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C H A P T E R 4

Fundamentals
for FOREX

Trading

T he age-old debate among traders about which is the better way to
make decisions—technicals or fundamentals—misses the point. The
two are not mutually exclusive; they are complementary. Activity in

the interbank FOREX market is far larger than the retail trading platforms
and commodity markets. The relative volume of retail trade is insignificant
compared to institutional activity. Many institutional dealers rely heavily
on the fundamentals, so it behooves the retail trader to have a passing
knowledge of the fundamentals, if for no other reason than to understand
what the big players are up to. This chapter aims to provide an insight into
what factors fundamental traders consider when they make their trading
decisions.

WHAT IS FUNDAMENTAL ANALYSIS?

The fundamental trader seeks to figure out the reasons behind buying or
selling currencies in the FOREX markets in order to predict how those
making such transactions will behave in the future. The technical trader
simply accepts the fact that these transactions are taking place and looks
for familiar price patterns to repeat. This chapter takes a quick look at
some of the principal fundamental influences on the markets. Because
knowledge of the fundamentals usually requires both academic prepara-
tion and considerable market experience, they are often used more fre-
quently by traders who have a professional background. If you approach
both analysis tools with an open mind, you might find that some of the
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elements of a fundamental approach might prove to be useful along with
technicals. Figure out what works for you.

ALL PRICE MOVES ARE NOT
CREATED EQUAL

Many assert that the fundamentals are already priced in the markets.
Decades of trading experience suggest that this theory is utter nonsense.
Take a look at how the direction of the markets can be abruptly reversed
by a central bank decision or an economic release. As for the difference be-
tween fundamental and technical analysis, the two methods approach the
markets from different directions. Technical traders look for future guid-
ance from past and present price patterns, while fundamental analysts like
to dig in and try to figure out what is behind the price patterns that the
technical traders are readily accepting.

A basic flaw with pure fundamental trading is that it is often impossible
before the fact to identify which fundamental factors will be dominating
trade, because those factors tend to change quickly. A key flaw in pure
technical trading is that it can lack the depth that comes from fundamental
analysis. In other words, not all price moves are created equal. Here is how
a bank dealer from the southern tier of Europe approaches the FOREX
markets:

Today’s data really puts into context those three basics that move

fx rates: relative growth differentials, yield differentials, and other

stuff. In a rising growth/low volatility environment, yield differ-

entials matter more. In the current falling growth and risk aver-

sion environment, yield differentials matter little. It’s primarily

about future relative growth expectations, and how some economies

are soon to be perceived as falling more behind the curve than

others.

An approach that might be considered is to use whatever technical
approach works for you and supplement that strategy with an awareness
of what is happening fundamentally.

T H E I N S I D E S C O O P ( J O H N B L A N D )

Recent studies of the reaction of FOREX markets to key economic releases in the
hour after the data is published, over the day, and afterward suggest that the
news was not priced in. The data also appeared to have impacted the direction
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of the markets in certain cases. In others, the data reinforced existing trends.
It is unwise not to be aware of what releases are scheduled over the next two
weeks and what is expected from them. The extreme volatility after some key
releases can play havoc with your stops or give you an excellent opportunity to
enter new positions. Some traders remove protective stops and/or vulnerable
positions before key data is released (see Chapter 5 for a list of high-volatility
data releases).

INTEREST RATES

Think of foreign exchange as just another commodity. Money tends to flow
to where it earns the most and moves away from where it earns the least.
An investment in a currency has “costs.” The first and most volatile cost
can be its exchange value against the home currency of the investor and
the second is the ongoing interest rate cost of financing the position in
that currency. Below we will discuss how interest rate differentials impact
the cost of trading (rollover) and how rate movements have an impact on
macro moves in the foreign exchange markets.

Rollover Costs

Although it is not transparent at all times to retail traders, FOREX trans-
actions all have baked in a cost based on interest rate differentials. Some-
times this cost can be negative so that a position earns something, but there
is always a daily net interest rate gain or loss cranked into the rollover or
forward rates. In other words, you earn on the rollover when holding a
higher-yielding currency, and the opposite is true when you hold a lower-
yielding currency.

