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				Preface

				Since my first introduction to the foreign exchange market in 1983, there have been many, many changes. For a start, we no longer have to plot price movements on hand-drawn charts! The exponential and ongoing advances in technology have completely transformed the trading landscape. Even in the six years since the first edition of this book was written, in 2005, a new generation of trading platforms has evolved, offering faster and more advanced trade execution with improved functionality and ease of use. 

				The environment in which we trade has also undergone enormous change. Many countries around the world have either introduced or tightened regulations relating to retail foreign exchange trading. This has dramatically improved the integrity of the market for all participants.

				Some of the changes that have taken place have rendered information in the first edition of this book obsolete or even erroneous. In writing this second edition of FX Trading, we have taken the opportunity to amend outdated information, expand on areas of specific interest and add new sections that will strengthen the reader’s command of the subject.

				While there have been numerous changes specific to the foreign exchange market and retail traders in particular, there have been just as many changes in the macroeconomic arena, many with a global impact. Back in 2005 we were yet to hear of the US mortgage crisis and the ensuing global financial crisis (GFC) that engulfed the world in 2008 and 2009. Massive spending programs by the US government and bouts of quantitative easing (QEI and QEII) have significantly weakened the US dollar and played a part in the downgrading of the US credit rating by Standard & Poor’s. There have been threats to the dominance of the US dollar in global trade as some countries experiment with trading oil in EUR instead of USD. Even the role of the US dollar as the world’s reserve currency has been questioned as numerous countries have been seen diversifying their holdings to include more EUR, JPY, AUD and even BRL.

				However, the prime contender to challenge the supremacy of the US dollar is also looking shaky. Major debt problems in Europe have called into question the long-term viability of the euro.

				In the meantime, the so called BRIC countries — Brazil, Russia, India and China — have seen their fortunes improve as the world turns to these emerging markets to provide the engine needed to revive growth.

				Strong growth in China has sometimes been linked to what many regard as an artificially weak currency, thus giving their exports an advantage over those from other countries. On 21 July 2005, Chinese authorities relaxed the fixed peg of CNY against the USD, which had been in place since 1994. The USD/CNY rate initially fell from 8.28 to 8.11. A gradual, managed firming of the CNY paused around 6.83 during the GFC, but the path to a firmer CNY has resumed in recent times, with the USD/CNY currently around 6.38.

				Although the massive boom in commodities has had the odd stumble, prices remain elevated and ‘commodity currencies’, such as the Australian dollar, have benefited enormously. The sustained push above parity with the US dollar is being blamed on, or credited with, driving changes in the makeup of the Australian industrial landscape. A strong currency is also having an impact in Japan where a surging yen is damaging the competitiveness of major export-driven companies.

				Amid all this turmoil, the price of gold has posted dramatic gains. With faith in fiat currencies shaken and the US dollar losing value, gold has recently traded above US$1900 per ounce. This is some four times higher than when we wrote the first edition of this book in 2005.

				While global economies and their currencies advance and decline, technology remains on a sustained path of advancement. Traders are no longer tethered to their desks. Thanks to wireless internet access, smart-phones and tablet computers, the dream of being able to trade from anywhere has finally arrived.

				Advances in technology have also influenced trading techniques. There has been phenomenal growth in the use of algorithmic, or robotic, trading tools by retail traders in the last few years. General consensus is that this will only increase in the years ahead.

				Of all the changes associated with foreign exchange trading that have occurred in recent years, the rise in the retail segment of the market has been one of the most interesting. In January 2011 a conference was held in Singapore catering primarily to institutional foreign exchange traders and fund managers. On the second day of the conference, after lunch, I was part of a panel discussion about retail currency trading. Given the timing of this session and the predominance of institutional representatives at the conference, I feared that this session would not be particularly well attended. To my astonishment, the panel discussion on retail trading drew one of the largest audiences of the two-day event. With retail traders reportedly contributing as much as 8 per cent of the daily turnover in the global foreign exchange market, it seems that even the institutional crowd now acknowledges the significance of this slice of the market.

				Of course, not everything has changed. The underlying concepts remain the same. As with any trading, the main goal remains to sell at a higher price than the price at which you buy. And, as always, the key determinant of likely trading success remains your ability to develop and adhere to a sound strategy for money management.

				Good luck and good trading!

				Alex Douglas

				www.alexdouglas.com
 
				September 2011
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				Chapter 1: Money management — an overview

				The more things change, the  more they stay the same.

				There is no doubt that the environment in which we trade is evolving rapidly. Since the first edition of this book was published in 2005 we have seen the rise of high-frequency trading, the adoption of algorithmic trading robots by retail traders, an explosion in the use of social networking and a significant increase in both the number and quality of brokers catering to retail foreign exchange traders.

