


Table of Contents

Title Page

Copyright

Preface

About the Author

Part I: What Drives the Forex Market?

Chapter 1: The Fundamentals of Forex

Why Fundamentals Are Important

The Main Ingredient: Interest Rates and Interest

Rate Expectations

The Role of Housing Data in Forex Price

Movements

Housing Data as a Leading Indicator

Housing Sentiment Indicators

Also Watch Housing Equity Sector Stocks

Housing Data and Global Currencies

Summary

Chapter 2: The Role of Inflation, Reflation, and

Deflation

Detecting Expected Inflation

Inflation Measures in the United States

Deflation: Euro and Yen Watch

Chapter 3: Exploiting Information about Economic

Growth

Importance of Job Data

The Role of Crude Oil and Petrodollars

The Oil Shale Revolution



Economic Growth

Word Frequency as a Predictor of Recession

Chapter 4: The China Factor

China Revalues Yuan: A Turning Point?

Importance of Chinese Dollar Reserves

Chapter 5: The Commodities Connection: Gold,

Copper, Commodity Index, Equities, and Forex

Gold

Copper

Equities and Forex

Currency ETF

Chapter 6: How Business Confidence and Consumer

Sentiment Affect the Market

Chapter 7: Fundamental Personalities of Currencies

Tracking Currency Trading Relationship: Who Is in

the Trading Partnerships?

Characteristics of Different Currencies

The World Economy—The Macro View and Forex

Trading

Chapter 8: The Personality and Performance of the

US Dollar

Structure of the USDX

US Foreign Debt and Who Buys US Assets

Chapter 9: Conducting Your Own Fundamental

Analysis

Detecting Market Emotions: Sentiment Analysis

Balance of Fears

Direct Emotional Search Terms

Developing a Sentiment-Based Outlook

Sentiment Outlook Checklist



Part II: Timing the Trade with Technical Analysis

Chapter 10: Mapping Price Action

Projecting Horizontal Support and Resistance

Points

Trend Lines

Confirming and Detecting Trend Changes: Three-

Line Break Charts

Spotting Micro Changes in Trend Sentiment:

Renko Charts

Chapter 11: Finding Significant Support and

Resistance

Fibonacci Levels of Support and Resistance

Which Time Intervals Should We Choose?

The Music of Forex

Fibonacci Tones

Pivot Point Support and Resistance

Psychological Support and Resistance

New Sources for Expected Sentiment Support and

Sentiment Resistance

Price and Time in Forex

Chapter 12: Volatility in Forex and Its Dimensions

14 Key Technical Indicators

Volume Indicators: A Key Missing Element in Spot

Forex

Trend-Related Indicators

Moving Average Crossovers

Moving Average Rainbows—Multiple Moving

Averages

Momentum Indicators and Oscillators

Relative Strength Indicator (RSI)



The Stochastic Group of Indicators

Volatility/Resistance and Support Indicators

Optimizing Your Use of Indicators

Turning a Trading Idea into a Trading System

Using Trading Signals

Conclusion

Chapter 13: Chart Formations and Price Patterns You

Should Know

Emotional Contagion and Patterns for Trading

Forex

Surprise, Greed, and Exhaustion

Frustration in the Charts

Stability: The Channel Pattern

Time as a Tool of Analysis: Multiple Time Frames

Summary

Chapter 14: Trading Styles and Strategies

Bounce Trader

Intraday Trader

Trend Trader

Scalper

Set-and-Forget Trader

Carry Trader: Coming Back

The Sudden-Event Trader

News Trader

Summary

Chapter 15: Stops, Limits, and Tactics for Risk

Control

Strategies for Stop Losses and Profit Limits—

Essential Components of Risk Control



Trailing Stops

Profit Limits

Sentiment Stops and Sentiment Limits

Multilot Trading

Summary

Part III: Putting It Together

Chapter 16: Transitioning to Real Trading

When Simulation Can Work

When Simulation Doesn't Work

How to Use a Simulated Account

Preparing to Trade

Summary

Chapter 17: Strategies and Challenges for Different

Account Sizes

Level 1: The $5000 First-100-Trade Challenge

Level 2: The $10,000 First-50-Trade Challenge

Level 3: The $25,000 First-50-Trade Challenge

Level 4: The $50,000 75-Trade Challenge

Level 5: The $100,000 Trading Challenge

Summary

Chapter 18: Paths to Success in Forex Trading

Factors in Choosing a Firm

Gauging Performance: Know Thyself

Measuring Emotional Intelligence

Learning though Competition

Conclusion

Chapter 19: Test Your Forex IQ

Chapter 20: Trading Bitcoin



What Is Bitcoin?

