounts measure that reflects current
expanditure by households and producers of private nen-
profit services to households. it includes purchases of
durable as well as non-durable goods. However, it excludes
expenditure by persons on the purchase of dweliings and
expanditure of a capital nature by unincorporated enter-
prses,
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Economic Overview

The United Kingdom is the world's fourth argest econarmy
with GOP valued at over USD$1.4Trl in 2001, The economy
is vary healthy, with low unemployment, expanding output,
and resilient consumption. The strength of consumer con-
sumption has in large part been due to a strong housing
marke!, which is currently 16% above the peak in 1988,
The UK has a sarvice-oriented aconomy, with manufactur-
ing represanting an increasingly smaller portion of GOP,
equivalent 1o only one-fifth of national output. Thelr capital
markel systems are one of the most developad in the world,
and as a resull finance and banking have become lhe
strongest contributors to GDP. Although the majority of the
UK's GDP s from services, it is important to know that they
are also one of the largest producers and exporters of nat
ural gas in the EU. The energy production industry
accounts for 10% of GDP, one of the highest shares of any
industrialized nation. This is particularly imperianl, as
increases In energy prices (such as oil), will significantly
benefil the large number of UK oil exporters.

Owerall, the UK is a net importer of goods with a consistent
trade deficil. lis largest trading partner is the EU, with trade
between the two consliluencies accounting for over 50% of
all of the country's import and export activiies. The US, on
an individual basis, still remains the UK's larges! trading
partner. The breakdowns of the most important trading
partners for the UK are the following

Lnd?ng
Expore % of Total
us 15.5
Germany 12.5
France 10.2
Netherlands 7.7
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The central issue that the UK is grappling with is whather or
nol to |ain the Eure. The decision on Eura entry has signif
icant ramifications for the UK economy. Currently, this is
the key paolitical and economic topic on the govemnment's
agenda. The Treasury has specified five economic tests
that must be met pricr o Eure entry.  These lests are:

UK's Five Economic Tests for Euro

1) Is thare sustainable convergence in business cycles and
economic structures between the UK and other EMU mam-
bers. so thal the UK cilizens could live comfortably with

eurn interest rates on a permanent basis™

24 Is there enpugh flexibillty to cope with economic changa?

3Yy Wauld joining the EMU create an environmignt that would
encourage Tirms (o invest in the UK?

4) Would joining the EMU have a positive impact on thi
competitiveness of the UK's financial services industry?

5) Would jaining the EMU be good for promoting stability
and arowth in employmant?

The UK is a very political country where govermnment offi
cials are highly concerned with voter approval. Ifvoters do
not support Euro entry, the likelihood of EMU antry would
decline. The following are some of the argumenis for and
against adopting the Euro:

Arguments
Euro

in favor of adopting the

- Reduced exchange rate uncertainty for UK businesses
and lower exchange rate fransaction costs or risks

- The prospect of sustained low inflation under the gover-
nance of the European Central Bank should reduce long-
term interest rates and
growth

- Single currency promoles price fransparancy

slimufate sustained economic
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- The integration of national financial markets of the EU will
lead to higher efficiency in the allocation of capital in
Europe

- The Euro is the second most important reserve currency
after the USD

- Should the UK join the Euro, the political clout of the EMU
would increase dramatically

Arguments against adopting the Euro:

- Currency unions have collapsed in the past

- Economic or political instabilities of one country would
impact the Euro, which would have exchange rate ramifica-
tions for otherwise healthy countries

- Strict EMU criteria

- Entry would mean a permanent transfer of domestic mon-
etary authority o the European Central Bank

- Joining a currency union with ne moneatary flexibility would
require the UK to have more Rexibility in the labor and hous-
ing markets

- There are fears about which countries might dominate the
ECE

- Adjusting to a new currancy will require large transaction
costs

One of the primary reasons for not joining the Euro is that
the UK government has sound macroeconomic policies
that have worked very well for the country.  Their success-
ful monetary and fiscal policies have led them to outperform
mast major economies in the current economic downturn,
including the EU
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The Bank of England (BoE) is the United Kingdom's central
bank. The Monetary Policy Committee (MPC) is a nine-
member committes thal sets monetary policy for the UK. It
consists of a Governor, two Deputy Governars, two execu-
tive directors of the central bank and four oulside expers.
The commitlee was granted operational independence in
selting monetary policy in 1997, Despite this independ-
ence, heir monetary policies are centered around achiev-
ing an inflation target dictated by the Treasury Chancelior.
Currently, this larget is RPIX {Retail Price index) inflation of
2.5%. The central bank has the power to change interest
rales to levels thatl they believe will allow them to meet this
target. The MPC holds moenthly meetings. which are close-
Iy followad for announcements on changes in monetary pol-
icy, Including changes in the interest rate (bank repo rate).

The MPC publishes statemenls after every meeting, along
with a quarterly Infiation Report detalling the MPC's fore-
casts for the next two years of growth and inflation and jus-
tification far their policy movements. In addition, another
publication, the Quarterly Bulletin provides infarmation on
past monetary policy movements and analysis of the inter-
national economic environmenl and its iImpact on the UK
economy. All of these reparts contain detalled information
on the MPC's policies and blases for future policy move-
ments.

The main policy tools used by the
MPC and BoE are:

Bank Repo Rate: This is the key rate used in monetary pol-
icy to meet the Treasury's inflation targel. This rate is sel
for the bank's own operations in the market, such as their
shart term lending activities. Changes to this rate affect the
rates sel by the commercial banks for their savers and bor-
rowars. In turn, this rate will affect spending and output in
the economy. and eventually costs and prices. An increase
in this rate would imply an attempt 1o curb inflation, while a
decrease in this rate would be an attempt to stimulate
growth and expansion,
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Open Market Operations:

The goal of open market operations is o implement the
changes in the bank repo rate, while assuring adequate lig-
uidity in the market and continued stability in the banking
system. This is reflective of the three main objectives of
the BoE: maintaining the integrity and value of the curran-
cy, maintaining the stability of the financial system, and
seeking to ensure the effectivensss of the LUnited
Kingdorm's financial services. To ensure liquidity, the Bank
conducts daily open market operations to buy or sell short-
term government fixed-income instruments. If this were not
sufficiant to meet liquidity needs, the Bank would also con-
duct additional overnight operations.
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GBP is very liguid

GBP/USD is one of the mos! liguid currencies in the world,
wilh 6% of all currency trades Involving GBP as either tha
base or countler currency. It is one of the four most liguid
currencies, which are EUR/USD, GBP/USD, USD/PY and
USD/CHF. One of tha reasons for the currency’s liquidity is
tha country's highly developed capital markets. Many for-
aign investors seeking investment opportunities other than
the US have sent their funds to the UK. In order 1o creale
these investments, forelgners need to sell their local cur-
rency and buy GBP.

GBP carry trades

GEP has one of the highest interest rates among the devel-
oped countries.  Australia and New Zealand have higher
interest rates, but their financial markets are not as devel-
oped. As a result, many investors who are currently in or
are interested in paricipating in carry trades, use the GBEP
as the lending curmmency. A carry trade involves buying or
lending a currency with a higher interest and selling or bor-
rowing a currency with a lower interest rate. In recent
years, carry lrades have increased in popularity, which has
positively benefited the GBP.

Rate differentials between Gilts and
foreign bonds are closely followed

Intarest rate differentials between UK Gills/US Treasures

and UK Gilis/iGerman Bunds are widely watched by FX
market participants. These differentials indicate how much
premium yield UK fixed income assets are offering over US
and European (German Bunds is usually used as a barom-
eter for European yield) fixed income assets, or vice versa.
This differential provides traders with indications of polen-
tial currency movemenis, as Inveslors are always looking
for assets with the highest yields. The UK currently pro-
vides these yislds, while also providing the safety of having
the same credit stability as the US.
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Eurosterling futures can give indica-
tions for interest rate movements

Since the UK interest rale or bank repo rate is the primary
teol used in monetary policy, it is important 1o keep abreast
of potential changes lo the interest rate. Comments from
government officials is one way lo gauge biases for poter-
tial rate changes, but the BoE is one of the only cantral
banks that require members of the Monetary Policy
Committee o publish their voling records. This personal
accountability indicates thal comments by individual com-
mittee members represent their own opinions and not that
of the BoE. Therefore, it is necessary 1o look for other indk
cation of potential BoE rate movements. The 3-Month Euro
sterling fulures reflect market expectations on eurosterling
interest rates 3 months into the future. These contracts are
also useful in predicting UK interast rate changes, which
will ultimately affect the GBP

Comments on Euro by UK politicians
will impact the Euro

Any speechas, remarks (especially from the Prime Minister
or Treasury Chancellor) or polls in regards to the Euro will
impac! the currency markets. Positive indications of the UK
adopting the Euro tends to put downward pressure on GBP,
while further opposition to Euro entry will typically boost the
GBP. Reason being that in order for the GBP to come in
line with the Euro, inlerest rales would have o decrease
significantly (at the time of this writing, UK interest rates is
4%, versus Euro interes! rates of 2.75%). A decrease in
the interest rate, would induce carmy trade investors to close
their positions, or in essence sell GBP. GBP would aiso
decline because of the uncerainties involved with Euro
adoption. The UK is performing very well under the direc-
tion of its current monetary authority. The EMU is currant
ly encountering many difficulties with member countries
breaching EMU crteria. With ong monetary authority dic-
tating 12 countries (plus UK would be 13), the EMU has yet
o prove Lhat it has developed a monetary policy sultable for
all member states
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GBP has positive correlation with
energy prices

The UK houses some of the larges! energy companies in
the world. including British Petroleum. Energy production
represents 10% of GOP. As a resull, the GBP has a posi-
tive correlation with energy prices. Specifically, since many
members of the EU import cil from the UK, if ol prices
increase, they will have to buy more GBP to fund their ener-
gy purchases, |n addition, rises in the price of oil will also
benefit the earnings of the nations' enargy exporters.

GEP crosses

Although the GBP/USD is more liquid than EUR/GEP, the
EUR/GBP is typically the leading gauge for GBP strength.
The reason is because Britain's primary trade and invest-
ment partner Is Europe.  As a resull, moves in the
ELUR/GBF cross can filter into movements in GBR/USD. Of
course, movements in GBF/USD will also affect the
EUR/GBP rate. The EUR/GBP rate should be exactly
gqual to the rate of EUR/USD divided by GBP/USD. Small
differences in these rates are often exploited by markel par-
licipants.
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Economic Overview

The European Union (EU) was developed as an institution-
al framewaork for the construction of a united Europe. The
EU consists of 15 member countries. Austria, Belgium,
Denmark, Finland, France, Germany, Greece, Ireland, Italy,
Luxembourg, The Netherlands, Portugal, Spain, Swaden,
and the United Kingdom. All of these countries share the
Eura as-a common currency, except for Denmark, Sweden
and the United Kingdom. Aside from a common currency,
these counlries also share a single monetary policy dictat
ad by the European Central Bank or (ECE). These common
currency countries constitute the European Monetary
Union (EMUY,

The EMU s the world's second largest economic power,
with @ GDP valued at over US 58 trillion in 2002, With a
highly developed fixed income, equity and futures markel,
the EML has the second most attractive investment market
for domestic and international inveslors. In the past, the
EMU has had difficulty attracting foreign direct investment
or large capital flows. In fact, the EMU is a net supplier of
foreign direct investments, accounting Tor approximately
45% of total world capital outflows and only 19% of capital
inflows. The primary reason being that historically, US
assels have had solid returns. As a result, the US absorbs
T1% of total foreign savings, However, with much higher
EMU interest rates compared o US interest rates, this lead
Is declining. In 2002, Europe incurred capital inflows in
pxcess of 3110 Billion, as compared to capital outflows of
510 Billion last year.

The EMU is both a trade and capital flow driven economy,
therefore trade is very important to the economies within
the EMLU. Unlike most major economies. the EMU does not
have a large trade deficit or surplus. In fact, the EMU went
from a amall trade deficit in 2001 to a small trade surplus in
2002 EU exports comprise approximately 19% of world
trade, while EL imports account for anly 17% of total world
imports. Due to the size of the EMU's trade with the rest of
the warld, it has significant power in the international trade
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arena. International clout is one of the primary goals in the
formation of the EU, because it allows the individual coun-
tries o group as one entity and negotiate on an eqgual play-
ing field with the US, who is their largest trading partner

The breakdown of the most imporant trading partners for
the EU are the following

Leading
Exports % of Total
us 24.4
Switzeriand 75
Japan 46
Poland E X ]
China 31
Leading %
Imports of Total
us 19
Japan 7.4
China 74
Switrerland 59
Russia 4.6

The EMU is primarily a service-orienled economy.
Services in 2001 accounted for approximately 70% of GDP,
while manufacturing, mining and utiliies only accounted for
22% of GDP. In fact, a large number of the companies
whose primary purpose is to produce finished product, still
concentrate their EU activity on innovation, research,
design and marketing, while cutsourcing most of their man-
ufactuning activities to Asia.

The EU's growing role in international trade has important
implications for the role of the Euro as a resarve cumancy.
It is important for countries to have large amount of reserve
currencies to reduce exchange risk and transaction cosls,
Traditionally, most international trade transactions involve
the British Pound, the Japanese Yen, andior the US Dallar,
Before the establishment of the Euro, it was unreasonable
to hold large amounts of every individual EU national cur-
rency. As a resull, currency reserves lended loward the
dollar. At the end of the 1980s, approximately 65% of the
worlds reserves were held in US dollars, but with the intro-
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All of the following Indicators are important for the UK,
However, since the UK s primarily a service-oriented econ-
omy, il is particularly iImportant to pay atiention to numbers
from the service sector.

Employment Situation

This is a monthly survey conducted by the Office of
Matlonal Statistics. The objectives of the survey are 1o
divide the working-age population into three separate clas-
sifications: employed, unemployed and not in the labor
force, and to provide descriptive and explanatory data on
each of these categories. Data from the survey providaes
market participants with information on major labor market
trends such as shifts in employment across industrial sec-
tors, hours worked, labor force participation and unemploy-
menl rates. The timeliness of the survey makas it a closaly
watched statistic by the currency markets as it is a good
barometer of the strength of the UK economy.

Retail Price Index

The RP| is @ measure of the change In prices of a baskel
of consumer goods. The markets however focus an the
underlying RPI or RPI-X, which excludes morigage interest
payments. The RPI-X is closely watched as the treasury
sels inflation targets for the BoE, currently defined as 2.5%
annual growth in RP-X.

GDP

Quarterly report conducted by the Bureau of Statistics.
GOP is a measure of the total production and consumption
of goods and services in the U.K. GOF is measured by
adding expenditures by households, businesses, govern-
ment and net foreign purchases, The GOP price deflator is
used to convert output measured at current prices into con-
stant-dollar GOP. This data Is used {o gauge where in the
business cycle the UK finds itself. Fast growth often is per-
ceived inflationary while low {or negative) growth indicates
a recessionary or weak growth.
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Industrial Production

The industrial production (IP) index measures the change
in output in UK. manufacturing, mining and quarrying, and
electricity, gas. and water supply. Output refers to the phys-
ical quantity of ilems produced, unlike sales valus, which
combines quantity and price. The index covers the produc-
tion of goods and power for domestic sales in the UK. and
for export. Because IP is respensible for close to a quaner
of gross domeslic product, |P is widely watched as it pro-
vides good inslght into the current state of the econamy.