				No matter how much the trading environment changes and technology advances, the ultimate goal remains the same: to make a profit.

				Over the years, in various locations around the world, we have encountered dozens of trading experts who have shared their knowledge through seminars, conferences, workshops, books, software, websites and blogs. In all probability you have also encountered some of the same people. Many claim to have discovered or created a special secret or tool that has helped them achieve phenomenal trading success, while others have diligently studied the methods of successful traders of days gone by. Some are willing to share this information for a token fee, while others attempt to charge truly eye-popping amounts of money based on the promise of untold fortunes to be made. As you would expect, some are worth every cent and some are not (even some of the free ones!).

				As we look back over the methods and techniques presented by these traders, analysts and commentators, one point has become startlingly clear — and it is not just that some techniques ‘work’ and others don’t. On the surface of it, all the market experts we have come across have different techniques for deciding when to enter and when to exit the market, but of those who have been demonstrably successful in the markets, there is one thing — and only one thing — that they all have in common: they all have a stringent method of money management and they all follow it unfailingly.

				Although the journey taken by each trader is unique and will be influenced by changes in technology and the trading environment, the need for sound money management remains constant. To my mind, then, if there is a ‘Holy Grail’ in trading, money management must be it.

				First things first: money management is by no means exclusive to the field of foreign exchange trading. It is used by traders in all markets. Those who are most diligent in its application tend to have the longest and most successful trading careers. At its core are the goals of protecting capital and maximising profits through appropriate trade selection, position sizing and exit strategies, with an overall focus on the discipline of adhering to the money management plan. Hence, money management is more about the process than the tactic to achieve the result; perhaps it could be described as the oyster shell that encases the growing pearl that is your trading methodology. Fingers crossed that with the discipline of iron-clad money management your wealth will grow steadily and surely for you to reap its eventual rewards.

				But now we come to a considerable structural challenge for this book: we believe that the first chapter of any trading book should be on the topic of money management. However, beyond the briefest outline it is difficult to provide any kind of instruction or explanation of money management if the ground upon which it is set is yet to be explained or set out in detail. The overriding purpose of this book is to introduce you to the characteristics and jargon that are unique to the foreign exchange market, so it makes sense to leave the rest of this chapter until the end of the book. But in so doing, please do not let this lead you to believe it is any less important. Once more for the record: effective money management is absolutely crucial to your long-term trading success.

				Now, let’s find out what foreign exchange is …

			

		

	
		
			
				Chapter 2: What is foreign exchange?

				The abbreviations and words ‘FX’, ‘forex’ and ‘foreign exchange’ are all interchangeable terms used to describe the market in which the currency of one country is exchanged for that of another country. Foreign exchange transactions may be as simple as those encountered by a tourist when visiting a local money changer to conduct a physical exchange of one currency for another, or as complex as multi-legged option strategies executed between global investment banks over electronic trading platforms with multiple settlement dates in multiple currencies. Each transaction forms a part of the foreign exchange market.

				An important concept to understand from the beginning is that, unlike the equities and futures markets, the foreign exchange market does not have a physical ‘exchange’ in which transactions are conducted. Nor is there a single electronic platform for the execution of FX trades. Foreign exchange is what is known as an ‘over-the-counter’ (OTC) market. In basic terms, this means that any two parties that come together and exchange currencies between one another on agreed terms are participating in the foreign exchange market. Unlike an ‘exchange-traded market’, like that which operates through the Australian Securities Exchange (ASX), with an OTC market there is no need for either party to report a trade to a central exchange, or for any other third party to ever know of the existence of the trade.

				While it is possible for every foreign exchange transaction to have a unique set of characteristics agreed to by each party, for the sake of simplicity and efficiency certain market conventions have emerged that allow for trading to take place within a framework of standard rules and conditions. These FX market conventions cover issues such as quoting methodology, terminology, and settlement dates and procedures. Because foreign exchange trading follows these conventions, we can view trades executed via many different methods as all forming a part of the one market. Don’t worry, we’ll get to explanations of the different methods of FX trading over the next few chapters.

				Market segments: wholesale, clients (of wholesale) and brokers

				Chapter 5 covers the three main groups of players and forums for FX trading, but let’s have a quick look. Without doubt the biggest players in foreign exchange are the major international investment banks and fund managers. The activities of this section of the wholesale market drive the majority of moves in the market, influencing the levels at which one currency may be exchanged for another. Despite the OTC nature of the forex market, most trading that takes place around the world will be executed at prices that are very close to replicating those rates that are currently being used by these major players in what is known as the ‘inter-bank’ market. Any notable difference between the rates on the retail market and the inter-bank market would quickly be arbitraged out of existence (arbitrage is seeking to profit from price differences by buying or selling from one party for immediate resale or purchase to another). Traders would notice the difference and move to profit from the gap, buying in the underpriced market and selling in the overpriced market, quickly bringing the two back into line. 