Acquiring Bitcoin

Challenges, Strategies, and Tactics for Trading

Bitcoin

Strategies and Tactics for Trading Bitcoin

Getting Starting in Bitcoin

Getting Bitcoin

Buying from an Exchange

Mining Bitcoin

Index

End User License Agreement

List of Illustrations

Chapter 1: The Fundamentals of Forex

Figure 1.1 Dollar-to-Yen Slide Causes Dow Sell-Off.

Figure 1.2 Dollar-to-Yen Surges in Tandem with Dow

Jones Uptrend.

Figure 1.3 Case–Shiller Price Index and US Dollar

Index.

Figure 1.4 Lennar Homes Collapse and Recovery

Versus US Dollar Index.

Chapter 3: Exploiting Information about Economic

Growth

Figure 3.1 Oil Responds to Russian Invasion of

Crimea, February 26, 2014, to March 5, 2014.

Figure 3.2 Canadian Dollar and Brent Light Crude Oil

Show an Inverse Relationship.

Chapter 4: The China Factor



Figure 4.1 China PMI is Shown Here from August 31,

2011, to November 30, 2014.

Chapter 5: The Commodities Connection: Gold, Copper,

Commodity Index, Equities, and Forex

Figure 5.1 Gold Reacts to Russian Invasion of Crimea.

Figure 5.2 Gold Versus the USDX.

Figure 5.3 Copper and the AUDUSD March Together.

Figure 5.4 USDJPY and S&P 500 Move Together.

Chapter 7: Fundamental Personalities of Currencies

Figure 7.1 The Relationship Between the Goldman

Sachs Commodity Index and AUDUSD is Positively

Correlated.

Figure 7.2 There is an Inverse Relationship Between

West Texas Intermediate Crude Oil and the Loonie.

Figure 7.3 USDNZD Weakens As US Dollar

Strengthens.

Figure 7.4 Mexican Peso.

Figure 7.5 USDJPY Weakens in Response to Easing by

BOJ.

Figure 7.6 USDJPY and S&P 500 Move in Tight

Correlation.

Figure 7.7 EURUSD Starts its Fundamental Decline.

Figure 7.8 EURCHF Reacts with Huge Volatility to

Swiss Central Bank De-pegging.

Figure 7.9 USDCHF After Swiss Central Bank

Abandoned Peg.

Chapter 8: The Personality and Performance of the US

Dollar



Figure 8.1 USDX Day Chart.

Chapter 10: Mapping Price Action

Figure 10.1 Horizontal Support and Resistance Lines

are Shown for Monthly EURUSD.

Figure 10.2 Price is Probing Support and Resistance.

Figure 10.3 Price Tests Trends and Fails.

Figure 10.4 Three-Line Break Shows Two Reversal

Points (Up and Down).

Figure 10.5 USDJPY Three-Line Break Reversals on

February 27 Signal When to Sell.

Figure 10.6 NZDUSD Day Chart with Three-Line

Break Shows Up and Down Trends.

Figure 10.7 Bear and Bull Sentiment Patterns in One-

Minute Renko Charts.

Chapter 11: Finding Significant Support and Resistance

Figure 11.1 EURUSD Weekly Chart with Fibonacci

Patterns.

Figure 11.2 USDCHF 15-Minute Chart Showing Price

Failure at Fib Points.

Figure 11.3 Sell Conditions Using Fib Points.

Figure 11.4 Four-hour USDJPY Candles Probe Fib

Points.

Figure 11.5 Steps in Finding Fib Lines.

Figure 11.6 Forex prices often look like sinusoidal

waves.

Figure 11.7 EURUSD 30-Minute Candles Participate

in Fibonacci Rhythms.



Figure 11.8 EURUSD 15-Minute Chart Showing Pivot

Points and Fib Lines.