PMI

Monthly Survey conducted by the Chartered Institute of
Purchasing and Supply. The index is based on a weighted
average of seasonally adjusted measures of outpul, new
arders, inventory and employment. Index values above 50
indicate an expanding economy, while values below 50 are
indicative of contraction

UK Housing Starts

Housing staris measure the number of residential building
construction projects that have begun during any particular
month, This is imporiant data for the UK as the housing
market is the primary industry that is sustaining the econg
my's performance.
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European Monetary Union (EUR)

duction of the euro, foreign reserve assets are shifling in
favor of the euro. This trend is expected lo continue as the
EU becomes one of the major trading partner for most
countries around the world.

Monetary & Fiscal Policy Makers

The European Central Bank (ECB) is the goveming body
responsible for determining the monetary policy of the
countries participating in the EMU. The Executive Board of
the EMU consists of the President of the ECB, the Vice
Prasident of the ECB and four other members. Thesa indi-
viduals along with the governors of the national central
banks comprise the Governing Council. The ECB is set up
in that the Executive Board implements the policies dictat
ed by the Governing Council. New monetary policy deci-
sians are lypically made by majority vote, with the President
having the casting vole in the event of a tie in bi-weekly
meelings.

The EMU's primary objective is to maintain price stability
and to promole growth. Monetary and fiscal policy
changes are made to ensure that this objective is met. With
the formation of the EMU, the Maastricht Treaty was devel-
oped by the Union to apply-a set of criteria for each mem-
ber country. These criteria were developed by the EMU to
help them achieve their objective. Deviations from these
criteria by any country will result in heavy fines. Listed
below are the EMU criteria, It is apparenl based upon
these criteria that the ECE has a strict mandate focused on
inflation and deficit. Generally, the ECE strives to maintain
annual growth in HCP| (Harmonized Consumer Price
Index) below 2% and M3 (Money Supply) annual growth
around 4.5%.

The ECB and the ESCB {European System of Central
Banks) are independent institutions from both national gov-
ernments and other EU institutions, granting them complete
control over monetary policy.  This operational independ-
ence i accorded to them as per Aricle 108 of the
Maastricht Treaty, which states that any member of the
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The EMU Criteria

In the 1882 Treaty on Europaan Union (the
Maasinicht traaty) the following oriterin wene Tomis-
Iated as preconditions for any EU mambsar stale jom-
ing-economic and monatary union (EMLU)

- & rale ol inflation no mbre than 1.5% above the
average of the hres best performing member siates,
Iaking the averspe of the 1T2-manth yasc-on-year rsie
preceding the sssessman! date

= Long-lam imereg) rates nol exceading the gverage
rates of these low-mftation states by mone then 2%
far the pracediig 12 months

Exchange rates which lluctuale within the normal
margins of Ihe exchange-rale mechanism (ERM) for
al jeast lwo FesErs:

- A-penersl government deblfGDP mtio of no more
than B0%, afthough a Higher milo moay be permisst
bl if I\ is “sufficiently dimiribshing”

- A genaral govermmend deficl that does nol extaeed
2% of GOP. although & smil and iamporany BX00ss
can be permnifted

decision making bodies cannot seek or take instructions
from any community instilutions, any government of a
member state or any other body. The primary tools the
ECE uses to control monetary policy is the following:

Open Market Operations:
The ECB has four main categories of apen market opera

tions to steer interest rates, manage liquidity, and signal
monetary policy stance. These include:
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Main refinancing operations:

These are requiar liguidity-providing reverse transactions
conducted weekly with a maturity of two waeks, which pro-
vide the bulk of refinancing to the financial sector.

Longer-lerm refinancing operations:

These are liquidity-providing reverse transactions with a
monthly frequency and a maturity of three months, which
provide counterparties with additional longer-term refinanc-
ing.

Fine-tuning operations:

These are executed on an ad hoc basis with the aim of both
managing the liquidity situation in the market and steering
interest rates, in particular in order to smooth the effects on
interest rates caused by unexpected liquidity fluctuations.

Structural operations

These involve the issuance of debt cerificates, reversa
transactions and outright transactions. These operations
will be executed whenever the ECB wishes to adjust the
structural position of the Eurosystem vis-a-vis the financial
sector (on a regular ar non-regular basis).

ECE Minimum Bid Rate (Repo Rate):

This rate is the key policy target for the ECB. It is the level
of borrowing that the ECB offers to the central banks of its
Member States. This Is the rate that is subject to change
at the biweekly ECB mesatings. Since inflation is of high
concem to the ECB, they are mare inclined to keep interest
rates at lofty levels to prevent inflation. Changes in the
ECB's minimum bid rate have large ramifications for the
EUR.

The ECB does not have an exchange rate target, but will
faclor in exchange rates in their policy deliberations, as
exchange rates impact price stability. Therefore, the ECB is
not prevanted from intervening in the foreign exchange
markets if they believe that inflation is a2 concem. As a
result, comments by members of the Governing Council
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are widely watched by FX markel participants and fre-
quently move the EUR,

The ECB publishes a monthly bulletin detalling analysis of
economic developments and changes lo ther perceplions
of economic conditions. which Is important to follow for sig-
nals to changas in the bias of monetary policy.

Important Characteristics of the Euro

EUR/USD is the mos! liquid pair; all Euro crosses are very
liguid

The Euro was introduced as an electronic currency in Jan
01, 1999, At this time, the Euro replaced all pre-EMU cur-

rencies, except for the Greece's curmency, which was con-
verled to the Euro in Jan 2001, As a result, the EUR/USD

cross Is now the mos! liquid currency in the world and its
movements are used as the primary gauge of both general
European and US strengthiweakness.

EUR/MPY and EUR/CHF are very liquid currencies that are
usually the gauge for general JPY or CHF strength/wesk-
ness. The USDYCHF cross is less liquid and lends to gap.
The EUR/USD and EUR/GEP crosses are great lrading
currencies, as they have tight spreads. make orderly moves
and have very little gapping movements.

Euro Risks

Since the Euro is a new currency, there are number of fac-
tors that need to be considered as risks to the Euro that are
not factors for other currencies. Namely, the ECB is fre-
guently considered an untested central bank, due lo s
short history. This short history does not give markel par-
ticipants a good gauge of how the central bank would react
under different economic and political conditions. In adde
tion, since the Euro is the currency for 12 member courr
tries, it is highly sensitive fo political and economical insta
bilities in any one country.
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Spread between US Treasuries and Bunds indicate Euro
sentimeant

The ten-yaar government bonds serve as an important indi-
cator of future euro exchange rates, especially against the
LS dollar. The differential between the 10-year US govemn-
ment bond and the 10-year German Bund rates can provide
a good indication for Euro movement. |If Bund rates are
higher than treasury rates and the differential increases. or
the spread widens, this implies EUR bullishness. A
decrease in the differantial, or spread tightening Is EUR
bearish. The 10-year German Bund is typically used to rep-
resent the Eurozone
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Predictions for Euro area money flows

Another useful interest rate is the 3-Month Interest Rate,
alsa known as the Euro interbank offer rate or the Euribor
rate. This is the rate offered from one large bank lo anoth-
er on nterbank term deposits. Traders tend 1o compare the
Euribor futures rate with the Eurodollar futures rate.
Eurodollars are deposits denominated in U.S. dollars at
banks and other financial institutions outside the United
States.  Because investors like high yielding assets,
European fixed income assets become mora aftractive as
the spread betwsen Euribor futures and Eurcdollar futures
widens, in favor of the Euribors,  As the spread narrows,
European assets become less attractive, whereby implying
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a potential decrease in money flows into the Eura.

MEA activity also has imponant implications for EUR/USD
movements. Recenl years have seen increased M&A activ-
ity between EU and US multinationals. Large deals, espe-
cially if in cash, often have significant short-term impacts
on the EUR.

Important Indicators for the Euro

All of the following sconomic indicators are important for
tha Eurn. However, since the EMU consists of 12 countries,
it is important to keep abreast of political and economic
developments such as GDOP growth, inflation, and unem-
ployment for all member countries. The larges! countries

within the EMU are Germany, France and ltaly. Therefore,
in addition to the overall EMU economic data, the econom-

ic data of these three countries are the most imporant.

M3

M3 is a broad measura of money supply, which includes
evarything from notes and coins 1o bank deposits. The ECB
closely monitors M3 as they view it as a key measure of
inflation. At its session in December 1998.the Governing
Council of the ECE set its first reference value for M3
growth at 4.5%. This value supports inflation below 2%,
trend growth of 2-2.5% and a long-term decling in the
velocity of money by 0.5-1%. The growth rate is monitorad
on a 3-month moving average basls in order to prevent
maonthly volatility to distort the information given by the
aggregate. The ECB's approach to maonetary targsling
leaves considerable room for maneuver and interpretation.
Because the ECB does not impose bands on M3 growth, as
the Bundesbank used to do, there will be no automatic
action when M3 growth diverges from the reference value.
Moreover, although the ECE considers M3 to be the key
indicator, it will also take inte account the changes in other
monetary aggregales,
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HCIP

The EU Harmonized Index of Consumer Prices (HICP)
published by Eurostat is designed for international compar-
ison as required by EU law. Eurostal has published the
index since January 1995. Since January 1998, Eurosiat
has published a specific index for the EMU-11 area called
MUICP. Information on prices are retrieved by each nation-
al statistical agency. They are required to provide Eurostat
with the 100 indices used 1o compute the HICP, The nation-
al HICPs are lotaled by Eurostat as a weighted average of
these sub-indices. The weights used are country-specific.
The HICP is released at the end of the month following the
reference parod, which:is about ten days after the publica-
tions of the national CPls from Spain and France, the final
EMU-5 countries to release their CPls. Even if the informa-
tion is already partly in the markel when the HICP Is
released, it is an important release because it sarves as the
reference inflation index for the ECB. The ECB aims to
keep Euraland consumer price inflation in a range of 0-2%.

German Unemployment

The release by the Labor Office contains information on the
number of unemployed, as well as the changes on the pre-
vious menth, in both seasonally (SA) and non-seasonally
{NSA) adjusted terms. The NSA unemployment rate is pro-
vided, along with data on vacancies, short-shifl working
arangemenis and the number of employees (lemporarily
suspended in 1999). Within an hour after the FLO release,
the Bundesbank releases the SA unemployment rate. The
day ahead of the release, there is often a leak of the offi-
cial data from a trade-union source. The leak is usually of
the NSA leve! of unemployment in millions. When a precise
figure is reported on Reuters as given by "Sources” for the
NSA level of unemployment, the leak usually reflects the
official figures.Rumors often circulate up to one week
before the official release. These are notariously imprecise.
Mareover, comments by German officials have in the past
been mistransiated by the intermational press, so care
neads to be exercised in interpreting news reports of
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rUMmors.
German Industrial Production

The data are seasonally adjusted (SA) and include a break-
down into four major subcategories: mining. manufacturing,
energy, and construction. The manufacturing aggregate
comprses four main produect groups: basic & producer
goods, capital goods, consumer durables, and consumer
non-durables. The market tends to pay attention to the
annual rate of change and the seasonally adjusted month-
ar-month figure: Additlanally, the Finance Ministry high
lights the two-month comparison to avoid over emphasizing
one-month aberrations: The initial release is based on a
narrower data sample and hence subject to revision whean

the full sample has become available. The Ministry occa
sionally indicates the expected direction of the revision in
the initial data release.

Preliminary GDP

Praliminary GDP is issued when Eurostat has collected
data from a sufficient number of countries (o produce an
estimate. This usually includes France, Germany and the
Netherlands. However, Italy is not included in the prelimi
nary release and is only added in the final numbear. The
yearly aggregates for EL-15 and EMU-11 are a simple sum
of national GDP. For the quarterly accounts, the aggrega-
tion is more complex since some countries (Greece, Ireland
and Luxembourg) do not yet produce quarterly national
accounis data. Moreover, Portugal produces only partial
quarterly accounts with a significant lag, Thus, both the EU-
15 and EMU-11 guarterly paths are the resull of estimates
from guarterly data based on a group of countries account
ing for more than 95% of total EU GDP (ses the foreword
for a detailed description of the weights of sach country in
the EU}.

Individual Country Budget Deficits

Stability and Growth Pact states that deficits must be kept
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below 3% of GDP, Countries also have targets set o further
reduce thelr deficits. Failure to meet these targets is wide-
Iy watched by market participants.

IFO Survey

Germany is by far the largest economy in Europe and is
responsible for over 30% of total GDP. Any insight into
German business conditions is seen as an insight into
Europe as a whole, The IFO is a monthly survey conducted
by the IFO institute in which over 7,000 German firms are
asked for their assessment of the German business climate
and their short-term plans. The initial publication of the
results consists of the business climate headline figure and
its two equally weighted sub-indices: current business con-
ditions and business expectations. The typical range is
from 80 1o 120. Where a higher number indicates greater
business confidence. The measure is most valuable how-
ever when measured against previous data.
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Economic Overview

Japan Is the third largest economy in the world with GDP
valued at over USS4Trl in 2002, The country Is also one of
the world's largest exporiers and is responsible for over
$400bln in exports per year. Manufacturing and exports of
products such as electronics and cars are lhe signature
drivers of the economy, accounting for nearly 20% of GOP,

This has resulted in a consistent trade surplus, which cre-
ates an inherent demand for the JPY, despite severa struc-

Leading
Exports % of Total
us 30.1
China 7.7
South Korea 6.3
Taiwan 6.0
Hong Kong 58

tural deficiencies. Aside from being an exporter, Japan is
also a large importer of raw materials for the production of
their goods. As evidenced in the figures below, the primary
trade partners for Japan in terms of both imports and
exports are the US and China. China s becoming an
increasingly important trade partner, as China's inexpen-
sivie goods have allowad it to gain a larger share of Japan's
import market.