				Importantly, the vast majority of transactions in the foreign exchange market take place between major institutional players in the inter-bank market. Corporations and small to mid-sized financial institutions generally use one of the major trading banks as their intermediary to the foreign exchange market. While some sophisticated and wealthy private traders are also able to participate in the forex market via an intermediary trading bank, it is becoming much more common for private retail traders to make use of the services of online margin FX providers as their bridge to the global foreign exchange market. (See chapter 6 for more on retail broking platforms through margin FX providers.)

				Other than a small difference in the bid/ask spread and the amount of capital required, the key difference between participating in the forex market as a major trading bank in the inter-bank market and as a private trader using a margin FX provider is the nature of the counterparty. In the inter-bank market, the counterparty is the bank or institution on the other side of a deal. This counterparty may be different for each trade (though there are in-house limits and various rules that determine which counterparties may be traded with and how much may be traded with each of them). In contrast, a trader using an online margin FX provider will invariably have the same counterparty on each and every trade; namely, the margin FX provider that he or she has chosen to hold an account with. We will discuss the characteristics of the various market participants in a later chapter.

				Why different sources quote different highs and lows

				In the equities and futures markets there is rarely any dispute regarding the absolute high or low of trading activity on any particular day. It is a simple matter of checking the record of trades that have been registered with, or executed through, the exchange in question and determining the highest or lowest price achieved on the day. In such exchange-traded markets there is a single source of information, which is recorded by the relevant exchange and the ultimate high or low cannot really be disputed.

				But in the OTC world of foreign exchange trading there are many different methods by which trades may be executed, including through traditional voice brokers (which have now been almost entirely replaced by electronic brokers), direct party-to-party deals, and online FX trading facilitators. Although the levels of the exchange rates used by participants in each of these areas will be very close to one another, they will not necessarily move in 100 per cent lock-step.

				For example, if a trader using the EBS platform (an electronic broking platform for the inter-bank market) is desperate to buy EUR/USD, they may choose to pay slightly more than participants using the other trading methods. As a result, EBS may report a slightly higher high for EUR/USD than is seen elsewhere. No central authority has the final word on the absolute high or low of the market, so a situation will often exist where different platforms or brokers quote different levels for the highs and lows.

				The existence of different trading platforms and brokers and the different supply and demand profiles of their individual clients at any particular point in time will not only affect absolute highs and lows, it will also result in slight differences in the bid and offer quotes. As mentioned, these variations will only ever be small because the foreign exchange market is extremely efficient and transparent, and any significant difference will be arbitraged out of existence very quickly.

				Volume of data

				Because of the lack of a central authority to collect data on each and every trade, it is impossible for anybody to acquire accurate figures for volume, or the exact number and value of FX transactions that take place each day. Traders can certainly tell reasonably well whether the market is busy or quiet (especially if they sit on an inter-bank trading desk), and those who have access to the tightly controlled data of the major electronic trading platforms will also have a good idea of the broad level of activity in the market, but there is no single authoritative agency that brings all this information together in one place. Nor is there likely to be — the companies that control the major trading platforms would be very reluctant to give out such information.

				Although we lack day-to-day volume data for the foreign exchange market, a major international survey is conducted every three years by the Bank for International Settlements (BIS). This is an international body charged with the promotion of cooperation between the central banks and monetary authorities of the world with an aim of achieving monetary and financial stability. A central bank is a nation’s principal monetary authority, responsible for monetary policy (interest rates) and stability of the financial system. Where required, this is the body that will intervene in the markets to influence the exchange rate of its currency. In Australia, the central bank is the Reserve Bank of Australia. The results of the BIS survey are published in the Triennial Central Bank Survey, which is on its website www.bis.org.

				The results of the latest survey, conducted in April 2010 and published in December 2010, show that average daily turnover in the traditional (inter-bank) market was estimated at US$3981 billion (US$3.981 trillion), up significantly from a daily average of US$3210 billion in April 2007. 

				By comparison, data from the World Federation of Exchanges  www.world-exchanges.org suggests that during May 2011, average daily turnover of all of the world’s 52 associated equity exchanges combined (that is, the Australian Securities Exchange, Tokyo Stock Exchange, New York Stock Exchange, London Stock Exchange, and the many other exchanges) was in the vicinity of approximately US$241 billion. These figures for both the equities markets and foreign exchange markets fluctuate from day to day, depending on current events in each market, but in broad terms we can say that the foreign exchange market is roughly 10 times larger than the equities market, as shown in figure 2.1. By any measure, then, the FX market is the biggest market on earth by a very long way.