Figure 11.9 The Pivot Point Calculator is a Handy

Tool.

Figure 11.10 All Candles Show the Low, High,

Opening, and Close.

Figure 11.11 Narrow Range of 30 Pips in GBPUSD: Is

It Worth Trading?

Chapter 12: Volatility in Forex and Its Dimensions

Figure 12.1 Volatility Increases for GBPJPY 1-Hour

Chart.

Figure 12.2 Commitment of Traders Report Provides

Volume-Related Data.

Figure 12.3 Comparison of Moving Average Types.

Figure 12.4 Moving Average Crossover Followed by

50-pip Move Provides a Buy Zone.

Figure 12.5 Multiple Moving Averages Converge.

Figure 12.6 The MACD Histogram or Forest Chart

Shows a Shift in Momentum.

Figure 12.7 Buy and Sell Signals are Indicated Using

MACD Forest.

Figure 12.8 Price and MACD Diverge.

Figure 12.9 Trade Signals with RSI.

Figure 12.10 Break of RSI's Trend Lines Coincides

with Failure of Price to Penetrate Fib Line.

Figure 12.11 Stochastic Crossover Shows a Trading

Opportunity.

Figure 12.12 Standard Bollinger Bands and

Stochastics Crossover are in Default Setting.



Figure 12.13 Extreme Bollinger Bands—Price

Reaches Extreme and Then Moves Back.

Figure 12.14 Extreme Bollinger Bands and Stochastic

Crossover Show Potential Buy Reversal.

Figure 12.15 STARC Channels Act Like Bollinger

Bands.

Figure 12.16 Linear Channel Pattern Probed by Price

Shows Potential Support.

Figure 12.17 Linear Channel Pattern Support Probed

But Holds.

Chapter 13: Chart Formations and Price Patterns You

Should Know

Figure 13.1 Doji Touches Lower Bollinger Band

Before Price Moves Up.

Figure 13.2 Hugging the Band is a Good Pattern to

Trade Off.

Figure 13.3 Parabolic Curves.

Figure 13.4 Parabolic Showing Sell-Off in EURUSD.

Figure 13.5 Parabolic in USDCAD is Followed by

Sideways Action.

Figure 13.6 Compression and Then Breakdown in

EURUSD 1-Hour Reveals an Ascending Triangle.

Figure 13.7 Classic Triangle Anticipates a Breakout.

Figure 13.8 Wave Equation of Channel Pattern.

Figure 13.9 USDJPY Chart Shows 1-Minute

Downward Channel.

Figure 13.10 EURUSD in Downward Channel.

Chapter 14: Trading Styles and Strategies



Figure 14.1 Fifteen-Minute USDJPY Forms Bounce

Pattern.

Figure 14.2 Thirty-Minute USDJPY Forms Multiple

Trend Lines.

Figure 14.3 Trendline Provides Resistance.

Figure 14.4 USDJPY 15-Minute Shows Hugging-the-

Band Pattern.

Figure 14.5 Renko Blocks Show Initiation of Bear

Sentiment.

Figure 14.6 Parabolic Move Up on EURUSD.

Figure 14.7 Scalp Setup Shows Entry and Exit Points.

Figure 14.8 Renko Signal for Scalp Shows Entry and

Exit Points.

Figure 14.9 Bounce Off Channel Line Shows a

Change in the Sentiment.

Figure 14.10 NZDUSD Declines Despite High

Relative Interest Rate.

Figure 14.11 Phases in News Trades.

Figure 14.12 Currency Moves in Response to

Nonfarm Payroll Report.

Chapter 18: Paths to Success in Forex Trading

Figure 18.1 Trader Scorecard of Winning Trade.

Figure 18.2 Visualization of MFE and MAE of

Winning Trade.

Figure 18.3 Trader Scorecard of Losing Trade.

Figure 18.4 Visualization of MFE and MAE of Losing

Trade.

Chapter 20: Trading Bitcoin



Figure 20.1 Bitcoin has shown great volatility.

Figure 20.2 Bitcoin Price Action Shows Huge Gains,

Followed by a Pullback.