In the 1980s, Japan's capital market was one of the maost
attractive markets for international investors seeking invest-
ment opporunities in Asia. They had the most developed
capital markels in the region and their banking system was
considered to be the one of strongest in the world, The
country was experiencing above-trend economic growth
and near-zero infiation.  This resulted in rapid growth
expeciations, boosted asset prices and rapid credit expan-
sion, leading to the development of an assel bubble,
Belween 1990-97, the asset bubble collapsed, inducing a
USDS10trl fall in asset prices, with the fall in real estate
prices accounting for nearly 65% of the total decling, which
i worth two years of national output. This fall in asset

prices sparked the banking cnsis in Japan. |t bagan in the
early 1990s and then developed into a full blown systemic
crisis in 1997 following the failure of a number of high pro-
file firancial institutions. Many of these banks and financial
institutions extended leans to the builders and real estate

developers at the height of the asset bubble in the 1980s,
with the land as the collateral. A number of these develop-

ers defaulted after the assel bubble coliapse, leaving the
country’s banks saddled with bad debt and collateral worth
sometimes 60-80% less than when the loans were taken

Leading
Exports % of Total

us 19.1

7.4
74
59
4.6

outl. Due to the large size of these banking institutions and
their role In corporate funding, the crisis had profound
effects on both the Japanese and global economy. As a
result, enormous bad debts, Talling stock prices and a col
lapsing real estate sector have cnppled the Japanese
economy for aimost two decades,

The figure below shows that the non-performing loans
owned by Japanese banks have only increased since the
onset of this crisis,. With Japan experiencing deflationary
conditions, 2ach succeeding month of deflation raisas the
real burden of the banks' oulstanding debl. To dale, the
Japanese Ministry of Finance and Bank of Japan is still
grappling with this problem and has only injected capital
into these ailing banks as a sclution to prevent bankrupt
cigs. Since the beginning of the cnsis, they have hoped
that the banks would grow their way back to health.
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In addition to the banking crisis. Japan has the highest debt level of all of the industrialized countries, at over 140% of GDP.
The charl below shows the country's deteriorating fiscal positions, with public debl continuing to rise, which has resulted in
the country experiencing over 10 years of stagnation. With this high debl burden, Japan stands at nsk of a liguidity crisis.
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The banking sector has become highly dependent on a govermment bailout. As a resull, the JPY is very sensitive to paolitical
developments such as speeches by government officials with rhetoric that may indicate potential changes in monetary and
fiscal policy, attempted bailout proposals, and any other rumors.
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Monetary and Fiscal Policy Makers

The Bank of Japan (BaJ) is the key monetary policy mak-
ing hody In Japan. In 1998, the Japanese government
passed laws giving the BoJ eperational independence from
the Ministry of Finance (MoF) and complete control over
monatary policy. However, despite the government's
attermpts to decentralize decision-making, the MoF still
remains in charge of foreign exchange policy. The Bod is
responsible for executing all official Japanese foreign
exchange transactions at the direction of the MoF. The
Bank of Japan's Policy Board consists of the BoJ governor,
two Deputy Governors and six ather members. Monetary
Policy Meetings are held twice a month with briefings and
press releases provided immediately. The Bod also pub-
lishes a Monthly Report issued by the Policy Board, and a
Monthly Economic Report. These reports are important lo
watch for changes In Bod sentimanl and signals of new
monetary or fiscal policy measures, as the government is
constantly trying lo develop initiatives to stimulate growth,

The MoF and the Bad are very important institulions who
bath have the ability to impact currency movements, Since
the MoF is the director of foreign exchange interventions, it
i5 Important to watch and keep abreast of the comments
made from MoF officials. Being an export driven ecanomy,
the MoF favors a weak JPY. Therefore, if the JPY appraci-
ates or the USDIPY declines, the BoJd and MoF will
become increasingly vocal about their concerns or disap-
proval In regards to the current JPY level.
ments are market movers, bul it is important 1o note that if
the government officlals flood the market with comments
and no action, the marke! would start to become immune to
these comments.. However, the MoF and BoJd do have a
lengthy history of interventiens in the currency markets to
manipulate the JPY in Japan's best interests, therefore their
comments cannot be completely disregarded.

These com-

The most popular tool that the Bod uses to control mone-
tary policy is the following:
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Open Market Operations:

These activities are focused on controlling the uncollaterak
ized overnight call rate. Since the discount rate is zero, the
Bank of Japan cannot further decrease this rate to stimu-
late growth, consumption or liquidity. Therefore in order o
maintain zero inerest rates, the Bod has to manipulate lig-
uidity through open markel operations, targeting zero inter-
esl en the overnight call rate. They manipulate liquidity by
the outright buying or selling of bills, repes or Japanese
governmean! bonds,

In terms of fiscal policy, the Bank of Japan is currenlly con-
sidering a number of methods to deal with their non-per-
forming loans. This includes infiation targeting. nationaliz-
ing a portion of private banks and repackaging the banks'
bad debt and selling them at a discount. No policies have
been decided upon, but the government s aggressively
considering all of these and other altemnatives.

Important Characteristics of the JPY
Proxy for Asian strength [ weakness

Japan is a proxy for Asian strength because they have the
largest GDP in Asia. With the most developed capital mar-
kets, Japan was once the primary destination for all
investors who wanted access into the region. Japan also
conducts a significant amount of irade with its Asian part:
ners. As a result, economic problems or political instability

in Japan, tend to spill over into the other Asian countries.
However, this spillover is not one-sided. Ecenomic ar polik-
ical problems in other Asian economies can aiso have dra
matic impacts on the Japanese economy and hence, JPY
movemeants. For example, with Morth Korean political insta-
bility, Japan and the JPY are at the greatest risk of the G7¥
countries, as they have the strongast ties to North Korea.

BoJd Intervention Practices

The BoJ and MaF are very aclive participants in the FX
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Important Economic Indicators For
Japan

Al of the following economic indicalors are important for
Japan. However, since Japan is a manufacturing-orientad
economy, it is important to pay particular attention to num-
bers from the manufacturing secior,

GDP

Gross Domestic Product is a broad measure of the total
production and consumption of goods and services meas-
ured over quarerly and yearly pericds in Japan. GDP is
measured by adding total expenditures by households,
businesses, government and net foreign purchases. The
GOP price deflator is used to convert output measured at
current prices into constant-dollar GDP. Preliminary reports
are the most significant for FX market participants,

Tankan Survey

The Tankan is a short-term economic survey of Japanese
enterprises published four times a year. The survey
includes more than 9,000 enterprises, which are divided
into four major groups: Large, small and medium-sized as
well as principal enterprises. Tha survey gives an overall
impression of the business climate in Japan and is widely
watched and anticipated by foreign exchange markel par-
ticipants

Balance of Payments

Balance of payments information gives investors insight
intc Japan's international economic transaclions that
include goods. services, investment income and capital
flows. The current account side of BoJ Is mest often used
a good gauge of international trade. Figures are released
both monthiy and semi-annually.

Employment
The Management and Coordination Agency of Japan
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report employment figures on a monthly basis. The employ-
ment release a measure of the number of jobs and unem-
ployment rate for the country as a whole. The dala is
obtained through a statistical survey of the current abor
farce. This release is a closely watched economic indicator
because of its timeliness and its importance as a leading
indicator of economic activity

Industrial Production

The industrial production (IP) index measuras trends in the
output of Japanese manufacturing., mining and uwilities
companies. Outpul refars 1o the total guantity of items pre-
duced. The index covers the production of goods for
domestic sales in Japan and for export. it excludes produc-

tion in the agriculture, construction, transportation, commu-
nication, trade, finance. and servica industries, government
output, and imparts. The [P index is then developed by
weighting each component according to its relative impor-
tance during the base period. investors feel IP and invento-
ry accumulation have strong correlations with total output
and can give good insight into the current state of the econ-

omy
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markets. Thal is. they have a lengthy history of entering the
F¥ markets if they are dissatisfied with the currant JPY
lewel. As Japan is a very political economy, with close ties
betwean government officials and principals of large pri-
vate institutions. the MoF has a very narrow segment in
mind when they decide lo depreciate a strong JPY. Since
the: Bod is such an active participant, they are very in tune
with thea market movements and iis pariicipants,
Periodically they receive information on large hedge fund
positions from banks and like to intervene when specula-
tors are on the other side of the market, allowing them to
get the most “bang for the bucks.” There are typically three
main factors behind BoJ and MoF intervention:

11amount of appraciation/depreciation in JPY - Intervention
has historically occurred when the JPY moves by 7 or more
JPY in under 6 weeks

2) Current USD/JPY rate - Historically, only 11% of all BoJ
interventions to counter a strong JPY ocour above the 115
lenved,

3) Speculative positions - In order to maximize the impact
of intervention, the BoJ and MoF will intervene when mar-
ket paricipants hold positions in the opposite direction,
Traders can find & gauge for the positions of market partic-
Ipants by viewing the IMM pasitions from the CFTC websile
at www.cfic.goy

JPY movements are sensitive to time

JPY crosses can become very active lowards the end of
the Japanese fiscal year (March 31), as exponers repatri-
ate their dollar denominated assets. This is particularly
important for Japanaese banks because they need to rebuild
their balance sheets to meeat FSA guidelines, which require
the banks to mark to markel their security holdings,
Speculators expect this need for JPY, therefore they partic-
ipate In buying JPY in anticipation of a year end repatria-
lions. As a resull, following fiscal year end, the JPY typi-
cally will depreciate when speculators close thelr positions,
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Linlike traders in London or New York who typically havae
lunch at their trading desk, Japanese traders tend 1o take
heur-long lunches between 10pm-11pm EST. leaving only a
junior trader in the office. Therefore, the Japanese
lunchtime can be volatile, as the market gets very illiquid.
Aside from that time frame, the JPY tends lo move fairly
orderly during Japanese and London hours, unless break-
ing announcementis or government official comments are
made or surprising economic daia Is released. During US
hours however, the JPY tends o have higher volatility, as
WS traders are actively taking both USD and JPY positions.

Banking stocks are widely watched

Since the crux of Japan's economic crisis stems from the
non-performing loans (NPL) of the Japanese banks, bank-
Ing stocks are closely watched by FX markel parlicipants.
Any threat of default by these banks, disappointing eam:
ings or further reports of significant NPLs can indicate even
deeper problems for they economy. Therefare, bank stock
movements can lead JPY movemants.

Cross rate effect /| Carry trade impacts

Movement in USDAUPY can be impacted by movements in
the cross-currency pairs. The pairs that have the most sub-
stantial impact on USDAUPY are EURAJPY and EUR/USD.
For example, appreciating EUR/JPY (rather then the direct
strength of USD against JPY) may cause USDAPY to rise.
EUR/PY movements can “lead" USDMPY movements or
vice versa. Alternatively, carry trades in cross-cumencies
such as GEPMUPY or AUDUPY will also impact both
EUR/PY and USDIIPY. A camry trade involves buying or
lending a currency with a high interest rate and selling or
borrowing a currency with a low interest rate. With JPY
having the lowest interest rate of all industrialized coun-
tries, increased interest in carry lrades will result in the
need to sell JPY. Unwinding of carry trades will invelve the
need o purchase JPY
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Economic Overview

Switzerland is the 19th largest economy in the world, with
GODP valued al over US5240BIn in 2001, The economy Is
relatively small, but it is one of the wealthiest in the world
on a GDP per capita basis. I is prosperous and lechno-
logically advanced with stability that rivals that of many
larger economigs. The counlry's prosperity is primarily
from technolegical expertise in manufacturing, tourism and
banking. More specifically, Switzerland is known for their
chemicals and pharmaceuticals industries, machinery, pre-
ciston instruments, watches and a financial system histori-
cally known for protecting the confidentiality of its investors.
This coupled with the country’s lengthy history of political
neutrality has crealed a "safe haven' reputation for the
country and its currency. As a result, Switzertand is the
warld's larges! destination for offshore capital. The country
holds over US$2Trl in offshore assets and is estimated lo
attract over 35% of the world's private wealth management
business. This has created a large and highly advanced
banking and insurance industry that employs over 50% of
the population and comprises over 70% of total GOP. Since
Swilzerland's financial industry thrives on its safe haven
stalus and renowned confidentiality, capital flows tend to
drive the economy during times of global risk aversion,
while trade flows drive the economy during a risk-seaking
Therafore, trade flows are important, with
nearly two thirds of all trade conducted wilth Europe.
Switzerland's most important trading parters are the follow-
ing:In recent years, merchandise trade flow has fluctuated

grivironment

I.u&ng
s % of Total

EU 1.0
Germany 116

us 10.6

France
Ialy
UK

107

batwaen deficit and surplus, The currant account on the
other hand has reflected a surplus since 1966, |n 2000, the
current account surplus reached a high at 12.5% of GDP.
This Is the highest current account surplus among all of the
industrialized countries (aside from Norway, Singapore and
HK).  Most of the surplus can be atfributed to the large
amount of foreign direct investment into the country, in seek
of safety of capital, despite the low yields offered by
Switzerfand.

s ol GIF

D. Current balance

In recent years, merchandise trade flow has fluctuated
between deficit and surplus. The current account on the
other hand has reflected a surplus since 1966, 1n 2000, the
current accounl surplus reached a high at 12.5% of GDP
This Is the highest current account surplus among all of the
industrialized countries (aside from Norway, Singapore and
HK).  Mosl of the surplus can be attributed to the large
ameunt of foreign direct investment inlo the country, in seek
of safety of capital, despite the low yields ofifered by
Switzerland.
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Monetary & Fiscal Policy Makers

The Swiss National Bank (SNB) is the central bank of
Switzerland. They are a completely independent central
bank with a three person commitiee responsible for deter-
mining monetary policy. This commitiee consisis of a
Chairman, a Vice Chairman and one other {(member) who
constitute the Governing Board of the SNB, Due to the
small size of the committee, all decisions are based on a
consensus vote. The Board reviews monelary policy at
least once & quarter, bul decisions on monetary policy can
be made and announced at any point in time.  Unlike most
other central banks, the SNE does not set one official inter-
estrate target. but instead sets a targel range for their three
manth Libor rate.

In Cecember of 1989, the SNB shifted from focusing on
monetary targets (M3) to an inflation target of less than 2%
inflation per year. This measure is laken based upan the
national consumer price Index. Monetary targets still
remain important indicators and are closely watched by the
central bank, because they provide Information on the long-
term inflation inflation.  This new inflation focus also
increases the central bank's transparency. They have
clearly stated that "should inflation exceed 2% in the medi-
um term, the Mational Bank will tend to tighten its monetary
stance.” If there s a danger of deflation, the National Bank
would loosen monetary palicy.

Tha SNB also closely monitors exchange rates, as excas-
sive strength in the Swiss franc can cause inflationary con-
ditions. This is especially true in environments of global
risk aversion, as capital flows into Switzerland increases
significantly during those times. As a result, the SNB typi-
cally favors a weak franc, and is not hesitant to use inter-
vention as liquidity tool. SNE officials intervene in the franc
using a variety of methods including verbal remarks on lig-
uidity, money supply and the currency

The most commaonly used tools by the SNE to implement
monetary policy include the following:
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Target Interest Rate Range:

The SNB implements monetary policy by setting a targe!
range for their three month interest rate (Libar rate). This
range typically has a 100 basis point spread, and Is revised
al least once every quarter. This rate is used as their tar-
gel because il Is the most important money markel rate for
Swiss franc investments. Changes to this target are
accompanied with a clear explanation in regards lo the
changes in the economic environment,

Open Market Operations:

Repo transactions are the SNB's major monetary policy
instrument. A repo transaction involves a cash taker selling
securities to a cash provider, while agresing to repurchase
the securities of the same type and quantity at a later data.
This structure is similar to a secured loan, wheraby the
cash taker must pay the cash provider interest. These repo
transactions tend to have very short maturities ranging from
one day 1o a few weeks. The SNEB uses these repo trans-
actions to manipulate undesirable moves In the three
month Liber rate. To prevent increases in the three month
Libor rate above the SNB's target, the bank would supply
the commercial banks with additional liquidity through repo
fransactions at lower repo rates, and in essence creale
additional liguidity. Conversely, the SNB can reduce liquid-
ity or induce increases in the three month Libor rate by
increasing repo rales,

The SNE publishes a Quarterly Bulletin with a detailed
assessment of the current state of the economy and a

review of monatary policy. A Monthly Bulletin is also pub-
lished containing a short review of economic develop

ments. These repors are important 1o waltch, as they may
contain information on changes in the SNB's assessment of
the current domestic situation.
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Important Characteristics of the
Swiss Franc

Safe Haven Status

Switzerland's safe haven status is continually stressed
because lhis and the secrecy of the banking systam are the
key advantages of Switzerland. The Swiss franc moves
primarily on extarnal events rather than domestic econom-
ic conditions.. That is, as mentioned earlier, due to its polit
ical neutrality, the franc is considered the world's pramier
safe haven currency, Therefore, in imes of global instabil-
ity and/or uncertainty, investors tend to be more concemed
with capital retention than appreciation. At such limes,
funds will flow into Switzerland, which would cause the
Swiss franc to appreciate.