				Figure 2.1: average daily turnover comparison
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				Brief history of the FX market

				Merchants and travellers who trekked along the Silk Road through Asia selling and transporting their precious wares and traders in ancient Babylonian marketplaces may not have a great deal of relevance to your life today, but they were among the earliest participants in the foreign exchange markets. Any time that these border-hopping, business-savvy people wanted to exchange the currency unit of one country or region for that of another, the two parties involved in the transaction would have to settle on an acceptable rate of exchange in order for the transaction to take place. By doing so, traders from the Far East were able to trade successfully with traders from Mediterranean countries and vice versa. The ability to conduct foreign exchange transactions has always been of great significance in facilitating international trade. And in the absence of a common currency the world over, this situation is just as true today as it was hundreds of years ago.

				In modern-day markets, most of the major currencies of the world are allowed to float relatively freely, with a myriad market forces that affect supply and demand determining the rates at which one currency may be exchanged for another. But this has not always been the case …

				In the decades prior to World War I, an international gold standard was used by many nations around the world. Under this system, the value of a particular unit of currency of each country was tied directly to gold, with paper money and gold freely convertible from one to the other. Countries running a trade deficit would have to surrender a portion of their gold reserves, while those with a trade surplus would receive additional gold. If holders of a particular currency felt its value was depreciating, they were able to shift their funds into a more stable store of wealth in the form of gold. This would result in a reduced supply of paper money, which would eventually result in the paper currency appreciating once again. There were, however, occasions when countries allowed the amount of paper currency in circulation to far exceed the value of their gold reserves needed to back it up. The result was often extreme inflation and political instability.

				Following World War I, a revised version of the gold standard, known as the gold bullion standard, was put into place and accepted by many countries. The main difference from the gold specie standard that was in place prior to World War I was that banks were allowed to issue paper currency in excess of the value of the gold bullion they held. Eventually though, wide disparities in balance of payment positions between countries arose due to significant overvaluation and undervaluation of currencies. Before the outbreak of World War II, this version of the gold standard had collapsed.

				Bretton Woods Accord

				In July 1944, while World War II was still in progress, delegates of the 44 Allied nations met in Bretton Woods, in the US state of New Hampshire, to discuss plans to help the world rebuild in a climate of economic stability that would aid growth and prosperity in postwar  years. The plan they constructed became known as the Bretton Woods  Accord. The key feature of this accord was the gold exchange standard in which the United States dollar (US$ or USD) would become the defining yardstick, pegged to gold at US$35/oz. Other currencies were subsequently pegged to the US dollar (and therefore  gold) with a band of 1 per cent either side to allow for minor currency fluctuations. The Bretton Woods Accord also saw the creation of the World Bank and the International Monetary Fund (IMF).

				However, over the years the 1 per cent band for fluctuations proved too constrictive and with gold fixed at US$35/oz there was a drain on US gold reserves that weighed on market sentiment and the level of confidence in the US dollar. By 1971 it was abundantly clear to world markets that the Bretton Woods Accord had failed. At first there was an attempt to improve the situation by widening the fluctuation bands for other currencies against the US dollar from 1 per cent to 4.5 per cent under the Smithsonian Agreement of 1971, but this too had failed by 1973. Subsequently, countries began to move towards ‘free-floating’ currencies, in which the market forces of supply and demand were left largely unimpeded to determine the rate of exchange between currencies.

				Free-floating currencies

				Since 1973 most of the world’s major currencies have moved toward this free-floating model, with governments mostly agreeing to refrain from attempts to keep their currency pegged at some artificial level against another currency or basket of currencies. The Australian dollar (A$ or AUD) was allowed to float freely in December 1983, after spending the years from 1974 to 1983 pegged to a basket of currencies known as the Trade Weighted Index (TWI), with a ‘crawling peg’ in place from 1976 (a crawling peg is a currency peg subject to frequent small adjustments). The TWI was created from a basket of currencies of Australia’s trading partners, with the Australian dollar then pegged against the TWI rather than the US dollar. In November 1976 there was a significant devaluation of 17.5 per cent of the Australian dollar against the TWI. After this, it was decided that the value of the Australian dollar against the TWI should be subject to frequent small adjustments rather than larger, infrequent adjustments. The New Zealand dollar was also pegged against a trade-weighted basket of currencies from July 1973 through to March 1985; since then it too has been allowed to float freely.