List of Tables

Chapter 1: The Fundamentals of Forex

Table 1.1 Housing Starts 2004–2014

Chapter 2: The Role of Inflation, Reflation, and Deflation

Table 2.1 OCT 2014 PCE Inflation

Chapter 3: Exploiting Information about Economic

Growth

Table 3.1 Nonfarm Payroll 2006–2014

Table 3.2 Google Search Term Frequencies of the

Word Recession

Chapter 5: The Commodities Connection: Gold, Copper,

Commodity Index, Equities, and Forex

Table 5.1 Top Currency ETFs

Chapter 7: Fundamental Personalities of Currencies

Table 7.1 Trade Weights in the Australian Dollar

Table 7.2 Trade Weights in the Canadian Dollar

Table 7.3 New Zealand TWI Weights

Table 7.4 Growth Rates, 1995–2002

Table 7.5 Countries and Trade Weights

Table 7.6 Economic Profile of the Eurozone

Table 7.7 EURUSD Trade Weights

Table 7.8 GBPUSD Trade Weights



Table 7.9 Key US Trading Partners

Table 7.10 Comparative Country Interest Rates

Chapter 8: The Personality and Performance of the US

Dollar

Table 8.1 New York Board of Trade's US Dollar Index

Table 8.2 Major Foreign Holders of Treasury

Securities (Billions of Dollars)

Chapter 9: Conducting Your Own Fundamental Analysis

Table 9.1 Emotion Search Combinations

Chapter 11: Finding Significant Support and Resistance

Table 11.1 EURUSD Weekly Binary Option Ladders

Chapter 13: Chart Formations and Price Patterns You

Should Know

Table 13.1 Patterns that Reflect Emotions

Chapter 14: Trading Styles and Strategies

Table 14.1 Trading Styles and Associated Setups

Table 14.2 Hedge Combinations for Different News

Chapter 15: Stops, Limits, and Tactics for Risk Control

Table 15.1 Comparative ATRs

Table 15.2 EURUSD Binary Option Ladders Show

Sentiment Stops and Limits

Chapter 17: Strategies and Challenges for Different

Account Sizes

Table 17.1 A Log of the First 50 Trades



The Wiley Trading series features books by traders who

have survived the market's ever changing temperament

and have prospered—some by reinventing systems, others

by getting back to basics. Whether a novice trader,

professional, or somewhere in-between, these books will

provide the advice and strategies needed to prosper today

and well into the future. For more on this series, visit our

website at www.WileyTrading.com.

Founded in 1807, John Wiley & Sons is the oldest

independent publishing company in the United States. With

offices in North America, Europe, Australia, and Asia, Wiley

is globally committed to developing and marketing print

and electronic products and services for our customers'

professional and personal knowledge and understanding.

http://www.wileytrading.com/


The Forex Trading Course

A Self-Study Guide to Becoming a

Successful Currency Trader

Second Edition

ABE COFNAS

 



Copyright © 2015 by Abe Cofnas. All rights reserved.

Published by John Wiley & Sons, Inc., Hoboken, New Jersey.

The First Edition of this book was published by Wiley in 2008.

Published simultaneously in Canada.

No part of this publication may be reproduced, stored in a retrieval system, or

transmitted in any form or by any means, electronic, mechanical, photocopying,

recording, scanning, or otherwise, except as permitted under Section 107 or

108 of the 1976 United States Copyright Act, without either the prior written

permission of the Publisher, or authorization through payment of the

appropriate per-copy fee to the Copyright Clearance Center, Inc., 222

Rosewood Drive, Danvers, MA 01923, (978) 750-8400, fax (978) 646-8600, or

on the Web at www.copyright.com. Requests to the Publisher for permission

should be addressed to the Permissions Department, John Wiley & Sons, Inc.,

111 River Street, Hoboken, NJ 07030, (201) 748-6011, fax (201) 748-6008, or

online at http://www.wiley.com/go/permissions.

Limit of Liability/Disclaimer of Warranty: While the publisher and author have

used their best efforts in preparing this book, they make no representations or

warranties with respect to the accuracy or completeness of the contents of this

book and specifically disclaim any implied warranties of merchantability or

fitness for a particular purpose. No warranty may be created or extended by

sales representatives or written sales materials. The advice and strategies

contained herein may not be suitable for your situation. You should consult with

a professional where appropriate. Neither the publisher nor author shall be

liable for any loss of profit or any other commercial damages, including but not

limited to special, incidental, consequential, or other damages.