Swiss Franc is correlated with gold

Switzerland is the world's fourth largest official holder of
gold. This is due to the fact that the Swiss constitution
mandates thal the currency must be backed 40% with gold
reserves. As aresull, the Swiss franc has close to an 80%
positive correlalion with gold, Therefore if the gold price
appreciates, the Swiss franc has a high likellhood of appre-
ciating as well. In addition, since gold is also viewed as the
ultimate safe haven form of money, both gold and the Swiss
franc should continue to benefil as global economic and
geopolitical uncertainly continues

Carry trades effects

The popularity of carry trades has increased in recent
years, as investors are aclively seeking high yielding
assels. A carry trade involves buying or lending a curren-
cy with a high interest rate and selling or borrowing a cur-
rency with a low interest rate. With CHF having one of the
lowest interest rates of all industrialized countries, il is one
of the primary currencies sold or "borrowed” in carry
trades. This resulls in the need to sell CHF against a high-
er yielding currency. Carry frades are typically done in
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cross-currencies such as GBP/CHF or ALUDICHF, but these
trades will impact both EUR/CHF and USD/CHF.
Unwinding of carry trades will involve the need for investars
{o purchase CHF.

Interest rate differentials between Euro Swiss futures and
foreign interest rate fulures are closely followed

Interest rate differentials between three month Euro Swiss
futures and Eurcdollar futures are widely watched by pro-
fessional Swiss traders. These differentials are good indk
cators of polential money flows as they indicate how much
premium yield US fixed income assels are offering aver
Swiss fixed income assets, or vice versa. This differential
provides traders with indications of polential currency
movemeants, as investors are always looking for assets with
the highest yields. This is particularly imponant to carry
traders who enter and exit their pasitions based upon the
positive interest rate differentials between global fixed
income assaets,

Polential changes in banking regulations

The EU has recently been putling significant pressure on
Switzerland to relax the confidentiality of their banking sys-
tem and to increase lransparency of their customers’
accounis. The EU is pressing this issue because of their
active measures to parsecute EL tax evaders, Switzeriand
is currently grappling with this issue because the confiderr
tiality of their customers' accounts is the core strength of
their banking system, The EU has threatened to impose
severe sanctions on Switzerland if thay do nol comply with
their proposed measures. Both countries are currently
working to negotiate an equitable reseolution. Any news or
talk of changing banking will impact both Switzerland's
economy and the Swiss franc,

ME&A activity

Switzeriand's primary industry is banking and finance. In
this Industry, merger and acquisition activities (M&A) are
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very comman, especially with the recent consolidation In
the overall industry. As a result, these M&A activities can
have significant impact on CHF spot prices. If foreign firms
purchase Swiss banks or insurance companies. they will
naed to buy CHF and sell their local currency.  If Swiss
banks purchase foreign firms, they will need to sell CHF
and buy the foreign currency. Either way, it Is impartant to
frequently watch for notices on ME&A activity invelving Swiss
firms.

Cross currancy characteristics

The EUR/CHF is the most commonly traded currency for
traders who want to parlicipate in CHF movements. The
USD/CHF is less frequently traded because of its higher
illiquidity and wvelatility. However, day traders may tend to
favor USD/CHF over EURICHF because of its volatile
movements, In actuality, the USD/CHF is anly a synthetic
currency derived from EUR/USD and EURICHF. Market
makers or professional traders tend 1o use those pairs as
leading indicators for trading USDYCHF or to price the cur-
renl USDVCHF level when the currency pair is illiquid.
Thearetically, the USDICHF rate should be axactly equal o
the cross betwsen EUR/CHF and EUR/USD. Only during
times of severe global risk aversion, like 911, will the
USD/CHF develop a market of its own Regardless, any
small differences in these rates are quickly exploited by
market participants.

Important Economic Indicators for
Switzerland

CPI

The Consumer Price index is calculated monthly, on the
basis of retail prices paid in Switzerand. In accordance
with prevalent internaticnal practice, the commodities cov-
ered are distinguished according to the consumption con-
cept, which includes in the calculation of the Index of those
goods and services thatl are part of the private consump-
tion aggregate according to the National Accounts. The
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basket of goods does not include “transfer expenditure”
such as direct taxation, soclal insurance contributions and
health insurance premiums. The index is a key measure of
inflation.

GDP

GDF is a measure of the total preduction and consumplion
of goods and services in the Switzerland. GDOP is meas-
ured by adding expenditures by households, businasses,
government and net foreign purchases. The GDF price
deflator is used to convert oulput measured at current
prices inlo constant-dollar GDP. This data is used to gauge
where In the business cycle Switzerand finds itself. Fast
growth often is perceived inflationary while low (or nega
tive) growth indicates a recessionary or weak growth per-
od.

Balance of Payments

Balance of Paymants is the collective term for the accounts
of Swiss transactions with the res| of the world. The cur-
rent account is the balance of trade plus sarvices portion.
BoP is an important indicator for Swiss (raders as
Switzerland has always kepl a strong current account bak
ance, Any changes to the current account, positive or neg-
alive, could see substantial flows.

M3

Broad measure of liquidity composed of currency, savings
accounts avallable at sight, time daposits wimaturities
under 4 yrs and savings deposits at stalutory notice. The
Swiss National Bank closely walches the indicator as it is a
good means of monitoring the growth of the monetary
base. Large growth is typically viewed poorly as it is a sign
of inflation.

Unemployment

The unemployment rate is released monthly. It is present
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ed as the ratio of unemployed jobseekers (defined as
actively seeking full- or part-ime emplayment) 1o the lotal
population.

Production Index (Industnal Production)
The production index is & quarterly measure of the change

in the valume of industrial preduction (or physical outpul by
producers)
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Economic Overview

Australia’s GDP for 2002 is close to US3400Bin, Their
gconomy is relatively small, but on a per capita basis is
comparable to many industrialized Western Eurcpean
countries. Australia has a service-oriented economy with
close o 79% of GDP coming from industries such as
finance, property and business services. However, the
country has a trade deficit, with manufacturing dominating
the country's exporting activities. Rural and mineral exporis
account for over 80% of all manufacturing exports. As a
resull, the economy is highly sensitive to changes in com-
modity prices. The breakdowns of Australia's most impor-
tant trading partners are the following:
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Japan and the ASEAN are the leading importers of
Australian goods, The ASEAN represents the Association
of Southeast Asian Mations, which includes Brunei,
Cambodia, Indonesia, Laos, Malaysia, Myanmar,
Philippines, Singapore, Thailand and Vielnam. Therefors,
it may be logical lo assume that the Australian aconomy is
highly sensitive to the performance of the countries in the
Asian Pacific region. However, during the Asian Crisis,
Australia grew al an average rate of 4.7% per year
(betwean 1997-1999), despite the fact that Asia is the cen
tral destination for the bulk of Australian exports. This
strength is primarily from Australia’s sound foundation of
strong domestic consumer consumplion. As a result, the
economy has been able o withstand past crises. As you
can see in charl below, consumption has been on a steady
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rise since the 1980s. Therefore consumer consumption is
an important indicator to walch during times of global eco-
nomic slowdowns for signals of the slowdown's splllover
effects onlo Australia’s domestic consumption
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Monetary & Fiscal Policy

The Reserve Bank of Australia (RBA) is the central bank of
Awvstralia. The monetary policy committee within the cer
tral bank consists of the Governor (Chairman), the Deputy
Governor (Vice Chairman), Secretary 1o the Treasurer and
six independent members appointed by the government,
Changes on monelary policy are based upon consensus
within the committee

The RBA's charter states that the mandate of the Reserve
Bank Board is to focus monetary and banking policy on
ENSUrng:

(a) the stability of the currency of Australia,

(b) the maintenance of full employment in Australia; and
(c) the economic prosperity and welfare of the people of
Australia

In order to achieve these objectives, the government has
set an informal consumer price inflation target of 2-3 per
yvear. The REA believes that the key 1o long-term sustain
able growth in the economy is to control inflation, which
would preserve the value of monay. In addifion, an infla-
tion target provides a discipline for monetary policy making
and guidelines for private sector inflation expectations.
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Important Characteristic of the
Australian dollar

Commadity linked currency

The AUDS is highly correlated (B0% comelation) with com-
modities and maore specifically, gold pricas, The reason s
that Australia is the world's 3rd largest gold producer and
gold represents approximately £5 billion in exports for the
nation each year. As a resull, the AUDS benefits when
commodity prices increase. Of course. it also decreases
when commodily prices decline. If commodity prices are
sirong, inflationary fears start lo appear and the REA would
be inclined to increase rates lo curb inflation. However, this
is a sensilive topic, as gold prices tend to increase in imes
If the RBA
increases rates during those conditions, it leaves Australia
more vulnerable lo splllover effects.

of global economic or palitical uncertainty.

Carry trade effects
Australia has one of highest interest rates amang the devel-

oped countries. With a fairly liquid currency, the AUDS is
one of the most popular currencies to use for carry trades.
A carry trade involves buying or lending a currancy with a
high interast rate and selling or borrowing a currency with a
low interest rate. The popularity of the carry trade has con-
tributed to the rise of the AUDS, as many foreign investors
are looking for high yield. If global central banks increase
their interest rates, the positive interest rate differential
between Australia and other countries would narrow, In
such situations, pressure would be put on the AUDS when
carry traders start to close their positions

Interest rate differentials

Interest rate differentials between the cash rates of
Australla and the shorl term inlerest rate yields of other
Industrialized counltries are closely watched by profession-
al AUDS traders. These differentials can be good indicators
of potential money flows as they indicate how much prami-
um yield AUDS short term fixed income assets are offering
over foreign short lerm fixed income assels, or vice versa,
This differential provides traders with indications of paten-
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tial currency movements, as investors are always looking
far assets with the highest yields, This is particularly impor-
tanl to carry traders who enter and exil their positions
based upon the positive interest rate differentials betwaen
global fixed income assets.

Cash Rates

Source: RBA Nov 2002 Monthly Bulletin

Drought effects

Since the bulk of Australia’s exports are commodities, the
country's GOP is highly sensitive to severe weather condk
tions that may damage the country's farming activities. For
example, 2002 was a particularly difficult year for Australia,
because the couniry was experiencing a savere drought.
The drought had taken an extreme toll on Australia's farm-
ing activities. This is especially important because agricuk
ture accounts for 3% of the couniry's GOP. The RBA est-
mates that the "decline in farm production could directly
reduce GDP growth by around 1 percentage point.” Aside
from exporing activities, a drought also has indirect effects
on other aspects of Australia's economy. Industries that
supply and service agriculture, such as the wholesale and
transporl sectors, as well as retall operations in rural farm-
ing areas may also be negatively affected by a drought.
However, it is also important to note that the Australian
economy has a history of recovering strongly after a
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This also increases the transparency of the banks' activi-
fies.

Monetary policy decisions involve setting the inleraest rate
on overnight loans in the money market. Other interest
rates in the economy are influenced by this interest rate o
wvarying degrees, so that the behavior of borrowers and
lenders in the financial markets is affected by monetary pol-
icy (though not only by monetary policy). Through these
channels, monstary policy affects the economy in pursuit of
the goals outlined above.

Cash Rate:

This is the RBA's target rate for open market operations,
The cash rale is the rate charged on ovemnight loans
between financial intermediaries. As a result, the cash rate
should have a close relationship with the prevailing money
market interest rales. The chart below shows their rela-
tionship. Changes in monetary policy, directly impacts the
interast rale structure of the financial system

Shori-Term Interest Rates
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Open Market Operations

The focus of daily open market operations is to keep the
cash rale close to the targei, by managing monay market
liquidity provided to commercial banks. |If the Reserve
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Bank wishes lo decrease the cash rate. they would
increase supply of short dated repurchase agreements al
a lower interest rate than the prevailing cash rate, which
would in essence decrease the cash rale. If the Resarve
Bank wishes to increase the cash rate. they would
decrease supply of shorl dated repurchase agreements,
which would in essence increase the cash rate. A repur-
chase agreemen| invelves a cash taker (commercial bank)
selling securities 1o a cash provider (RBA), while agresing
to repurchase the securities of the same type and guantity
at a later date. This structure is similar to a securad loan,
wheraby the cash taker must pay the cash provider interest.
These repo transactions tend to have very shor maturities
ranging from one day to a few weeks,

Since 1983, Ausiralia has had a floating exchange rate. The
Reserve Bank of Australia may undertake foreign
exchange markel operations when the marke! threatens to
become excessively volatile or when the exchange rate is
clearly inconsistent with underlying economic fundamen:
tals. The RBA monitors a trade-weighted index (TWI1) as
well as the cross-rate with the US dollar. Intervention oper-
ations are Invariably aimed at stabilizing market conditions
rather than meeling exchanga rate targets.

The RBA meels every month (except for January). on the
first Tuesday of each month to discuss potential changes in
monetary policy, Following each meeting, the RBA issues
a8 press release outlining justifications for thelr monetary
policy changes. They also publish a monthly Reserve Bank
Bulletin. The May and November issues of the Reserve
Bank Bulletin include the Semi-Annual statement on the
Conduct of Monetary Policy. The February, May, August,
and MNavember issues contain a Quarterly Report on the
Economy and Financial Markets. It is important to read
these bulletins for signals on potenfial monetary policy
changes,
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Economic Overview

New Zealand is a very small economy with GDP valued at
approximately US$50bin in 2001, The country's population
is actually eguivalent to less than hall of the population of
Mew York City. It was once one of the most regulated coun-
tries within the OECD {Crganization for Economic Co-oper-
ation and Development), but over the past two decades has
been moving towards an open, modermn and stable econo-
my. With the passing of the Fiscal Responsibility Act of
1994, the country is moving away from an agricultural farm-
ing community lo one that seeks lo become a leading
knowledge-based economy with high skills, high employ-
ment and high value-added production. This Act sals legal
standards that hold the government formally responsible o
the public for its fiscal pedormance: It is also sets the
framework for the country's macroecanomic policies, The
following are the principles outlined under the Fiscal
Responsibility Act,

The Fiscal Responsibility Act 1994
establishes five principles of
responsible financial management

- Dbl must be reduced o "pruden” levels: and the
govemnment must ensure that expenditure is lower
than revenie

- Sufficient rvots of Crown net worth must ba
achieved and mainlained to guard agains! sdverse
furture sveants

-Reasonable taxation poboies must-be followad
-Fiscal risks facing the govesnmend rmust be-prudently
managed

Mew Zealand also has highly developed manufacturing and
services sectors, with the agricultural industry driving the
bulk of the country's exports. The economy is strongly-
trade oriented, with exports of goods and services repre-
senting approximately one third of GOP. Due to the small

size of the economy, and its significant trade activities. New
Zealand is highly sensitive to global performance, especial
Iy that of its key Asian trading parners, Australia and
Japan. Together, Australia and Japan represent 30% of
Mew Zealand's trading activity. Durning the Asan Cnsis,
New Zealand's GDP contracted by 1.3% as a result of
reduced demand for exports, and iwo consecutive
droughis, from reduced agriculiural and relaled preduction.
The following are a breakdown of the New Zealand’s most
important trading partners:

Monetary & Fiscal Policy Makers

The Reserve Bank of Maw Zealand (RBNZ) is the central
bank of New Zealand. The Monetary Policy Commitiee, is
an Intermal committee of bank executives who review mon-
elary policy on a weekly basis, Mestings to decide on
changes to monelary policy occur eight times a year or
approximately every six weeks. Unlike most other central
banks, the decision for rate changes rests ultimately on the
bank’s govermnor. The current Policy Target Agreements set
by the Minister and the Governor focus on maintaining pok
icy stability and avoiding unnecessary instability in outpul,
interest rates and the exchange rate. Price stability refers
to maintaining the annual CPI inflation at 1.5%. If the
RBNZ does not meet this target, the government has the
ahility to dismiss the Govemnor of the RENZ, though this is
rarely done. This serves as a strong incentive for the RBNZ
lo meets its inflation target. The maost common tools used
by the RBNZ to implement monetary policy changes are the
following:

115



Part 4: Currency Profiles and Outlook

drought, The 1982-1983 drought first subltracted then sub-
sequently added around 1-1 4 percentage paoinis o GDP
growth, The 1991-1995 drought reduced GDOP by around
Y4 - % percentage points in 1991-1992 and 1994-1995, but
boosted GDP by % percentage points

Important Economic Indicators for
Australia

GDP

GDP is-a measure of the total production and consumption
of goods and services in Australia. GDP is measured by
adding expenditures by houssholds, businesses, govem-
ment and net foreign purchases. The GDP price deflator is
used o convert output measured at current prices Into con-
stant-dollar GDF. This data is used to gauge where in the
business cycle Australia finds itself. Fasl growth often is
perceived inflationary while low (or negative) growth indi-
cates a recessionary or waak growth period.