				Although currencies may be ‘free floating’, this doesn’t mean that they are immune from official attempts to influence rates. For example, the central bank of a particular country may deem it necessary to take certain steps to influence the exchange rate in order to meet their obligations to achieve particular monetary goals, or simply to ensure a smooth and orderly market. Thus, while the Reserve Bank of Australia (RBA) does not have a preferred price level for the A$, it will intervene if it deems that movements in the market have become disorderly, or potentially destabilising. Occasional intervention is seen in almost all currencies, including the United States dollar, the European euro (EUR), the Great British pound (GBP) and the Japanese yen (JPY), to name a few (we’ll look at these and other currencies in the next chapter). Of these major currencies, intervention has been seen most often in the JPY, undertaken by the Bank of Japan (BoJ) with occasional assistance from other central banks acting on behalf of the BoJ. In situations in which a government, through its central bank, regularly attempts to influence the value of its currency through active participation in the open market, the terms ‘dirty float’ or ‘managed float’ are often seen to be more appropriate than ‘free float’.

				Towards international cooperation

				As any regular news observer will be aware, global economic stability has not been left entirely in the hands of market forces. Indeed, regular meetings are held between senior ministers and heads of state of countries (and indeed central bankers) that make up the Group of Eight (G8) and Group of Twenty (G20) countries. The idea behind such meetings is to foster global economic and financial harmonisation, promoting trade and reforming regulations to provide incentives for growth and trade to encourage good governance and risk management practices the world over (of course, whether they succeed in these endeavours is open to debate!). Their regular meetings are strategically important to economic global happenings and the influence they exert on currencies and currency trading cannot be overstated, even if it is not always immediately apparent.

				The powerful G20 has its roots in the G8, which came about through the invitation for Russia to join what was previously considered the G7. Not surprisingly, the G7 can be traced back to its predecessor, the G6, and its origins in the recession that followed the 1973 oil crisis. In 1975, a meeting was held in Rambouillet, France, between the heads of state of France, West Germany, Italy, Japan, the United Kingdom and the United States, and the G6 was born. The following year the G6 was expanded to include Canada. The fall of communism in Russia in the early 1990s witnessed its entry into the global grouping, creating what is now called the G8.

				To make things even more complicated for the uninitiated, in 1999 the G20 was established as a forum specifically for discussion, consultation and cooperation on all matters relating to the international financial system. Members of the G20 include the finance ministries and central banks of the G8 countries, plus those of Argentina, Australia, Brazil, China, India, Indonesia, South Korea, Mexico, Saudi Arabia, South Africa and Turkey. In addition, the European Union is represented by the council president and the European Central Bank. At meetings of the G20, those world-governing institutions that were created out of the original Bretton Woods meeting are also represented by the World Bank’s president and IMF’s managing director.

				The G20 played a crucial part in the stabilisation of the world economy when it faced its most important financial challenge in 80 years in 2008, something we discuss a little later.

				Bringing Europe together and the  birth of the euro

				The efforts of the G20, G8 and the various incarnations and manifestations that have been created since 1944 have all been to promote a global sense of financial security, prosperity and transferability. This cooperative inter-governmental spirit can also be found at the more localised level of European countries. Indeed, cross-border financial cooperation and stability has been high on the agenda in post–World War II Western Europe. Decades of efforts aimed at creating closer economic cooperation has culminated in the formation of the European Union (EU) and its common currency, the euro.

				The origins of the euro can be traced to the Treaty of Rome (March 1957), which saw the founding of the European Economic Community (or ‘Common Market’), which was formally brought to life on 1 January 1958. This body was created with the express aim of achieving economic and political union of its members, which at the time consisted of Belgium, France, Italy, Luxembourg, the Netherlands and West Germany. Other goals included moving towards more unified policies on trade, transport, agriculture and the free movement of labour. The importance of the European Economic Community (EEC) eventually saw the word ‘economic’ dropped from its name, so that it became simply the European Community. This, in turn, has become what we now know as the European Union (EU), with 25 member states.

				In 1978 the European Community established the European Monetary System (EMS), which involved the member states linking their currencies to one another to avoid large fluctuations. Under the stated exchange rate mechanism (ERM), movements in member state currencies were restricted to just 2.25 per cent either side of bilateral ‘parity grid’ rates (although 6 per cent movement was allowed for the Italian lira). These rates were based on the newly created European currency unit (ECU), a unit of account based on the weighted average of the currencies of the European Community. The ECU can then be seen as the direct precursor to the euro.

				The European Community became the European Union as a result of the 1992 Maastricht Treaty, with the aim of establishing an economic and monetary union. The treaty also saw the creation of the European Central Bank (ECB) and the intention to fix the exchange rates of participating countries and replace their sovereign currencies with a single new currency, the euro (EUR).