For general information on our other products and services or for technical

support, please contact our Customer Care Department within the United

States at (800) 762-2974, outside the United States at (317) 572-3993 or fax

(317) 572-4002.

Wiley publishes in a variety of print and electronic formats and by print-on-

demand. Some material included with standard print versions of this book may

not be included in e-books or in print-on-demand. If this book refers to media

such as a CD or DVD that is not included in the version you purchased, you may

download this material at http://booksupport.wiley.com. For more information

about Wiley products, visit www.wiley.com.

Library of Congress Cataloging-in-Publication Data

Cofnas, Abe, 1950-

The Forex trading course : a self-study guide to becoming a successful currency

trader /

Abe Cofnas. – Second edition.

pages cm. – (The Wiley trading series)

Includes index.

http://www.copyright.com/
http://www.wiley.com/go/permissions
http://booksupport.wiley.com/
http://www.wiley.com/


ISBN 978-1-118-99865-6 (pbk.) – ISBN 978-1-118-99867-0 (epdf) – ISBN 978-1-

118-99868-7 (epub)

1. Foreign exchange futures. 2. Foreign exchange market. 3. Speculation. I.

Title.

HG3853.C64 2015

332.4′5–dc23

2015013790

Cover Design: Wiley

Cover Image: ©iStock.com/alexaldo

http://istock.com/


Preface

This edition is more than an update on the first edition.

Since the first edition was released in 2008, the world of

forex trading has significantly changed. The challenges

facing the forex trader are new and greater than ever. The

financial collapse of 2008 ushered in a rebalancing of the

world economy, with monetary policy and currencies as key

instruments. The era of quantitative easing began, and with

it, central bank intervention became and remains since a

prime mover of currencies. Forex trading became subject

to greater spikes and disruptions and, more than ever,

sensitive to market emotions. Expectations regarding

global growth and inflation have significantly influenced

currency movement. These changes underscore the need

for a refocus on fundamentals for forex trading.

The significant advances in the Internet since 2007 have

also transformed forex trading and its technological

environment. The forex trader today has the opportunity to

access more information, more quickly than ever before.

Also, a popular phenomenon called social media trading

has emerged where the forex trader can “copy” the trades

of other traders. The Internet wraps information flow with

rumors and hyperbole, creating herding behavior and

swarming patterns.

Since 2008, an entirely new instrument for trading

currency directions and market emotions—binary options—

has emerged. It is one of the fastest-growing markets in the

world. Forex firms are increasingly offering binaries to

their customers.

This edition shows how to use binaries in combination with

forex trades to strengthen skills in choosing direction,



targets, and stops. Most recently, the emergence of

crypocurrencies as a potentially hybrid

currency/commodity has special significance for the forex

trading, because ultimately owners all need to sell their

currencies and exchange them into local currency. This

edition also provides insight into bitcoin as an alternative

currency.
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Part I

What Drives the Forex Market?

Part I of this book offers a look at the “big picture” in

foreign exchange (forex) trading, that is, what forces

influence currency price movements. These forces are

accepted by economists and traders around the world as

responsible catalysts for changes in the value of currencies.

Readers learning to trade forex or trying to improve their

trading will benefit from a gain of knowledge of these

fundamentals. In fact, as you will see, fundamental forces

act as leading indicators of currency movement future

direction.

US and global interest rates, economic growth, and market

sentiment toward the dollar are the key ingredients that

shape trading opportunities. Part I provides basic

knowledge on how these factors impact forex prices and

how they can be used in selecting trading opportunities.

In getting acquainted with the forex market, most people

start by looking only at price charts. This is called technical

analysis. Those who focus on technical analysis are often

called chartists. But the study and analysis of what moves

those charts is called fundamental analysis. The goal of

Part I is to identify the components of fundamental analysis

in regard to forex and then provide a recipe for developing

your own fundamental analysis of a currency pair.



Chapter 1

The Fundamentals of Forex

We begin in this chapter with an exploration of the forces

that move the prices: the fundamentals. The reader will

learn why fundamentals are important to foreign exchange

(forex) traders as well as what kinds of economic activity

are most important in affecting price movements. These

include interest rates, interest rate differentials, economic

growth, and sentiment regarding the US dollar.