CPI

The Consumer Price Indax (CPl) measures quarterly
changes in the price of a 'basket' of goods and services,
which account for a high proportion of expenditure by the
CP| population group (l.e. metropolitan households). This
'basket' covers a wide range of goods and sarvices includ-
ing food, housing, education, transporation and heaith.
This 15 the key indicalor to walch as monelary policy
changes are made basad an this index, which is a measure
of inflation.

Balance of Goods and Services

This number is a monthly measure of Australia’s infema-
tional trade in goods and services on a balance of pay-
ments basis. General merchandise imports and exports are
derived mainly from international trade statistics, which are
based on Australian Customs Service records, The currant
account is the balance of trade plus services.
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Private Consumption

This is a national accounls measure that reflects current
expenditure by households, and producers of private non-
profit services to households. It includes purchases of
durable as well as non-durable goods. However, it excludes
expendilure by persons on the purchase of dwellings and
expendilure of a capital nature by unincorporated enter-
prises. This number is important o waich, as privale cone
sumptlion or consumer consumplion is the foundation for
resilience in the Australian economy

Producer Price Index

The Producer Price Index (PPI) is a family of indexes that

measures average changes in selling prices received by
domestic producers for their outpul. The PPl tracks
changes in prices for nearly every goods producing indus-
try in the domestic economy, including agriculiure, electric-
ity and natural gas, forestry, fisheries, manufacturing, and
mining. Foreign exchange markets tend to focus on sea
sonally adjusted finished goods PPI and how the index has
reacted on a m/m, gfg, h/h and yly basis. Australia’s PFI
data is released on a quarterly basis.
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New Zealand (NZD)

Official Cash Rate (OCR).

This is the rate set by the RENZ to implement monetary
policy. The Bank lends overnight cash at 25 basis points
‘above the OCR rate and receives deposits or pays interest
at 25 basis points below this rate. By controlling the cost of
liuidity for commercial banks, the RBNZ can influence the
interest rates offered to individuals and corporations.  This
effectively creates a 50 basis point corridor that bounds the
irnter-bank overnight rate. Banks offering funds above the
upper bound will attract few lakers, because funds can be
borrowed for @ lower cost from the RBNZ  Also, banks
offering rates below the lower bound will also attract few
takers, because they are offering lower yields than the
RBNZ. The official cash rate is reviewed and manipulated
to maintain economic stability,

Open Market Operations:

This is used to meet the cash target. The cash target is the
targeted amount of reserves held by registered banks:. The
current target is NZ$20 million. The RBNZ prepares fore-
casts of daily fluctuations on the cash target and then will
use these forecasts to determine the amount of funds to
inject or withdraw in order to meet the cash target
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The following objectives provide a
guideline for fiscal policy meas-
ures:

Experises Expansas-will avarage srountd 35% of
GOF over the hariron used o calculate conlibulions
towsand future New Zeatand Superannuabon (NSS)
costs. During the bulld-up ol 2ssats o meel futurs
MZS costs, expanses phus contributions will' ba
aroutid 35% of GDP. in the longer iesrm. expansas
hzss withdrawails to maet NZS costs will be around
J5%% of GOP.

Revenue: Raise sufficient mvenue 1o mesl e oper-
ating balance objeciive. A robust, brosd-based tax
system thal rases revenoe in a falr and efficient way
Operaling Balance: Dpatating surplus onavernans
over the economic cyole sufficient o mesat the
requirements for conbitations weward foture NZS
cosis and ensure consistency with the dehi objective,

-Debl: Gross debl below 30% of GDP on average

ovar the-economic cycle. Met debt, which excludes
tha assets o mes] [uture NES cosls. balow 20%: of

GOP 'on avarags aver the scondomit cycla

-Nef Worth: Increase nel worth consisient wilhy the
pparating batance obiaciive, This will be-acheved
throwgh 2 build-up of asssts o mesl iture NZS
costs
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Source. New Zealand Treasury

Important Characteristics of the New
Zealand Dellar

Strong correlation with AUD - competition with Australia

Australia is New Zealand's largest trading partner. This
coupled with the proximity of the countries and the fact that
New Zealand is highly trade oriented, creates strong ties
betwaen the two countries. When the Australian economy
does well and Australian corporations increase their import

AUDMUSD Daily 10YR Chart
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Commodity Linked Currency

MNew Zealand Is an export driven economy with commodi-
ties reprasenting over 40% of the country's expors. As a
result, the currency has a 50% positive correlation with
commadity prices. As commeodity prices increase, the NZD
will also appreciate. The correlation between AUD and
NZD also contributes o the NZD's status as a "commodity
linked” currency. AUD economic perfermance is also high-
ly correlated with commodity prices. Therefore, as com-
maodity prices increase, the Australian economy beneflits,
translating into increase activity in all aspects of the coun-
try's operations, including trade with New Zealand.

18

ing activities, New Zealand is one of the first to benefit. In
fact, since 1999, the Australian economy has done very
well, with for example, a booming housing market that cre-
ated a need to increase imports of building products. Asa
result, this strength translated into Australia importing 10%
more goods from New Zealand betwean 1889-2002. From
the charts below, it is apparent that there is a fairly close
cofrelation betwaen the two currency pairs.

NZDUSD Daily 10¥R Chart
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Carry trades

With the highest interest rate of the industrialized countries,
the NZD has been one of the most popular currencies to
use for camy trades. A carry trade involves buying or lend-
ing a currency with a high inierest rate and selling or bar-
rowing a currency with a low interest rate. The popularity
of the carry trade has contributed to the rise of the NZD, as
many global investors are looking for high yigld. IF global
central banks increase their interest rates, the positive inter-
est rate differential between New Zealand and other coun-
tries would narrow, In such situations, pressure would be
put on the NZD when carry traders start to close their posi-
tions.
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Balance of Goods and Services

New Zealand's Balance of Payments statements are
records of the value of New Zealand's transactions in
goods, services, income and transfers with the rest of the
world, and the changes in New Zealand's financial claims
an (assets and liabilities to) the rest of the world. New
Zealand's Intemational Investment Position statement
shows, at a particular peint in time, the stock of a country’s
International financial assets and international financial lia-
Bilities.

Private Consumption

This is a national accounts measure that reflects current
expenditure by households, and producers of private non-
profit services to households. It includes purchases of
durable as well as non-durable goods. However, it excludes
expenditure by persons on the purchase of dwellings and
expenditure of a capital nature by unincorporated entar-
prises.

Producer Price Index

The Producer Prica Index (PP} is a family of indexes that
measures average changes in selling prices recaived by
domestic producers for their outpul. The PPl tracks
changes in prices for nearly every goods producing indus-
try in the domeastic economy, including agriculiure, electric-
ity and natural gas, forestry, fisheries, manufacturing, and
mining. Foreign exchange markets tend to focus on sea-
sonally adjusted finished goods PPl and how the index has
reacted on a mim, g/g, h'h and yly basis. New Zealand's
PPl data is released on a quarterly basis.
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Interest Rate Differentials

Interesl rate differentials between the cash rates of New
Zealand and the short term interest rate yields of other
Industrialized countries are closely watched by profession-
al NZD traders. These differentials can be good indicators
of potential money flows as they indicate how much premi-
um yield NZO short term fixed income assels are offering
over foreign short term fixed income assets, or vice versa,
This differential provides traders with indications of poten-
tial currency movemenis, as investors are always looking
for assels with the highest yields. This is particularly impor-
tant to carry traders who enter and exit their positions
based upon the positive interesl rate differentials between
global fixed income assets:
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Source: RBA Nov 2002 Monthly Bulletin
Population Migration
Mew Zealand has a very small population. Therefore

increases in migration into the country can have significant
effects on the economy. Between 2002-2003, the populs
tion of New Zealand increasad by 37 500 people versus an
increase of 1,700 between 2001-2002. This strong popu
lation migration into New Zealand has contributed signifi
cantly to the perfiormance of the economy, because as the
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population increases, the demand for household goods
increases, leading to an increase in overall consumer corn
sumption.

Drought Effects

Since the bulk of New Zealand's exports are commodities,
the country’s GDP is highly sensilive (o severe weather
conditions thal may damage the country's farming activk
ties. In 1998, droughts cost the country over $50MM. In
addition, droughts are also very frequent in Australia, New
Zealand's largest trading partner. These droughts have
cost Australia up 1o 1% in GDP, which atso translated into a
negative impact on the New Zealand economy

Important Economic Indicators for
New Zealand

GDP

GOP is a guarterly measure of the tolal production and
consumption of goods and services In New Zealand. GDOP
Is measured by adding expenditures by households, busk
nesses, government and net foreign purchases. The GDP
price deflator is used to conver! output measured at current
prices into constant-dollar GOP. This data is used 1o gauge
where in the business cycle New Zealand finds itself. Fast
growth often is perceived inflationary while low (or nega-
tive) growth indicates a recessicnary or weak growth perk
od.

CPI

The Consumer Price Index (CPl) measures guarierly
changes in the price of & 'basket’ of goods and services,
which account for a high proportion of expenditure by the
CPI| population group (i.e. matropolitan households), This
'baskel’ covers a wide range of goods and services includ
ing food, housing, education, transportation and health.
This is the key indicator to watch as monetary policy
changas are made based on this index, which is a measure
of inflation.
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Money Management and Psychology

As important as it is o understand what moves the markets
and how o analyze the markets, the most important part of
trading is understanding and implementing proper risk
management. Contrary to popular belief, more traders fail
not bacause they lack the knowledge of the latest technical
indicators or do nol undersiand fundamental factors, but
rather because traders do not comprahend the most basic
fundameantal monay management principals. Money man-
agement is the mos! overlooked, yet also the mos! impaor-
tant parl of trading. Therefore it is imperalive for traders to
read and thoroughly understand the money managemant
techniques described in this manual. The trading rules
detailed below may seem basic, but the key 1o successiul
trading is not simply knowing what the rules are, but to rec-
ognize their imperance and actually implementing them
into every trade.

What is Money Management?

Money managemenl encompasses a very broad range of
concepts from placing stops to controlling trade psychology.
Stops can be changed dynamically to control risks and prok
its. For each trade placed, traders should employ proper
money management by analyzing and understanding ils
potential risk and reward. Traders should not place trades
prior to calculating how much they are willing to lose either
in dollar amounts or in percentage amounts. Below, we list
and explain 14 trading rules. which we believe will halp
traders build a blueprint for trading success.

Rule 1: Limit Your Losses

Often stated but rarely followed. Limiting losses is essen-
tial to becoming a successful trader. Too often traders say
they will exit a trade if it moves 200 pips against them.
However, when they are down 200 pips, they then say they
will exit once they are down 300 pips. Before he realizes it,
the trader is down 1000 pips or under worse scenarios, gels
margined out. This scenario is most common among
novice traders. and especially so in the FX market due o
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the: high amount of leverage that is charactenstic of this
industry, In order to keep these nightmares from occurring,
a trader has to develop and implement strict disciplinary
measures thal make certain thal they exit losing trades
before they turn into disasters. Letting losses get out of
hand is probably the biggest reason traders fail.

What should traders do? - Stick to
your strategy!

For example, if you are long 1 lol of EUR/AUSD at 1.0250
and prior to placing the trade. know that you cannot lose
more than $1000 on this trade, then you should place a
stop at 1.0150 and stick to it! If the EUR/USD trades to
1.0150, your stop will be triggered and your losses will be

capped. This way, if EURUSD moves to 1.0100, you will
nol be at risk of losing more money.

Rule 2: Let Your Profits Run

This is another one of the often touted but seldom followed
rules of trading. Many traders have no problems cutting
losses, but insist on exiting trades at the first sign of prafits.
However, a litlle lime passes and they see thal their small
profit could have been substantially larger had they held the
position for longer. Early exits can be a big problem.
Especially since one of the biggest weaknessas of tradars

is letting losses run and taking profits too early.  The pri
mary cause of quick exits is usually due to emotions gair-

ing control over the trader and prompting him/her to make
poor decision. The more objective and unemotional you
make your trading, the belter your results,

What should traders do? - Don't take
profits too early!

Too often, raders will enter positions originally expecting a
50-60 pip rise (or $500-5600 gain) in the spot price.
However, when their profits begin showing $100,
$150.. .traders will start considering taking their profils early
in fear of a dip back into negative territory. As a resull, they
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would close thair positions early, only o watch the curren-
cy climb in frustration, Ultimately, tha trader may be happy
thal hefshe made money instead of lose money; this type
of trading style Is whal distinguishas successful traders
from mediocre traders,

Rule 3: Keep Position Sizes Within
Reason

If you ask the average person what their idea of a suc-
cessful trader is. they will usually describe a maverick figure
who is willing to risk everything on any given trade. In real-
ity, a successful trader is one who does not swing for the
fences for every trade. They understand that trading is a
game of probabilities and that over the long-run, as long as
they implement sound strategies and stay consistent, suc-
cess will come, To be successful, a trader should never
take a position that puts substantial capital in jeopardy. In
actuality, you will rarely find successful traders who risk
maore than 10% of their account on any given trade. We
recommend that all traders implement a similar discipline,
as losses on large positions can be devastating and knock
a trader out of the game before they ever really get started.

What should traders do? - Don't bet
the bank on one trade!

For example. if you have $2000 in your account, you should
probably look to risk no more than 10% of that or 3200 on
one trade. Any more, such as 3500 will eat significantly into
your capital and would not be prudent money managemenl.
If wou risked any moare than this, you would nol have
encugh funds to comfortably place additional trades.
Rule 4: Know Your Risk vs. Reward
Ratio

Risk and Reward analysis is essential to trading. Cne of
the major problems for novice traders s that they do not
even think about risk versus reward when placing trades.
Generally, the minimum ratio should be around 2:1, mean-
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ing that for every dollar you risk in a trade, you are expect-
ing to make two in return, Poor traders will often tale 1.3
risk reward ratios or worse, and then wondenng why they
are nol making maney. With such a low risk/reward ratio,
traders may be able to generate many successful frades,
but the first string of losses will cul deeply into their capital,

What should traders do? - Make sure
your strategy is to make more than
you lose!