				Eleven currencies were replaced by the euro, which officially came into existence in a non-physical form on 1 January 1999, although it wasn’t until Monday 4 January 1999 that trading in the new currency actually began. The conversion rates for the legacy currencies were based upon market rates on Thursday 31 December 1998. The rates were as shown in table 2.1.

				Table 2.1: conversion rates for legacy currencies, 31 December 1998

				[image: missing image file]

				These conversion rates were irrevocably fixed from 1 January 1999 and remained in force until the legacy currencies were finally replaced by euro notes and coins, which were first issued on 1 January 2002.

				Subsequent to the first 11 nations joining the currency union, Greece joined in 2000, followed by Slovenia in 2006. In 2007 Cyprus and Malta joined. In 2009 Slovakia joined after qualifying the previous year, with the seventeenth country, Estonia, joining in 2011.

				Monetary and interest rate policy of all countries in the euro zone is now managed by the European Central Bank (ECB). The euro system now comprises the ECB together with the central banks of the EU states who have joined the euro zone.

				When talking about the euro zone it is important to distinguish it from the European Union (EU). The reason is that, in some cases, the euro is the official currency of countries not in the EU. For example, Monaco, San Marino and Vatican City, while not part of the EU,  have formal agreements to use the euro and to mint coins. 

				Some countries in the EU have chosen not to use the euro (or are not yet eligible to), the most famous being Great Britain, which still uses its pound (GBP). Great Britain and Denmark are legally exempt from the euro zone unless their domestic governments decide otherwise. Other non-EU countries such as Andorra, Kosovo and Montenegro formally use the euro but have no issuing rights. 

				Regardless of whether a country is in the EU or has euro issuing rights, it is generally accepted that countries that use the euro as their standard currency of transaction are deemed to be part of the euro zone.

				The euro is important because it is the currency of the world’s largest trading bloc, Europe, which has a larger population than the US, with a population of more than 326 million users. The euro’s significance also extends into other foreign exchanges because it is used as a benchmark currency to which many other currencies are pegged and they may or may not be allowed to fluctuate in bands around a central point.

				While it is obvious EU members and European countries outside the euro zone (that is, those that still have their own currencies) need to peg their currencies against the euro as a precondition to entry into the euro zone, other non-European countries use the euro for their FX markets. For instance, the Moroccan dirham, the West African franc, the South Pacific franc and the Central African franc are all formally pegged to the euro. More than 20 African and South Pacific countries have ties to the European currency, making the euro a serious contender with the US dollar as the pre-eminent world currency. According to the Bank for International Settlements (BIS), approximately 28 per cent of the world’s currency trades are EUR/USD transactions, twice that of its nearest traded currency pair, the USD/JPY. The euro features in 39 per cent of all currency transactions, still well behind the 85 per cent that feature the US dollar.

				The US dollar still dominates the trade in currency markets, but as the second decade of the 21st century rolls on and the US economy struggles with its post-GFC hangover, the US dollar’s role in the international financial system is under challenge in a way not seen since the late 1970s, when it was decoupled from gold, if not since World War II. We discuss the US dollar’s prospects and its potential rivals and their problems in the next few sections.

				The rise of the Chinese yuan

				China’s economy achieved two important milestones in 2010. In the first quarter it overtook Germany as the world’s largest trading nation; in the third quarter it became the second largest economy in the world, surpassing Japan. China also made significant gains on the US, as the size of GDP relative to the US in pure dollar terms was 40 per cent the size of the US economy. In purchasing parity (PPP) terms, the Chinese economy rose to 68.60 per cent, up from 57.25 per cent in 2008.

				This acceleration of China’s involvement in the global economy has also given rise to an important change in foreign exchange markets. The Chinese government has attempted to internationalise the domestic currency, the Chinese renminbi or yuan, which is coded CNY (short for Chinese ‘new’ yuan) per international standards.

				From the foundation of the People’s Republic of China in 1948 until about 1978, under China’s planned economy the exchange rate was relatively stable. The Central Bank of China (PBoC) enforced a strict exchange rate policy of keeping the currency overvalued to discourage international trade, foreign debt and investment. However, from 1978 all that began to change. 

				In 1978, China started to open up its economy. The domestic regulator of Chinese foreign exchange dealings, the State Administration of Foreign Exchange (SAFE), was established and authorised to manage the country’s foreign exchange reserves. The official US dollar/CNY rate was set around 1.5 and hurt the development of China’s external trade, so a parallel trade-related rate was established with a more favourable 2.8 rate (favouring Chinese exporters). The dual system was ended in 1984 when the rates were unified at 2.8, but in 1988 a dual system was reintroduced and until the early 1990s the market-related rate rose to highs of 8.72 CNY to the US dollar by late 1993.