T H E I N S I D E S C O O P ( J A Y M E I S L E R )

Daily rollover and all forward swaps are calculated by using the differential in
short-term interest rates. For example, in the case of a USD/JPY position, the
bank dealer will use the cost of one-day euro/dollar (USD LIBOR) versus one-
day euro/yen (JPY LIBOR) interest rates to calculate the per-day net swap cost
(profit) for holding a currency position. A long position in a higher-yielding cur-
rency earns when it is funded with a lower-yielding currency. In contrast, it
costs to hold a lower-yielding currency when it is financed with a higher-yielding
counterpart.
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It is a simple formula, and if the swaps get out of line with the deposit rates,
the market will arbitrage them back into line. A simple way for you to calculate
it is to look at short-term rates in various countries.

Thus a JPY purchase for USD has to be financed at some level by bor-
rowing USD to hold on to a JPY bank deposit. If it costs 5.50 percent per
annum to borrow USD for one day and a JPY deposit earns 0.50 percent for
one day, the cost of running a long JPY position against the USD would be
5.00 percent per annum. A transaction in the opposite direction would earn
5.00 percent per annum. This is where the rollover costs or credits come
from. In this example, the charge or credit for one day would be minimal,
but for long-term capital flows, the cost over the course of a year could
become considerable.

There are cases where interest rate differentials have been substantial
and have remained that way for considerable periods of time. Since the
early 1990s, the Bank of Japan has kept interest rates low in an effort to lift
its economy out of deflation (declining prices). Thus the cost of borrowing
JPY has been close to zero for years. Hedge funds and others (Japanese
investors) have been borrowing cheap JPY and investing those funds in
high-yielding currencies, such as the AUD. This is often referred to as a
carry trade. Those with a longer-term perspective currently can borrow
JPY, invest in AUD, and earn a 6.10 percent interest rate spread for a year.
Of course the trade involves exchange rate risk, but that’s the risk that
many investors both inside and outside of Japan have been taking for a
good while. In this example, those borrowing JPY (at a cheap interest rate)
will buy AUD, and then place the proceeds of the transaction into an AUD
bank deposit. This transaction results in JPY selling and AUD buying that
fundamental traders will try to anticipate.

JPY borrowers (hedge funds and others) have also borrowed JPY to
generate the cash to pay for investments in equities, oil, gold, NZD, and
other vehicles. These trades have generated capital flows out of Japan,
which kept the JPY weak for years as these investments were paid for by
new JPY liabilities.

Note that these strategies are not a one-way street. The financial cri-
sis in the second half of 2008 has led to massive unwinding of these “carry
trade” positions, boosting both the yen and dollar versus all currencies, as
global markets were forced to de-leverage. This created heightened volatil-
ity and risk aversion, which both rose to historically high levels. While tech-
nicians might say it was all in the charts, these extraordinary moves in the
FOREX market were led by fundamental factors. Differentials in short- and
long-term interest rates often establish the underlying flow (or currents) in
the markets, as in the case of a river. For this reason a lot of time is spent
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in the major institutional trading rooms trying to forecast future interest
rates. It is the role of a country’s central bank to support its economy. Cen-
tral banks, such as the U.S. Federal Reserve (the Fed), have a dual man-
date to contain inflation and support economic growth, while other banks,
such as the European Central Bank (ECB), have a single mandate to en-
sure price stability. In recent years, more and more of the central banks
have started to target a specific inflation level. The theory is that if inflation
is contained, economic growth will take care of itself. Global-View.com
makes available in its public pages free central bank analysis accompanied
by relevant charts that are updated daily.

One trading strategy that might be considered is to find whatever tech-
nical approach works best for you and to supplement those signals with an
awareness of what is happening fundamentally.

Inflation Control Mechanism

One key brake and accelerator that central banks use to drive the economy
is the price of short-term money (e.g., overnight rates). They impact the
cost of borrowing via open market operations and control of the money
supply. Central banks use monetary policy to control aggregate demand
and thereby inflation. Economic theorists postulate that monetary policy is
a more effective tool when a central bank wants to slow down an economy
than it is when the goal is to stimulate growth. Most feel that fiscal policy
(increased government spending) is a more effective tool for stimulating
growth.