For exampla, if you are long USDIIPY and want to make 30
pips, do not isk more than 15 pips.  You should naver risk
30 pips to make 10 pips. Although you may profit in this
scenario, you are risking more than you are planning to
make. A continuatlon of this strategy will only lead to a
scenario where you make 10 pips on three trades, but then
lose it all on one trade,

Rule 5: Be Adequately Capitalized

All accounts should be opened with adequate funds. This
ts a fundamental, yet often overlooked precursor to trading
Losses are par of the game for all traders, but
even more so for new traders as they lend to experience
higher percentages of losing trades. As a resuit of this,
novice traders who open accounts with insufficient funds
often find themselves knocked out of the game before they
gel started. A good rule of thumb for deciding how much
to starl trading with is the & ': Test. This test poses a sim-
ple question, if you experience a 50% draw down afier B
manths of trading will you have enough left to confinue trad
ing? If the answer is yes, you probably have enough to
begin trading. I the answer is no, you should probably
wait. Another key point is to make sure you are trading with
maoney that you can afford to lose. Trading is hard enough,
but it will become that much harder if you ara trading with
funds earmarked for paying tuition or rent.

SUCCess
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What should traders do? - Make sure
that you have enough money in your
account!

For example, if you apen an account with $2000, and have
a 50% drawdown and lose 51000, all you will have left in
vour account is $1000. which is not sufficient to place addi-
tional trades. Therefore it s imporant to have enough
maney o ensure that you will not have to send in addition-
al funds o preven! margin calls.

Rule 6: Don't Fight the Tape

You have probably heard the term over a thousand times,
“The trend is your friend," but do you actually follow 17 You
would ba amazed by how many new traders get blown up
because they insist on trading against the trend. When you
think about it, short-term trading is really a simple game. If

Culars = D
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there are more buyers than sellers, you buy. if there are
maore sellers than buyers, you sell, Tranding markets are
essentially telling you who is in control and going against
them is almost always a loser's game

What should traders do? - Don't fight
the trend!

From the end of Nov 2002 to January 2003, the Euro rak
ligd nearly 1000 pips. From the chart below, you can see
thatl the trend during that time, was pretty much straight up.
Therefore, traders who were trying to fight the trend, did so
unsuccessiully. Those who consistently tried 1o find the top
in EUR/MAISD, did nothing but lose money during the 3
months. Traders who were smart enough 1o go with the
trend would have baen able to take advantage of at least a
part of the 1000 pip move.
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Money Management

Rule 7: Understand the Market
Discount Mechanism

A key concepl that novice traders have a hard time grasp-
ing is the fact that markets are forward looking and have a
discount mechanism in place. Traders who do nol under-
stand this concepl. often become disgusted with the market
and guil because "the marketl doesn't make any sense”,
Haw many times have you seen market participants expect-
ing some sor of good economic number thal comes in as
expactad, and the marke! sells ofl? New traders gel burned
trading these situations because they don't understand that
the markel already knew il was coming. Understanding
that all markets are forward looking is crucial to trading suc-
cess and will help you "demystify” the markets and their
movemeants,

What should traders do? - Know mar-
ket expectations!

For example. you think that the US consumer spending
number will be coming out weak this month, and placed a
short USD position based upon this view. Now the number
came out and is the weakest in the past 6 months, but yet
the USD rallies. You are frustrated, confused and want to
know what happenead. Most likely, despite the fact that the
consumear spending data is very weak, the markel probably
axpected an even weaker number. So in anticipation of the
number, the markel discounted the USD rates and when
the data was released, rewarded the USD for a weak, bul
vt still higher than expected number. Therefare il is impaor-
tant to keep abreast of market expectations and know what
the general consensus is for each data that will be

released. Prior to the release of any significant data, the
major financial news services will publish information on

what the marke! and/or analysls are expecting.

Rule B: Hubris Will Kill You

Cne of the worst mistakes traders make is the continual
buying of a losing position.  They will typically justify it by
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saying they are just "averaging” in 1o getl a more favorable
price, but In reality they are dooming themselves to further
fallure. As short-term traders. capital preservation is the
maost impartant, and putting too much at risk jeopardizes
success. In short term trading, If a strategy is night, the
rarket should move in the comect within a reasonable
short amount of time.  If the strategy is wrong, then short
term traders should suck it up and move on. There is no
room for too much pride in shor-term trading.

What should traders do? - Never add
to a losing position!

For example, consider that you are short EUR/USD at
1.0100 and the market rallies to 1.0150. You decide that
the EURMISD is siill weak and will comect, so you sell
another lot at 1.0150. The market rallies to 1.0200, you fig-
ure that if you sell again, your average will be 1.0150, and
you'lll make money because this rally is due for a correction.
The market then rallies 1o 1.0250 and you gel margined out.
If you are a shor-term trader, you should have closed your
position much earlier than 1.0250. The decision to add to
your losing position, or averaging down has killed you
rather than given you the opportunity to gain back all of
your losses as soon as the market rallies more than 50
pips.

Rule 9: Trading Is A Game Of
Probabilities

As a trader, you cannol be correcl 100% of the time.
Especially as a new trader, thera are many times where you
are going io be wrong. It is how you deal with failed trades
that will determing your overall success. If you can't deal
with being wrong and react pooriy to setbacks, then trading
may not be for you. Good experienced traders roll with the
punches and don't whine when they are wrong. They
understand trading is a game of probabilities and if you do
the right things in the long run, you will come out ahead.
Make this your mantra and trading success will follow.
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What should traders do? - Learn From
Your Mistakes!

Treat each failed trade as a learning opportunity and figure
out what you did wrang. You can'l possibly make money on
avery trade you place, especially If you are a new tradear
The correct mentality 1o have is you win some, you lose
some.  Hopefully, with proper money management, the
ones that you win will cover the losses that you have
incurred on the ather trades.

Rule 10: Chasing.....A Bad ldea

It is 1:00am and you see a nice trade setling up on your
charts, You mark it down in your notebook and decide o
trade it tomorrow if it sels up. When you wake up the next
mormning, you see the trade did exactly what you thought it
would, the pair Is now 150 pips past your entry. What do
you do? Poor traders can't stand the fact that they missed
the trade and will enter the market regardless of the fact
that it has gone many points past their entry point. The
result is typical. They end up getting in just as momentum
changes and incur large losses. Markets are always mov-
ing, especially in foreign exchange. Missing trades is a par
of trading, accepting it and having the discipline not to
chase will save you griel and your P&L money.

What should traders do? - Move on!

Has this happened to you? You wanted to buy EUR/MUSD

when it breaks above 1.0500. You wake up the next morm-
ing and find that it indeed did break and is now trading at
1.05850. You decide to buy, the EUR/UJSD hovers arcund
1.0550 after you've bought it and then starts to head back
towards 1.0500. It's unferiunate that you missed such a
great trading opporunity. However, good trading opportu-
nities are available all the time, especially in the FX market.
Most clients who chase a losing trade will do so at the
wrong time, just when the market is turning. Simply
remember, that there will ALWAYS be other attractive trad-
ing opporiunities.
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Rule 11:
Trade

Know Why You Are In The

It's amazing how many traders put positions on, but have
no idea why they did it Impulse trading can be a big prob-
lam for traders and causes them o lake unnecessary sk,
Impulse trading can stem from many things but usually is
due lo poor planning or a compuilsion lo always be in the
market. Knowing first why you placed a trade is the back-
bone of your success. In other words, if you don't know why
you are in a trade, you have no business being in the lrade.
Religiousty keeping a trading log will prevent this problem
from festering.

What should traders do? - Keep a
Trading Log!

You wanl to have a rationale for every trade you place,
including the risk and reward you plan on attaining per
tracte. This will supply you with a sofid retaliation sirategy
when a trade goes for or against you. In other words, as
s00n as you place the trade, you should mark it down in
your trading log, with the reason why you placed the trade
and where your stop is. This way, you can keep track of
which strategies work for you and which do nol. For exam-
ple, if you find that trading breakouts work successiully for
you based on historical trades, then in the future, you may
wanl to look actively for these opportunities.

Rule 12: If The Logic Goes....You Go

If the reason you entered a trade disappears, there is no
reason to stay in the trade. Many young traders will see
their reason evaporate but still stay in the position until they
are stopped oul Poor traders don't like 1o admit they are
wrong. Continually doing this is cbviously detrimental to you
and your P&L. Good traders condition themselves o get
out. |fiheir reason reappears they can always reenter the
trade at @ more opporiune time but without having to be
exposed why they wail for this opportunity to reappear,



Part 5: Trading Rules to Live By

Money Management and Psychology

What should traders do? - Admit Your
Mistake And Close The Trade!

For example, you buy AUD/USD at 0.5575 because it broke
oul of a trading range. The break out tevel is 0.5560. Alter
the breakout, the AUD/USD heads back lowards 0.5560,
You think it is simply testing the previous breakout level and
will find support there, so you slay in the trade. Then
AUDIUSD declines to 0.5545, you now think that its just
short term market noise and will rally back above 0.5560 in
no fime. The AUD/USD then moves to 0.5525, the break-
out failed, yet you are still in the trade. In actualily, the
breakout truly failed when AUD/USD broke back below
0.5560. Fear of losing money and irrational hope that it will
rally back to where you bought it kept you in the trade.
What you nead lo do is keep rational, know your exit levels
on each trada, and stick o them! | the logic goes, you go!
Rule 13: Have A Maximum Drawdown
Bad days are a part of trading. Good traders leam 1o live
with them, bad traders dont. Good traders implement
strategies that keep them from losing too much. Poor
traders insist on "trading their way out of it” and then occa-
sionally turn bad days into catastrophic ones. The lesson
here is simple, if you experience 4-5 losing trades in a row,
something is not working and you should take a break. |f
you are a day trader, go outside for a few minutes. If you
came back and things start to work out, great.  If not take
the day off. If you swing trade, and you have a few days of
naothing but losing trades; take a day off. Poor trades affect
us no matter how unemolional we are and many traders do
let it get to them. Tima away from trading will clear your
mind, heal the wounds and get your emotions and strategy
back on lrack

What should traders do? - Don't Be
Afraid to Take A Break!

Consider this: Every trade you placed for the past 3 days
has been losing trades. You are frustrated and feel as if
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you can'l gel back on the winning streak you experienced
earlier. You are confused, lost and don't know what (o do.
Then, take a break from trading! You do not need to trade
avery day, especially if you have a lack of confidence in
your trades. There is nothing wrong with stopping for a faw
days 1o clear your mind and rethink your stralegies. Most
likely, after this break, you will be able to assess what you
did wrong and return o trading with renewed confidence
and more solid strategies.

Rule 14: Study, Study, Study

Trading is a business and should not be taken lightly. Like
any other business, understanding it will take a lot of time
and effort. Most people however, do not want to hear this
and focus their time and energy looking for an easy short
cul. Sucecessful traders think and know different. They
realize there Is no holy grail and spend hours studying his-
tory, the markets and new trading techniques. Constantly
reading about the markets will increase your marke! com-
prebension and rapldly advances you up the trading leaming
curve

What should traders do? - Research
and Analysis!

This is the only true key lo trading. Don't trade based upon
"other people’s" ideas. Take trading seriously and make
sure you know why you are placing each and every frade,
To do this, you need to dedicate time and research to com-
ing up with solid trading sirategies. This may include basic
research such as reading the Financial Times every day ta
more detailed research such as thoroughly assassing
charts. Either way, successful traders are on top of the
market and know what factors will mova the market so that
when marke! condition changes, they will know exactly how
to react.
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Account: A record of transactions of goods and services owed to one person by another.

ADX (Average Direclional Index): Uniltke most oscillators, ADX does not attempl lo gauge the direction of the trend;
instead, it works to gauge the strength of the trend. ADX operates on a scale of 0 to 100; the higher the oscillator,
the stronger the trend

Agent: An intermediary or person hired to camy out ransactions ‘on bahall of anolher person.

Aggregate Demand: Total demand in-an economy, consisting of government spending, private/consurmar and busk
ness invesiment

All or None: Refers 1o requests for a broker to fill an order completely at a predetermined price or not at all. Refers
to both buy and sell orders.

American Option: An option that can be exercised anylime during Its life. The majority of exchange-traded options

ara Amencan.

Anonymous trading: Visible bids and offers on the market without the identity of the bidder-and seller being revealed.
Anonymous trades allow the high profile investors to execule transactions without the scrutiny. and speculation of
the market.

Appreciation: An increase in the value of a curmency in response 1o markel demand

Arbitrage: When a price differenlial arises, creating an opportunity 1o profit through buying and selling. Arbltrage is
a "riskiess” opportunity to profit, as there s no uncentainty involved. In regards o tha foraign exchange market, arbi-
trage arises when a profil can be made through differentials in exchange rates. Arbitrege opporunities in the foreign

axchange markel are rare

Ascending Triangles: A bullish continuation pattern that is shaped like a right triangle consisting of two ot more
equal highs forming a horizontal ine al the lop.

Asian Option: An option whose payoff depends on the average price of the underlying assel over a certain period
of time. These types of option contracis are atiraclive bacause they tend 1o cost less than regular American oplions.

Ask Rate: The lowest price thal shares will be offered for sale, such as the hid/ask spread in the foreign exchange
market.

Ask Siza: The number of shares a seller is willing (o sell at hisfher ask rale

Assel Allocation: The diversification of one's assels inlo different sectors, such as real estate, stocks, bonds, and
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forex. to optimize growth polential and minirmize sk

Assal Swap: An inlerest rate swap used to alter the cash llow characteristics of an Institution's assets in order o
provide a batler match with its labilities

Atlarney in Fact: A person given the right or authority to acl on behall of another to carmyout business transactions
and implement documenis

Authorizad Dealer: A financial institution or bank authorized to deal in foreign exchange.

Automalic Exercise: A procedure implementad to protect an option holder where the Option Clearing Corporation
will automatically exercise an "in the money" option for the holder.

Away From the Market: When the'bid on an order is lower {or the ask price is higher) than the current market price
for the seourity,

Back Testing: The process of designing a trading strategy based on hislorical data. It is then applied to fresh data
to see T and how well the strategy works. Most technical analysis is testad with this approach,

Balance/Account Balance: The net value of an account,

Balance of Payments: A record of all transactions made by one particular country with others dunng a cerain lime
pefind. It compares the amount ol economic transactions betwean a countny and all other countries. This mcludes
trade balance, foreign investmenis, and investments by forsigners.

Balance of Trade: Net flow of goods (exports minus IS imports) belween two countries.

Bank for International Ssttlemenis: The BIS is an intemational organization fostering the cooperation of ceniral
banks and International financial institutions. Essantiglly, the BIS, locatad in Basel, Switzarand, is a central bank for
central banks. It monitors and collects data on international banking activity and promulgates rules concaming infer-
national bank reguiation.

Back Office: Refers to the administrative arm of financial service companies, who camy out and confirm financial
transactions. Duties include, accounting, seltlemenls, clearances, regulalory compliance and record maintenanoe.