				In 1994 the dual currency system was again unified, accompanied by a pegging of the currency at 8.26 yuan to the US dollar on the eve of the Asian financial crisis of 1997‒98. It was a rate maintained until July 2005, when Chinese authorities announced a one-off 2 per cent revaluation and that the currency would be managed against a basket of currencies that saw the CNY appreciate 20 per cent in nominal terms into 2008.

				The subsequent global financial crisis of late 2008 saw the USD/CNY rate steady through into later 2010 by the temporary imposition of a peg to the US dollar. This stability has given rise to accusations that the CNY is fundamentally undervalued, making China’s exchange rate policy a point of significant political and market discussion.

				Those who feel the currency is undervalued suggest this delivers a subsidy to Chinese exporters to the detriment of other countries’ exporters and take their domestic market share away. What cannot be argued is that China’s overall trade surplus jumped to 8 per cent of GDP in 2007 from 1.7 per cent in 2004. That said, the story of China’s export success is in fact a mixed one. While it enjoys significant trade surpluses with the EU and the US, it runs large trade deficits with Australasia’s larger economies such as Japan, Taiwan, South Korea and Australia. China’s apparent success relates to its processing trade sector that functionally imports and assembles intermediary products for re-export. 

				Since the middle of 2010, the PBoC has relinquished the 23-month, post-financial crisis peg to the US dollar and instituted a 0.5 per cent trading band around a trading partner-related currency basket.

				At around the same time as this occurred, new relaxed currency regulations were announced that greatly expanded the ability of both Chinese and foreign businesses and people to transact and settle CNY denominated trade deals outside mainland China. The PBoC did this by promoting close cooperation with the Hong Kong central bank (the Hong Kong Monetary Authority or HKMA) as the preferred location for offshore CNY transactions, otherwise coded CNH; that is, CNY or Chinese renminbi yuan transactions settled in Hong Kong bank accounts.

				This is accelerating a trend in the use of the CNY in international trade and by the end of 2010 the amounts of CNY on deposit outside China amounted to $48 billion USD or CNY 315 billion. While a small amount when compared with the current daily turnover of more than $3 trillion of global currency markets, it nonetheless is a part of the continuing process of internationalising the currency of the world’s largest trading country and goes some way towards closing the gap in economic scale between it and the US.

				The long-term significance of the growing Chinese economy, paralleled by its rapid currency liberalisation and circulation in trade and investment flows of the future, demands closer analysis. It will be necessary in calibrations of Asian and more global currency trading strategies. The growth in the Chinese economy cannot be ignored, and is a story that will get bigger and even more important in the background, if not the main game in the Pacific Ocean FX markets.

				The global financial crisis of 2008 and the currency markets

				The build-up to the global financial crisis of late 2008 had its genesis in the US mortgage market. Throughout the first decade of the 21st century, the US mortgage market enjoyed a boom powered by then low interest rates. This boom morphed into a bubble that led to an underestimation of risks, which happens with many markets that enjoy a long and sustained one-way trend. When the US mortgage market bubble finally burst in 2007 it precipitated a domino effect with the failure of US mortgage lenders, followed by banks exposed to these types of financial institutions.

				Unfortunately for the US and global financial systems, investors and banks around the world began to hoard cash as a precaution, as well as tightening lending to borrowers and other banks, beginning the so-called ‘credit crunch’ in mid 2007. The resultant lack of lending quickly led to a collapse in equity markets as fear overtook precaution and a general run for cash was seen as other assets (principally equities) were sold aggressively. The collapse of equity values of between 25 and 90 per cent was seen across the globe in the space of a few weeks in September‒October of 2008.

				Specific to the currency markets and as a direct result of the lack of inter-bank lending of US dollars, the Reserve Bank of Australia, together with the US Federal Reserve and other major central banks, established so-called swap lines of credit whereby the US central bank lent large amounts of US dollars to other central banks in exchange for their currencies to provide liquidity to the global markets as an interim measure to stabilise markets.

				The crisis culminated on 11 October 2008 with the heads of G20 countries hammering out a plan to confront the financial crisis. The plan involved hundreds of billions of US dollars of new spending designed to avoid a global depression, coupled with coordinated and sharp reductions in official interest rates around the world.

				Despite the unified support of the world’s central banks and governments, many non-major currencies collapsed as a general aversion to ‘risky’ and periphery currencies saw money drain back to main financial centres. The AUD/USD rate, for instance, was not immune to this financial market volatility and fell 40 per cent along with other second and third tier currencies in the space of three months on the back of general risk aversion seen around the world.