Almost all central banks target inflation to one extent or another.
Therefore, it makes sense to keep track of the inflation measure that a
central bank is targeting. In most cases this number is published monthly
(quarterly in the case of Australia). If the measure the central bank is tar-
geting is running too hot, future monetary restraint can be expected. If it
is running below its target range, future monetary ease can be expected.
Global-View keeps track of these data and publishes them in a chart for-
mat as they are released. A sample of the Eurozone’s harmonized indexes
of consumer prices (HICP) is shown in Figure 4.1.

Note that both the headline (all items) and core (headline minus food
and energy) indexes are shown. Central banks often like to look at both
price measures because food and energy prices are thought to be very
volatile, while the core measure is an indication of how underlying prices
are performing.

Another key for FOREX traders is an indication of what the mar-
kets are currently pricing in for future interest rates. A valuable tool in
this endeavor is the futures market prices for three-month Euro USD
LIBOR deposit rate or other currency interest rates. LIBOR is the London
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Eurozone HICP y/y 
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FIGURE 4.1 Monthly Eurozone HICP (All Items and Core)

Inter-Bank Offered Rate. The three-month deposit (interest rate) futures
tend to be the most liquid and tell the analyst where the market says three-
month-duration interest rates will be at the maturity of the contract. Thus
the June three-month Eurodollar interest rate futures allow traders to lock
in where three-month rates will be in the middle of June. Since three-month
deposit rates are normally heavily influenced by where the central bank
will be setting its overnight deposit rate target in that three-month period,
the futures give the FOREX trader an explicit forecast for monetary policy
at that time.

Figure 4.2 shows a chart that is updated daily on Global-View.com, and
indicates (dotted line) that the outlook for Fed policy in the example be-
low is for declining rates to about the 2.50 percent level by June and then
roughly steady rates through the first quarter of the following year. Note
also the comparison between the dashed line and the dotted-and-dashed
line as the outlook for the economy weakened substantially in the four-
week interval between market snapshots.

Last, other indexes followed actively by the markets are the various na-
tional purchasing manager indexes released monthly. Studies have found
that these indexes can be closely correlated with gross domestic product
(GDP) data. Traders like them because they are about as close to real-time
data as can be found; they come out much sooner than GDP data, which
typically arrives only after a two-to-three-month lag.
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U.S. Short-Term  Rates
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FIGURE 4.2 Implied Three-Month Eurodollar Rates

Figure 4.3 shows comparable U.S. and Eurozone manufacturing data.

Au: Please

confirm that

Figure 4.2

matches the

text

discussion

above.

The dotted “50” line is the point dividing economic expansion from con-
traction. As in the case of the inflation reports, the markets can be very
sensitive to the various purchasing managers index (PMI) releases. Month-
to-month swings can be misleading, so it is often better to stand back and
look for the broader pattern of the chart, and how one economy compares
to another.

In this chart, it is clear that in both cases that the economies are slow-
ing. At this juncture, U.S. weakening has been worse than in the Euro-
zone, but some looking ahead could take the view that since the United
States is deeper and earlier into the slowing process it might emerge
more quickly. Keep in mind that markets are always discounting future
events.
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U.S. Manufacturing PMI 
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FIGURE 4.3 Monthly PMI Manufacturing Surveys (U.S. and Eurozone)

Longer-Term Interest Rates

The price of long-term money (e.g., two-year to 10-year bonds) is deter-

Au: Please

reconcile

Figure 4.3

and its text

discussion

(compari-

son with

Eurozone?)

mined much more by the marketplace than by central banks. The cost or
yield on long-term money tends to reflect what investors and borrowers
expect for economic growth and inflation over the life of the instrument.
If the yield does not compensate for expected inflation or the perceived
exchange rate risk, investors will shy away from the security. If borrowers
feel the cost of funds is too high, they will look elsewhere. Generally, hot
money tends to flow from where the perceived adjusted (for inflation and
FOREX risk) money is cheapest to where yields are highest. Long-term
investors tend to seek out the currencies with the highest real (inflation-
adjusted) yields, rather than the currencies with the highest nominal
returns.