Balance of Payments! Record of all iransactions, such as trade balances and capital llows, carried oul by a county
with the rest of the world within a cerain period

Bar Chart: 'On a dally bar chan each bar represenls one day's aclivity. The verbcal bar is drawn from the day's high-
est price 1o the day’s lowest price, Closing price and opening price are representad by ticks on the bar
Base Cumency: In general lenms, the base cumrency s the currency in which an investor or issuer maintains its book
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of accounts. In the FX markets, the US Dollar is normally considerad the 'basa’ currency for guotes. meaning that
quoles are expressed as a unil of 51 USD per the other currency quoted in the pair. The primary exceplions 1o this
rule ara the British Pound, the Euro and the Australian Dollar

Basis: The difference between the cash price and the fulures price.

Basis Point: Measure of a bond's yield equal to 1/100th, A 1% change in yield Is equal to 100 basis points and 0.01%
is equal to one basis point.

Bear: Investor acting on the beliel that prices or the market will declina

Bear Market: Any markal that exhibits a declining trend. In the long run they have a down turmof 20% or maore.
Bear trap: A bear trap ocours when prices break below a significant l2vel and genarate a sell signal, but then ravers-
es direction and hence invalidate the sell signal. Bear traps serve as opportunilies for reversal traders, whereas
trend/miomantum traders will suffer losses due to the change in direction,

Bid; The price an investor is willing to pay for an asset.

Bid/Ask Spreatl: The differance belween the bid and the ask prica.

Big Figure: Refers to the first number o the lefl of the decimal poinl in an exchange rate quole, which changes so
infrequently thal dealers often omil them in guoles

Bollinger Bands: An indicator that allows users to compare vaolatifity and relative price levels over a period time. This
indicator consists of three bands designed to encompass the majority of a security’s price action: a simple moving
average in the middle; an upper band 2 standard deviafions away from the simple moving average (usually sel lo a
time frame of 20); and a comesponding lower band that s also 2 standard deviations away Trom the moving aver-
age. Since the band widlh is a Tunclion of standard deviation, assets with grealer volatility will have wider bands

Bonds: Bonds are debl instruments used 1o raise capital, which are issued for periods gresier than one year

Bondholders are loaning maney (invesling in debl) to.companies and governmenis, al the end of which they will be
paid a specified interest rate. Bond prices are inversely related to inlerest rates; as interest rates rise, bond prices
fall. There are numemus types of bonds, including treasury bonds, notes, and bills; municipal bonds and corporale
bonds.

Book: Recording of the total positions held by a trader or desk
Breiton Woods Accord (1944):  This accord established a fixed exchange rate regime, whose aim was io provide

stability in the world economy after the Greal Depression and the WWII. This accord fixed the exchange rates of
major currencies o the US dollar and set the price of gold to $35. The accord required central bank infervention 1o
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maintain the fixed exchange rates: The US Central Bank was requirad to exchange dollars for gold, which aventu
ally let lo the demise of this system, when the demand for the dollar declined, as well as the gold reserves, forcing
Nixon to stop the exchange of dollars for gold, effectively ending the systam in 197 1.

Broker: Individual or frm acting.-as an inlermediary 1o bring together buyers and sellers typically for 8 commission
orf fee.

Bull; Investor who expects markets or prices (o rse.
Bull Market: A market where prices are rising or are expected 1o rise.

Bull Trap: The opposite of & bear trend; ocours when indicators suggest for an uptrend, bul the market reversas iis
momentum and begins o fall again.

Bundesbank: Gerrnany's Central Bank.

Buy a bounce: A recommendation to instigate a long trade if the price bounces from a cerain level.

Buy break: A recommendation to buy the currency pair if it breaks the current level specified

Buy slops above: A recommendalion to enler the markel when the exchange rale breaks through a speciic level
The client placing a stop entry order believes thal when the markat's momentum breaks through a specified level,
the rate will continue in that direction,

Cable: Term used 1o describe the exchange rate betwasan the US dollar and the Bhtish Pound

Candlestick Charts: ldentical to a bar char in the informalion conveyed, but presented in an entirely different visu

al contexl. The candlestick encapsulates the open, high, low and close of the trading period in a single candie

- If the close is above the open, the actual candle is either hollow or blue in color.
- If the close is below the open, the actual candle is filled in or red in color.

Capital Markets: Markets in which capital (slocks, bonds, efc.) are traded. Usually for medium or long lerm invest-
ng.

Carry Trade: An investment position of buying a higher yielding curmency with the capital of a lower yielding curren-
Gy o gain an interest rate differential.

Central Bank: A banking organizaiion, usually independant of govemment, responsible for implementing a country’s
monetary policy and for printing money
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Channal: Anupwards or dewnwards trend whose boundaries are marked by two straight lines. A break above/bealow
the channe! lines signals a potential change in the lrend.

Chartist: Refers to a technical analyst or one who analyses charsfgraphs and dala (o uncover potential frends.
Claaring: Refers to the setllements/confirmations of trades.

Close a Position (Posilion Squaring); Refers to getling rid of a position, either by buying back a shorl position or sell
ing a long posiion,

Commission. A fee charged by broker or agent for carmying out transactionsi/orders.

Confirmation: A written documeant verifying the complation of a trade/iransaction to include such things as dale, fees
or commissions, setilement lerms and the price,

Confirmation on a chart: A subsequent indicator or charl pattern, following an initial alert lo a trade opportunity,
which serves Lo legitimize the initial alert. Confirmation of a frade is believed to reduce the risk associated with that
trada

Contagion: Term used to describe the spread of economic crises from one country’s market to other countries with-
in closs geographic proximily. This term was firs! used Tollowing the Asian Financial Crislks in 1897, which began in
Thailand and soon spread to other East Asian economies. It now is used to refer lo the recent cnsis in Argentina
and ils effects on other Latin American countries.

Continuation; Represents an extension of the trend. The trend continues to have momentum, and hence it moves
onwards without reversal

Contract (unit or Jat): The standard trading unit on cerain exchanges. A standard lolin the forex markst is $100,000.

Convertible Currency: Currencies thal can be exchanged for other currencies or gold

Correction;: Tha term used for the rationale that a directional movement would have a partial reversal due to the facl
that momentum tends to “overshoot” itself; hence thers will be a "correction” of the trend to bring the asset back o
a fairer markal valuation.

Cost of Carry: When an investor borrows money 1o-sustain a position. There is a cost for bomowing denved from
the interest parity condition, which is used to determine the forward price.

Counterparty; A participan], aither a person or an institution, involved in one side of a financhal ransaction. With such
transaction there is an assoclated risk (counterparty risk) involved that the countarparty will not be able to mesat the
terms outlined in the contract.  This sk is usually default risk
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Country Risk: Thea risk that a govarnmeant might defaull on ils Tinancial commitments/contracts, which typically caus-
&= harms to other areas of the financial sector, as well as thosa In olther coundries.

Cover on a bounce: A recommendation {o exit trades on a bounce oul of a support laval,
Cover on approach: A recommandation 1o exil trades for profit on approach 1o a8 support fsvel

Cradit Checking: Before making a large financial transaction, it imperative to check whether the counterparty has
enough avallable credit 1o carmyouthonor the transaction,  Credil checking refers lo the process of verilying thal
countarparly has enough credit. The check is inilisted after the price has been determined.

Cradit Netting: Agreements thal are made 1o avald having to continually recheck credit, usually established between
large banks and lrading institutions

Cross Rate: Refers to the exchange rate betwaean two counthies’ currencies. Cross rates usually refer to pairs guot-
ed thal do nol include the domestic currency. For example, in the US, the EURAPY rale would be calied a cross
rate.

Cup with Handle: Named after the resemblance the formation on the chart bears to a cup and handle, this pattem
offers insight into where a bullish rend can begin. Once the pattern begins to curve upward and reaches the cup
line, the assal is believed to be bullish and sl for a rise,

Currency: Notes and coins issued by the central bank or government, serving as legal tender for trada

Cumrency (Exchange Rate) Risk: Risk assoclated with draslic changesfucluations in exchange rates in which one
could incur & major loss,

Daily Charts: Charts that encapsulate the daily price movement for the currency pair traded. Since the currancy mar-
kel operales 24 hours a day, the daily charl typically runs from 5 PM New York time (o the same time on the follow
ing-day.
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Daily Charts: Charts that encapsulate the daily price movement for the currency pair traded. Since the cumency mar-
ket operates 24 hours a day, the daily charl typlcally runs from 5 PM New York time 10 the same tima on the follow-

ing day.

Day Trading: Relers 1o the process of entering and closing oul frades within Lhe same day or trading session

Dealar: One who places the order to buy or sell. A dealer difiers from an agent in that it takes ownership of the assel,
and theraby is exposad to some sk

Deficit: An excess of liabilities over essets, of losses over profils, or of expenditure over income
Dalivary: Term used 1o describe the exchange by both parties (buyer and seller) of the raded currency

Deposit: Refers io the process of borrowing and lending money. The deposil rate Is the rate al which money can be
borrowed or lent.

Depreciation: The dacling in the value of an assel or curmency.

Dearivalive: A security derived from another and whosa value is dependent the underlying security from which # is
derived. Examples of derivatives are fulure contracts, forward contracts and options. Underying securilies can
include stocks, bonds or currencles. Derivalives can be traded and are usually used o hedge portfolio risk
Descanding Triangles: A bearish continuation pattern indicating distribution consisting of two or more comparable
lows forming a horizontal line at the bottom. Descending triangles are bearish pattermns thal indicate distribution.
The definitive bearish signal of a descending triangle is when support on the lower rung of the triangle is broken

Devaluation; When the value of a currency is lowerad against the other, |2, it takes more units of the domeslic cur-
rency 1o purchase a foreign currency. This difiers from depreciation in that deprecialion occurs through changes in
demand in the forsign exchange markel, whereas devalualion typically arises from govamment policy. A cummency is
usually devalued 1o improve the balance of trade, as exports become cheaper for the rest of the world and imparts
more expansive to domaslic consumers.

Dirty Float (Managed Float): An exchange rate system in which the currency is not pegged, but is "managed” by the
cantral bank to prevent extreme fuctuations in the exchange rate. The exchange rate is managed through changes
in the Interest rale 1o aitractdetract capital flows or through the buying and selling of the currency. This'system is
pontrasted with a Pure Flaat in which there is no central bank intervention and the axchange rate Is entirely deter-
mined by the markel and speculation.

Double Top and Bottom: A double top and bottomn implies an upper limit - the top - and and lower limit - the bottom
- which the currency pair has touched twice bul has failed o penetrate. Accordingly, the assel can be expecied to
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trade within this range. or, il thare i5 a breakoul, the movement is expacted o be subslantial

Dow Theory: One of the first ideas that formed the beginnings of technical analysis, the Dow Theory holds that all
major trends can be sub-divided into three phases: entrance, wheraby savwy marke! participants enter the market;
acceleration, whereby a slew of additional parlicipants see the trend and enlar the market, thersby accelerating the
trand; and consolidation, a period characterized by the initial participanis exiting their trade.

Economic Indicator: &n economic statistic used to indicate the overall health of an economy, such as GDP, unam-
ployment rates, and trade balances. Used in fundamenlal analysis of foreign exchange markets to speculate against
the direction of an exchange rate

Economic Exposure: When the cash flow of a country is vulnerable 1o changes in the exchange rate.

Efiicient Markels: Markets where assets are fraded in which the price is indicative of all cument and relevant infor-
mation and thus it is impossible to have undervalued assets

The Efficient Markat Theony, The theory that the curmend market price reflects all information and expectations
regarding the currency pair in question, The theery also assumes that the market cannol overprice or underprice an
assel, and hence the current price is the comect valuation at the time.

Elliot Wave Theory: A theory based on'the notion thal the market moves in waves, which consist of trends followed
by partial corractions. The Elliot Wave Theory stated that there are' 5 waves within an overall trend.

Envelopes: While Bollinger Bands place boundary lines based on standard deviation, envelopes place lines at fixed
perceniage points above and balow a moving avarage line. The upper and lower limits specily entry and exit poinls
for traders,

End of the Day (Mark to Markst): Accounting measure, refering to the way fradears record their positions. There are
two ways thal a trader can record his positions: the accrual system in which only cash flows are recorded and the
mark Lo markel method, in which the value of an assel Is recorded al the end of each trading day at the closing rale
or value.

Equilibrium: A price region that suggests a balance between demand and supply for an currency pair in the mar-
ketplace

Estimated Anmual Income: The expectad yearly samings

Eurg: The new monetary unil of the European Monetary Union used by twelve countries in the European Union. it
is now the legal tender of those countries as of January 2002. Those countries include Garmany, France, Beigium
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The Netherlands, Luxembourg, Spain, Portugal, ltaly, Austria, lreland, Finland and Greace.
European Central Bank: The central bank of the EMU, responsible for the monetary policy of all member countries,

Eurppean Monelary Unlon: An institution of the EU, whose primary goal Is o establish a single currency (the euro)
for the entire EU

Exponentially Weighted Moving Average (EMA). While the simple moving average distribules weighl equally across
the data senes, exponentially weighted moving averages place greater weight to more recent data. As a result, they
are more recen! assel movemenl, as opposed 1o assuming an unbiased view.

Federal Deposit Insurance Corporation: A reqguiatory agency of the US created to overses that bank deposils ane
insured against bank failures. | was crealed in 1833 Lo restore confidence in the banking syslam. IL insures up lo
LIS $100,600 per banking institution.

Federal Reserve/Fed: The cenlral bank of the United States. responsible for monetary policy

Fibonacsl Mumbers: Derived from a sequence of numbers in which each successive number is the sum of the two
previous numbers, Fibonacel numbers are used frequently in hypothesizing which rates assets will gravitate towards.
MNamely, there are four poplilar Fibonacel studies, arcs, fans, retracements, and time zones,

GTC [Good-il-Cancelled); Refers 1o an order given by an investor to'a dealer lo buy or sell a securily al a fixed price
that is considerad "good” until the inveslor cancels il

Head and Shoulders Pattern: A pattemn resembling two peaks (the shouldsrs) with a highar peak batwean the two
shoulders (the head). The necklina, or the bottam boundary that both shoulders reach, is regarded as a key poin
iraders can use o enter/axil positions.

Hedge/Hedging: Strategy to reduce the risk of adverse price movements on one's portfolio and lo prolect against
the volatility of the market. Hedging typically involves salling or buying at the forward price or taking a position in a
related securily. Hedging becomes more pravalant with increased uncertainty about current market conditions.
High/Low: Refers to the daily tradad high and low price

Historical Volatility; A measure of the change in price ovar a specified time frame. Higher volatility suggests thal the
assel s more likely to trade within a wider range, while reduced volatifity suggests the asset will trade in a tighter

range

Inflation: Refers to'the increase in prices (price leval) and wages over lime that decrease purchasing power. [Lis cal
culated from changes in the price index, usually a consumer price index or a GDF deflator

Initial Margin: The percentage of the price of a security that s required for the initial deposil to enter into a position
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The Federal Resarve Board requires & minimum of 50% inifial margin, For fulures contracts, the markel detenmines
the initial rargin

Inlerbank Rate; The rate al which the major banks (Deutsche, Citihank, Bank of Tokyo) trade in foreign exchange.

Interest Parity: Theory that says that the differenoe in interest rates across countries should be equal tothe differ-
ence betwean the forward and spol rate.

Interest-Rale Swaps: The process of changing the form of debls held by banks or companies, in which they trade
debisfloans fixed rates for floating rates (or vice versa) in another country,

interest-Rate Swap Points: The Interest rate can be determined through the difference in the bid and offer price of
an exchange rate. if you are Inoking al the EUR/USD exchange rate and Lhe offer price is higher than the bid price
than Europe's inlerest rates are higher than US interes! rales.