				The global financial crisis of late 2008 resulted in a temporary reversal of the rapid growth in global foreign exchange turnover seen since the start of the decade, with some estimates by the Reserve Bank of Australia suggesting a decline of 25 per cent from late 2008 to early 2009. This decline in foreign exchange turnover coincided with the sharp decrease in cross-border investment flows in 2008 as, internationally, banks had heightened and mutual concerns of counterparty risk; that is, of going broke and not honouring their commitments. Coupled with continued de-leveraging by hedge funds, non-US banks had difficulty finding US dollar funds in view of the sub-prime debt problems besetting the US banking system at the time.

				The unwinding of leveraged positions and international exposures led to one-sided markets as the extent of falls in equity markets both here and overseas meant these flows were larger than usual, creating price ‘gaps’ in the market when large deals were being digested by the inter-bank market.

				This lower turnover and more volatile exchange rate action in the foreign exchange market does not appear to be linked to any problems with its market function (as a place to buy and sell currency). Indeed, throughout the financial crisis this market tended to function better than most other markets. But one thing was apparent — the risk aversion of the main banks and financial institutions reduced liquidity and saw inter-bank bid/ask spreads increase two to three times, with markets prone to episodes of illiquidity, prompting central banks (like the RBA) to intervene several times to test and smooth their respective FX markets.

				It is important to accept the role that central banks play in the FX markets. While some participants look at them as often intrusive, in this case they played the stabilising role of confirming market prices and providing liquidity when markets become one-sided.

				An important postscript is that since the stresses of the end of the last decade, foreign exchange turnover into 2011 has returned to and exceeded pre-crisis levels, a phenomenon that bodes well for all markets into the future.

				European stresses and the euro

				As a result of the global financial crisis of late 2008 the euro zone entered into its first recession since the inception of the continental currency. The aftermath of that recession and the slow recovery of developed market economies (principally the Atlantic economies of the US and the European Union) saw regional stresses come to the fore because previously tolerated fiscal imbalances and high sovereign debt loads in a new world of credit rationing are no longer being tolerated.

				In early 2010 fears of sovereign debt crisis developed around concerns about the peripheral euro zone countries of Portugal, Ireland, Italy, Greece and Spain (called, unflatteringly, the PIIGS countries). Greece was by far the weakest, with a 15.5 per cent budget deficit and a government debt-to-GDP ratio of about 130 per cent. This weak fiscal position in the context of a continuing global credit crunch saw private lenders desert Greece, making the cost of its national debt soar into double-digit percentage levels, forcing the ‘troika’ of IMF, ECB and the EU to come to its assistance several times in 2010 and 2011.

				This assistance was not just aimed at helping the Greek economy and banks, but also at preventing a succession of knock-on effects against the other vulnerable PIIGS economies and their respective banking systems. At the time of writing it was not clear if the EU will be successful in its support of the Greek economy and government.

				In June 2011, credit agency Standard& Poor’s downgraded Greek debt three notches to CCC, a rating that leaves Greece as the country with the lowest credit rating in the world.

				The question of the EU and the sustainability of the euro in its current configuration is now not just a currency market issue, but a supernational political issue that has yet to fully play out. The evolving story of the euro (like the yuan and the role of the US dollar) will dominate this new decade of currency trading and likely beyond.

				Excellent sources of information on foreign exchange topics

				Recognising that any explanation on foreign exchange trading and the history of currency transactions in a book of this size will necessarily be incomplete, the following list of references is provided for those looking to further their knowledge. The list is web-centric because, as a retail FX trader, it’s likely that you will be web-savvy and internet confident (and if you’re not then you really need to be because it makes your life and tasks so much easier!).

				The gold standard

				<http://library.cqpress.com/cqresearcher/document>

				RBA involvement in the FX market

				www.rba.gov.au/mkt-operations/foreign-exchg-mkt.html

				The RBA FX committee

				www.rba.gov.au/AFXC

				G20

				www.g20.org/about_what_is_g20.aspx

				Chinese renminbi

				www.asialink.unimelb.edu.au/publications/trading_with_china_the_rise_of_offshore_renminbi_business_-_anz_asia_society_rmb_handbook

				Euro

				www.ecb.int/euro/html/index.en.html

				European Central Bank

				www.ecb.int/home/html/index.en.html

				Bank for international settlements (BIS)

				(Specifically its Triennial Central Bank Survey of Foreign Exchange and Derivatives Market Activity in 2010)

				www.bis.org/publ/rpfxf10t.htm
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