Traders often look at the relationship of the cost of long-term money
(e.g., 10-year government bonds) relative to the cost of comparable shorter-
duration instruments (e.g., two-year government bonds). A normal yield
curve is when longer-term interest rates are higher than short-term rates.
There is a premium paid for locking up one’s money for a longer time pe-
riod, and higher long-term rates suggest that the economy is expected to
be performing in the future at least as well as it is now. The yield curve is
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said to be inverted when long-term rates are below short-term rates. This
configuration suggests that in the future markets expect interest rates will
be lower, and this means the economy will be slowing. Traders often use
the shape of the yield curve as a predictor of the strength of the economy
and thus exchange rates.

A professional Far East money manager had this perspective on the
shape of the yield curve:

The banks certainly want the yield curve as steep as possible but

their money desks only serve to help flatten it in their quest for

easy money—lend long-term high, borrow short-term low. The sud-

den steepening of yield curves has helped many banks in the past.

The Fed is aware that an inverted yield curve was an ominous sign

of an imminent recession so I guess their substantive moves in mon-

etary policy were probably aided by this finding.

Figure 4.4 is an example of how the value of the EUR/USD can be influ-
enced by the differential in two-year interest rates between the Eurozone
and the United States. Capital flows traders closely follow short- and long-
term interest rates and the relative performance of equity markets.

Capital flows can also result from mergers and acquisitions (M&A)
transactions. These transactions can be substantial and often take place
on a timetable unrelated to market trends. The price distortions they gen-
erate tend to be short-lived, but can present a trading opportunity when
they can be identified in a timely manner.

TYPICAL FUNDAMENTAL
MARKET FRAMEWORKS

Fundamental traders often construct market scenarios that serve as the
framework for their basic market view for positioning. Within that over-
all framework, many successful market participants use technical trading
tools to execute their trades.

Purchasing Power Parity

Purchasing power parity (PPP) is the basic FOREX paradigm taught in uni-
versities and economics textbooks. In sum, it says that similar goods in dif-
ferent currency areas should be worth the same when FOREX valuations
are taken into account. If the goods are too expensive in one trading part-
ner versus another, foreign exchange values should adjust to bring them
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EUR/USD vs. 2-yr EZ-U.S. Bond Spread 
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FIGURE 4.4 EUR/USD versus Two-Year Eurozone–U.S. Government Bonds

back into line. Those following the PPP approach watch the trade-weighted
value of currencies to see if they are over- or undervalued. A factor that can
impact the future relative valuation of currencies is differentials in inflation
levels. For example, a higher relative inflation rate in an undervalued econ-
omy would tend to mitigate the undervaluation of that currency. PPP fun-
damental traders keep close tabs on inflation and trade data. A Canadian
trader pointed out:

Fed’s [Jeffrey M.] Lacker: “. . . the job of a central banker is to protect

the purchasing power of currency.. . .”

Relative Growth Scenarios

Those traders who react to relative growth patterns tend to want to buy the
currencies of the economies that are growing or expected to grow fastest.
This approach can be related to capital flows because a fast-growing econ-
omy will tend to draw in funds from abroad to finance its growth, and
global stock fund managers will want to participate in that economic
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growth by buying equity positions in the firms that are participating in that
growth.

Traders focused on relative growth tend to keep close tabs on monthly
and quarterly growth statistics.

Political Markets

Everything can be in place for an economy (low inflation, solid growth
prospects, etc.), but political uncertainty can be toxic. Understandably, in-
vestors shy away from political uncertainty, because what good is a great
investment if getting paid back is in question? Uncertainties can stem not
only from political instability but also from credit concerns about the coun-
try concerned. Another dimension to political markets is when political
instability in one country can impact activity in another. A good example
might be disruptions in the international flows of energy.

Trading focused on political markets requires keeping tabs on global
political as well as economic news.

Official FOREX Market Manipulation: Pegged
Exchange Rates

At times, the exchange rate of one country can have a fixed value against
another (often the USD). A variation on this theme is the crawling peg.
In this case, one currency moves against another with a highly structured
adjustment mechanism. A currency that should adjust its valuation might
not because its government will not permit such a price move. An Aussie
trader said:

Once the pegged currency un-pegs it removes a huge source of pres-

sure and USD selling.