Why Fundamentals Are Important

In many ways, forex trading is similar to playing a game.

You have an opponent (the market). In games of chance,

the key feature is that everyone faces the same odds and

therefore the same level of information. In these games, no

player can change the odds.

Playing forex, however, is not a game of odds. It might feel

like gambling, but it is not gambling. In a fair game, like

the roll of a dice, the person rolling the dice does not affect

the outcome. Everyone has the same probabilities of

winning. However, participants in forex trading do not

share the same amount of information. Asymmetry of

information results in advantages and disadvantages. Some

players have more information than the others. In forex,

information about fundamental aspects of economies does

not arrive simultaneously to all participants. The important

question is, what kind of knowledge and information can

improve trading performance? The search for an edge

starts with a fundamental understanding of the nature of

the forex market. Having a foundation of knowledge in



fundamentals is a first step in evolving into a winning

trader.

Why take time to look at forex fundamentals? Why should

fundamentals matter if a trade is done in a short-term time

interval such as the five-minute chart? The short answer is

that one cannot separate the fundamentals from the

technical analysis without exposing oneself to great

distortions in understanding the forex market and

avoidable losses. The five-minute trader who is on the side

of the longer trend is likely to be more profitable. Foreign

exchange is by its nature both fundamental and technical

and reflects the increased globalization of the world

economy.

It is worthwhile to note the comments of the late, great

Milton Friedman in a 2005 conversation with Dallas Fed

president Richard Fisher:

The really remarkable thing about the world is how

people cooperate together. How somebody in China

makes a little bit of your television set. Or somebody in

Malaysia produces some rubber. And that rubber is

used by somebody in the United States to put on the tip

of a pencil, or in some other way. What has happened

has been an enormous expansion in the opportunities

for cooperation.1

Consider the following: Every transaction in the world

settles in a currency. Whether it is a consumer purchase, an

imported or exported item, an investment in an equity, or

even cash under the mattress, the world's economic activity

is essentially a flow of money. What makes forex fascinating

as a market and as a trading vehicle is the fact that

currencies provide an intimate linkage to the world

economy. The currency trader by putting on a currency

trade becomes a participant the world economy. The trader

is participating as a speculator looking for a very short-



term profit. The forex trader is riding on a global wave. The

wave consists of economic, geopolitical, and emotional

influences. Some will surf the waves, jumping on and off;

others will stay in much longer and face the volatility. Forex

trading becomes possible because the world is constantly

assessing and reassessing the value of one currency

against another. The forex currency trader is looking to tap

into this stream of changing values.

The challenge is to find the right combination of tools that

can assist the trader in finding high-probability profitable

trades. In meeting this challenge, the first step is

understanding what moves currencies over time. In putting

together a recipe for successful forex trading, knowing the

fundamental chemistry of forex is highly recommended.

Anyone who doubts this should simply look at daily

headlines that evoke names and places that are, and

certainly need to be, part of the daily consciousness of a

trader. These names should be familiar to all traders: Yellin,

Draghi, Kuroda, Carney, Stevens, Poloz, Jordan, and Zhou

Xiaochuan.

Notice, these aforementioned names are the current heads

of the major central banks in the world. The fact is that the

words and decisions of these central bankers of the United

States, the Bank of Japan, the European Central Bank,

Bank of England, Reserve Bank of Australia, Bank of

Canada, Swiss National Bank, and the Bank of China alert

the trader to interest rate and monetary policy and news

that affect sentiment about the direction of the dollar.

Mention the cities of Baghdad, Tehran, Crimea, and Gaza,

and they evoke emotions of fear and crises. Detect news

about retail giant Wal-Mart's sales, and one starts

anticipating a potential reaction in the currency markets.

These and other factors mix together and form the

chemistry of forex, which results in shifts of sentiment

regarding economic growth in the United States, Eurozone,



Britain, China, and Japan. These shifts in sentiment cause

price reactions and shift the balance between buyers and

sellers. Let's look in more detail at these fundamental

factors.

The Main Ingredient: Interest Rates

and Interest Rate Expectations

Interest rates are the “dough” of the fundamental forex pie.