Intermarkal Analysis: An analysis of anunderlying assel that incorporales examinations of vanious markels, Namely
four marksts are examinad; cumencies, commodities, stocks. and bonds. Intermarket analysis is cantared on the
idea that the four markels are corelated

ISDA {International Swaps and Derivatives Association): Organization defining the lerms and conditions for trade in
derivativas

Leading Indicators: Such statislics as unemployment rates, CPI, Federal Funds Rate, retall sales, personal income.
discount rate and the prime rale that are used to predict economic activity.

LIBD: Stands for the London Interbank Offer Rate, and is the mate al which major international banks lend 1o one
anothar. It is widely usad as the benchmark for shart-term interes! rates

LIFFE: London International Financial Fulures Exchange, made up of the three largest future exchanges in the UK,

Limit order: An order with restriclions on the maximum price to be paid or the minimum price (o be received. As an
example, if the currant price of USD/YEN is 102.00/05, then a limit order {o buy USD would be at a price below 102.
{le. 101.50)

Liquid and Iiliquid Markets: A liquid market is one in which changas in supply and demand have litlls impacl on the
assel's price. It is characierzed by many bids, offers and playersfiraders, low volatility and tight spreads. lliguid mar-

kels have less players and larger spreads.

Liguidation: The process of ciosing out long orshort positions by offsetling transactions. Also refers fo the process
of selling all assels of a bankrupl company 1o pay off first creditors and then shareholders
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Liguid Assets: Those assats, usually short dated assets like Treasury Bills that can easily ba turnad into money
Liguidity: The ability of a markel to accept large transaction with minimal to no impact on price stability

Long (Position): Refers to the ownership of securities. commodities or currencies, In which there s no inlent to sell
due to speculation thal the price will rise.

Margin: A peroentage of the total value of a transaction that a trader is required to deposit as collateral. Buying on
margin refers to investing with borrowed funds, and the margin requirement insures against heavy losses.

Margin Call: This is a call by a broker or dealer o raise {he margin requiremenl 'of an account. The call is typically
made after the valus of a security (securities) has significantly declined in value

Markel Maker. A broker-dealer firm that owns shares of a security and is willing to buy and sell al the quolad bid
and ask prices. The firm lists buy and sell prices 1o attract customers

Markal Order; An order 1o buy or sell a stock at the best available price,

Markel Risk: The risk associated with investing in the market and cannot be haedged or avoided

Maturity: The date that the security is due lo be redesmed or repald.

Mine and Yours: Terms used to signal when a trmader wants 1o buy (mine) and sell (yours)

Momentum: The term has two meanings: (1) a trading style by which tradars go with the direction of the cumanl
trend; and (2} a technical indicator which measures the rate of change of an assel over a ghven time frame. The far

mika for the momenium indicalor is as follows:

Money Markat: Highly liquid markets for short-term investing in monetary instruments and debts, typically maturing
in less than one year. Because of lamge transaction cost relative 1o potantial intarest, transactions ocour in large
amounts and thus participants are mainly banks and other large financial institutions.

Megative or bearish divergence: Occurs when two or more indicalors or chart pattems do nol yield the same analy-

IS,

Net Worth: The difference between the values of assets and liabillties. For public companias this is refemad to as
shareholder equity.

Cfi-Balance Shest: Financing or the raising of money by a company that does not appear on the company's bak
ance sheel, such as Interest Rale Swaps and Forward Hate Agreamenis.
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Offer: The price (or rate) at which a seller is willing to sell at.

Offsetting Transaction: When a trader entars an equivalant but opposite position to an almady existing position,
thereby balancing his positlons. An offsetling transaction lo an inilial purchase would be a2 sale.

Dne Cancets Other Order (O.C.0. Order): An order thal through its exaculion cancels the other par of the same
order

OpenfOpen Position: An order that has yel 1o be execuied and s siill valid. An open position puts a trader al risk if
the market prices rise or fall, i;e. the trader is vulneratle 1o movements in the exchange rale

Opean Order: An order to buy or sall that remains valid until it is executed or cancelad by the customer. An order thal
is executed when Lhe price ol a share or currency reaches a predetermined price.

Options: These are tradable contracts giving the right, but not obligation; to buy or sell commodities, securities or
currencies al a fulure date and al a prearranged price. Oplions are used to hedge against adverse price movements
or to- speculate against price rises or falls. Holding options is riskier than holding shares, but offer potentially higher
relurms.

Order: An instruction by a customer 1o @ brokerftrader to buy or sell al cerain price or markst price. The ordet
remains valid until exacuted or cancelled by the customer,

Overbought: A term used to characterize a market in which assel prices have risen at a pacs thal is above typical
market accaleration, and hence is due for a retracement; The EURUSD chart above is a good example of an over-
bought condition,

Owernight; A position thal remains open until the start of the next business day.
Owversold: The opposite of oversold; exists when the price of a market decelerates al an abnomally fast rate, and
hance is due for an upwards reversal.

Crearr-the-counter Markat: A markel not regulated by a slock exchangs; such as the United Stales’ NASDAQ. Over
the-counter refers 1o a stock not traded on an exchange, typically resulting from the company's inability to meat the
requirements. Over-the-counter securily fransactions are made directly between brokers.

Parabalic SAR (Stop and Reversal) Funclioning best in trending markels, Parabolic SAR specifies where traders
should place thelr slops. If Parabolic SAR s above the markel rate, the recommeandation is 1o short; if it is balow,
the recommendation is 1o go long. The specific point on the chart where the Parabolic SAR lies is and indication of
where the stop should be
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Pegging: Whean a country fixes the exchange rate to another country’s currency, usually 1o achisve price slability
Mos! countries that peg thelr cumencies do so against the US dollar or the Euro.

Pip (Points): The smallest amount an exchange rate can movea, yplcally .0001.

Point & Figure ("P&F"): Unlike conventional bar, candiestick, and ing charts, Poinl & Figure chans compistely dis-
regard the passage of time, opling only o display changes in prices. Tha chanl instead emphasizes on illustrating
(1) reversals in trends and (2) solid support and resistance lines.

Fut/Call Ratio; Calculated by dividing the number of put options traded by the number of call options traded for a
parlicular assel, the put/call ratio offers insight inlo expectations of the options markel. For currency pul/call ratio
ook at the IMM data which comes out every week al the CME website.  htlp/fwww.cme.com/iprices/monthly vol
ume_aclion.cfm

Folitical Business Cycle: A theory that explains changes in the economy as a resuft of political tactics before and
after elections. To gain voler support politicians will often expand the economy prior (o eleclions and Implement

reforms just after the elections 1o avoid punishment by the polity

Political Risk: Risk that changes in govermment policies will negatively impact an investor. Political Risk is especial
Iy prevalent in third world countries

Fosition: Tha amounl of cumency or security owned or owed by an investor
Premium: The amount added to the spot price of a currency to get the forward or fulures price.

Price Transparency: Reters to the degree of access 1o information regarding bids and offers and respeciive prices
Ideally, every investorirader would have equal access to all information

Quote! The offer price of a securty

Rate: The price of one currency in terms of another (exchange rate)

Realized and Unrealized Profit: Unrealized profit is a gain from an increase in the price of an asset that has not been
cashed in. Realized profits are made from the cashing in of the unraalized gain,

Ractangle: Similar to the consolidation portion of a flag patiern, a reclangle is a conlinuation paltarn denoling a
rading range characterized by strong support and resistance lines. Unsurprisingly, reclangles are often known as

trading ranges; consolidation zones: or congestion araas

Repurchase (REPQ): Repos are shorf-term money marksl instruments, The trader sells a security (govemmant




Appendix

ary of Foreign Exchange Terms

gacurity) and buys it back only after a short penod of time, typically only ovemnight. Repos are primarily used rajse
short-lerm capital,

Resistanca: A prica leve! al which a currency pair has had rouble breaking, and hence consolidation is expecled. If
the resistance line holds and the currency pairrefraces, the sellers have outnumbered fhe buyerns; on the other hand,
buyers have cutnumbered sellers if the resistance level is broken, and momentum may allow for a strong continues-
tion of the trend.

Retracements: Synonyrous with 1he term correction; used to denole a lemporary reversal in the overall trend of the
markel to accommodate for excessive acceleration or deceleration of assat price movemant.

Retracement of an Up Trend

Revaluation: An increase in the exchange rale for a cumrency as a resull ol central bank inlervention. Cpposile of
Deavaluation

Revaluation Rates: The markel rates that are usad by traders in the evalustion of the gains and losses in their
actounts each day,

Reversal: A pattern that suggests a polential shift or deceleration of the current trend. A reversal of an up move
will be reflecled in a downward price movement.

Risks: Uncertainty in the possible oulcomes of an action, i.e. possible retums on an investmenl. Risk is mos!l com-
monly measured from the variance of possible outcomes. Higher risks are assodated with higher rates of returmns
typically in order lo induce investment in riskier venlures.

Risk Capital: The capital thal an investor does nol need to maintain his/her Iving standard

Risk Management: Term 1o describe when a trader will use analysis and other trading techniques to avoid substan
tial risks to his portfolic.

Rollover: Refers 1o a procass ol reinvesting in which at the expiry the setilement s postponed until 2 later date. The
cost of the process is measured by the interest rate differential between the two curmencies,

Rounding Top and Bottom: Similar 1o a Cup and Handle pattemn, a rounding 1op signifies a rounded resistance line
and a baarish overall trend. Altermatively, a rounding bottom is a bullish for which the bottom curve can serve as a
support line. Both patterns are bast-sulted lo longer-term analyses.
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Rounding Top Patlem

RSl (Ralative Strangth Index): An oscillator thal measures the size of recent upward trends against the size of
downward trends within the specified lime frame. High RSI scores - above 70 or perhaps 80 - indicals thal the cur-
rency |s oversold, and hence due for a reversal. Allematively, low RS| scores indicate that the currency is over-
bought, and hance due Tor afall in pnce.

Settlement: The aclual finalization of & contract in which the goods, securilies or currencies are paid for or dalivered
and the transaction s enterad in the books,
Short: The selling of a borrowed security, commeodity or currency. Traders sail when prices are expecled (o fall

Shor Pasition: A confract to sall securities, commodities or curencies al a future date and at a preamanged price
At the expiry date, if the spot price is below the contract price, the holder of the contract will make-a profit and If the
spol price is-ahove the contract price, then there is the potential to make a huge loss.

Spike (high or low): A significantly lower low or higher high within a data senes. Foints whare an cumency spikes
often signify a potential reversal in the direction of the trend, and hence can be valyable tools in analyzing a chart
Spot Market: A market in which commodities, securities or currencles are immediately deliverad.

Spot Price: The curment market price
Spread: Thea difference betweean the bid and offer price that Is offerad by a markel maker

Sterling: Refers to the UK cumency, the Pound.

Stochastics: Like RSI, stochastics s @ momentum indicator that indicates overbought/oversold levels. High levels
(abowve 70 or 80) are indications 1o ehler short orders; low levels (below 30 or 20) are indications to buy. Like all osail
lators, stochastics work best

A momentum indicator that measures the price of a securily relative o its high/low range over a sel pariod of ime
The indicalor fuctuates between 0 and 100, with readings below 20 considered oversold {bullish) and readings
above B0 considerad overbought (bearish).

Stop Order (Stop-Loss Order): An order used 1o hedge agains! excessive loss in which a position is liguidated at a
specific, prearranged price.

Support: The opposite of support; a point in a chart where a currency pair has repeatedly had trouble falling
beneath. When a currency pair "tests™ support but does not break 1. buyers have outnumbered sallers: altemative-
ly, sallers have gained control of momentum if support is broken and the currency pair continues (o plunge down:
ward
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Swap: Whan & trader exchanges one currency for another, holding it for only a short perod. Swaps are typically used
lo speculate on Inlerest rale movements. Il is calculated using the inlerest differentials belween the two currencies

Swap Spread: The difference betweean the negotiated and fixed price of the swap. The size of the spread depends
on market supply and participaling parties’ credit

Symmetrical triangle: Also referred (o as a coll, usually forms during a trend as a continuation pattern. Il conlains al
least two lower highs and two higher lows. At the time these poinls are conjoined, the lines converge as they are
extanded and the symmetrical triangle takes shape. One can also think of il as a conlracting wedge, wide al the

beginning and narrowing over lime.

Technical Analysis: A tachnique used 1o try and predict future movements of a security, commaodily or currency,
based solely on past price movemeanis and volume levels. It examines charts and historical perfformancs

Tick: A minimum price movameant,
Ticker: Depicts cument ar recent history of a currency, usually inthe form of a graph or chart
Tomorrow Next {Tom/Next): When a trade buys-and sells a cumancy today for delivery tomomow

Trade Price Response: This lerm advises thal price reaclion to a cenaln level Is critical. If this level breaks then the
recommendation would be 1o run with ‘the markel direction (i.e. Buy a break above resistance level, saill a break
below a supporl level). However, if a pnce stalls at this level and is rejected then the recommendation is to go with
this also (i.e. Sell at a resistance |lavel that is tested and holds, buy at a supporn leval)

Transaction Cosls: The cosis thal are incurred by 3 trader when buying or selling currencies, commaodities, or cur-
rencies. These cosl include broker commissions or spraads

Transaclion Data: The date a trade occurs,

Trand Lines: A straight line drawn across a char that indicates the overall trend for the currency pair. In an upward
trend, the line is drawn below, and acls as a support ling; the opposite holds true for a downward trend. Once the
currancy breaks the trend line, the trend is considered 1o be invalid.

Turmover: The number or volume of shares traded over a specific time period. The larger the tumover, the more com-
missions a broker will ba making

Two Way Price: A price that includes both the bid and offer price. The NASD requires that markel makers have both
bid and ask prices for any sacunly, currency or commodity in which they make a8 market. This is called a two-sided
rmarket
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Uptick: A price quate that is highar than the preceding guote for the same currency.

Uptick Rule: A regulation requiring thal if a securily is 1o be traded shor, the price in'the trade prior 1o the short trade
has to be lower than the price ol the present shor trade,

U.S. Prime Rate: The inlerest rate that the major US banks fend to major clients.
Value Date: The date that payment is exchanged betwean two parlies.

Variation Margin: A call by a broker to increase the margin requirement of an account during a period of extreme
markeal vokaliiity

Variance: Measiures the volatility of a data ssl/data points from the mean. It is calculated by adding the squares ol
the standard deviations from the mean and dividing by the number of data paints, | &. taking the average of the stan
dard deviations

V Formation: See Spike

Volatility. Refers to the tendency of pricesivariables 1o fluctuate over time. It is most commonly measured using the
coefficden! of variation (the standard deviation dividad by the mean). The higher the volatility, the higher the risk

involved

Vialuma: The number of shares or contracts traded for a cerain security or an exchange during a period

Warranl: It is a right but not obligation 1o buy shares in a company at a fulure dale and al a prearanged price,
Warrants are fradable oplions,

Weekly charts: Charis for which each candiestick or bar encapsulates data for the currency pair for the past week.
Whipsaw: Term used to describe sharp price movements and reversals in the markel. A whipsaw would be if short-

Iy after you bought a stock the price- plummeted.

Yard: Term for a billion JPY

Furchasing Powar Parity

IMAGE URL: hitpe/fww. ixpowercourse.com/manualipurchasing power _parity.gil