I have said for a while that the knee-jerk reaction is to sell USD. I

think the de-pegging and a more balanced FX income stream actually

relieves a lot of USD selling pressure. These guys will be getting paid

in Euros or Yen or whatever so why do they need to keep selling out

of their USD? It’s the same with China. As Europe becomes a bigger

consumer and destination for Chinese exports the reserves will re-

balance themselves. Also the US consumer slowing means less USD

being spent on Chinese imports.

Here is a typical pre–New York opening trading analysis by a bank
dealer from New York City.

Perfect morning for a well-timed central bank ‘price check’ or step

it up towards another level of intervention. Seems something has
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to be down so that the Mid-East does not de-peg from USD. The NY

interbank open should be interesting.

Managed Exchange Rates

Every currency has its value monitored by its monetary (exchange) au-
thorities and at times manipulated against other currencies. Among the
freely floating currencies, the JPY is probably the most heavily manip-
ulated. Tokyo manages the value of its currency though the actions of
government-directed investment funds that buy and sell JPY ostensibly for
portfolio management reasons. In so doing, the government can intervene
to manage the value of the currencies while leaving its official intervention
agency (the Bank of Japan) with clean hands. There are countless cases in
other situations where central banks have explicitly taken into account the
value of their currency when making monetary policy decisions. In short,
it is best to figure out what currency authorities want for their currency as
a part of any exchange rate analysis.

The following is a comment from a professional European trader.

I remember reading something that argued China was moving away

from being pegged to the dollar, favoring the euro. I’ll see if I can find

the material, but the underlying prospect stuck.

TRADING IN A CRISIS ECONOMY

The financial crisis that rocked global markets and boosted the dollar dur-
ing the third quarter of 2008 was an extraordinary event, one that high-
lighted the importance of recognizing when the rules have changed and
you should not treat the market as business as usual. This means that when
there is extraordinary fundamental news that supersedes technicals, step
back and gather as much information as possible that will allow you to as-
sess the risks, and adjust your trading strategies accordingly. For example,
the EUR/USD fell from a high of 1.6040 on July 15, 2008, to a low at 1.3882
on September 11, a 13.45 percent drop in less than two months. It then fell
to a 1.2331 low less than two months later, another 9.7 percent fall from
the high.

This was an unprecedented move and one driven by massive position
liquidations. It also saw little in the way of a meaningful retracement as
global players scrambled for dollar liquidity. We heard some disaster sto-
ries during this period about traders betting on retracements in a one-way
market that was fueled by massive dollar demand for liquidity and massive
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liquidations of positions. A phrase used for this type of trading is trying to
“catch a falling knife.”

While this was an extraordinary event and one we hope is not repeated
in our lifetime, it serves as a lesson to be aware of the broader picture.
Don’t trade in a bubble. Recognize when your normal approach is not work-
ing due to changing market conditions. Use the Global-View forums to gain
a broader perspective. From a Global-View member:

Global-View’s website is a gold mine, and your opinions are the gold

to me. I have been copying and pasting your posts of all these forums

for 6 years into my files, and I often read them too, for they are my

guidance of how to survive in this forex ocean.

SUMMARY

Fundamental analysis seeks the underlying cause-and-effect relationships
behind the price moves you see on a broker’s trading platform. The ongoing
goal of a fundamental approach is to identify which factors are currently
influencing the price action. They tend to change over time. It would be
wrong to try to claim that either the fundamental or the technical trading
approach is superior. Figure out what works for you best and keep an open
mind. Global-View.com provides support to both kinds of traders. In terms
of bias, the FOREX Forum skews more heavily in the direction of the tech-
nical trader, while the GVI FOREX forum (for more experienced traders)
is more oriented to the fundamental trader. Both types of traders are sup-
ported on both forums.

Recommended Global-View Links

Daily Interest Rate Forecasts: www.global-view.com/forex-

trading-tools/sta.html

U.S. Federal Reserve Policy Preview: www.global-view.com/forex-
trading-tools/rates/usratesa.html

Blog—Selected Daily Bank FOREX Research: www.global-view.

com/forex-trading-tools/research/
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