They are one of the most important factors that affect forex

prices, as interest rates have been the most used tool that

central banks use as a throttle or break on their economies.

The central banks of the world do not hesitate to use this

important tool. Before the great financial collapse of 2008,

almost all of the central banks increased interest rates. The

European Central Bank raised interest rates eight times

from December 6, 2005, to June 13, 2007, to a level of 4.0

percent to guide a booming European economy to slow

down and avoid too-high inflation. The US central bank—

the Federal Reserve—increased interest rates 17 times

between June 30, 2004, and August 2006, and then paused

when it decided the economy no longer needed the brake of

interest rate increases.

Then came the financial crisis of 2008. It was so great a

collapse that statisticians remarked it was more than 12

standard deviations from the norm. In other words, no one

saw it coming. Rather than focus here on the causes of the

collapse, we simply need to note that the immediate

consequence was a global shift to nearly a zero interest

rate environment. That near-zero interest rate environment

has prevailed since then, and as a result, central banks ran

out of tools to stimulate economies and turned to

quantitative easing (QE), which resulted in expanding the

money supply in order to stimulate demand.



However, in late 2014, the world central banks began to

see the end of a policy of lowering interest rates. The US

Federal Reserve Bank ended its quantitative easing policy

in October 2014 and put an increase in rates back on the

agenda. The Bank of England (BOE) also has provided

guidance that an increase in interest rates is due. In late

2014, only New Zealand, among the Western economies,

increased rates. However, the world recovery from the

collapse of 2008 has not been equal. The Eurozone faced

deflationary fears and therefore remains sustaining low

interest rates. The Bank of Japan also has remained in a

quantitative easing policy, with an official target of

reaching a 2 percent inflation rate.

In other words, the forex trader in 2015 and the years

beyond will need to recognize that interest rate

expectations, whether they are for remaining low or

increasing, provide one of the most important fundamental

forces moving currencies.

As the globe recovers in growth, the role of interest rate

increases is to try to avoid excessive inflation. Inflation is

itself a complex set of events. But for the forex trader, there

are basically two kinds:

1. Demand inflation—consumer spending increasing

pushes up prices.

2. Wage inflation—the lack of a supply of workers pushes

up average wages.

Inflation in wages is increasingly a focus of central banks.

In fact, a puzzle is emerging where expectations of wage

inflation are increasing, but there is little evidence that it is

occurring. The world is in a tectonic shift where economies

are experiencing lower annualized growth and lower

inflation pressures. This is challenging central banks and

monetary policy. The result is an environment of constant



focus on economic data and therefore more potential for

surprises. It is an exciting time for trading. In the next

chapter, we take a closer look at inflation.

Since it is likely that the world is entering an era where

interest rate decreases are essentially over, the forex

trader should understand the general impact and role of

interest rate increase. Interest rate increases do much

more than slow down an economy; they also act as a

magnet to attract capital to bonds and other interest-

bearing instruments. This has been called an appetite for

yield, and when applied globally the flow of capital in and

out of a country can be substantially affected by the

difference in interest rates between one country and

another. In the coming years, if interest rate increases are

not uniform around the world, the phenomenon of the

“carry trade” will likely come back into focus. The carry

trade is driven by the interest rate differential that exists

between currencies—for example, between Japan (0.10%)

and New Zealand (3.5%), causing low-cost borrowing in

yen to invest in higher-yielding kiwis. Historically the yen

was the low-interest-rate currency that was borrowed or

sold to finance investments in instruments with higher

interest rates. It can lead to market turbulence, however.

Some forex traders learned this lesson, about the

consequences of carry trades, when the US stock market

sold off on February 27, 2007. It was precipitated by

traders getting out of their carry trade positions. Since

billions of dollars were sold to be converted back into yen,

equity markets were also affected because equity positions

had to be sold to buy back the yen positions. In Figure 1.1

we see how the Dow Jones Industrial Index correlated

directly with the US dollar–Japanese yen (USDJPY) pair

that day. Many traders will find the USDJPY relationship to

the US equities highly correlated. When the markets are

risk averse, the yen strengthens against the dollar. When



the markets are risk-on, the yen weakens. Figure 1.2 shows

how the USDJPY weakened while the Dow Jones Industrial

Index strengthened.




