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C H A P T E R 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 for-
eign exchange (forex) traders as well as what kind of economic activity are

most important in affecting price movements. These include interest rates, interest rate
differentials, economic growth, and sentiment regarding the U.S. dollar.

WHY FUNDAMENTALS ARE IMPORTANT

In many ways, forex trading is similar to playing a game. You have an opponent (the
market). In game 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. Participants in forex trading do not
share the same amount of information. In forex, this asymmetry of information results in
advantages and disadvantages to trades. Some players have more information than the
others. In forex, information about fundamental aspects of economies does not arrive
simultaneously to all participants. The real 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.

In getting acquainted with the forex market, most people start by looking only at
price charts and price patterns. This is called technical analysis. But the study of what
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6 WHAT DRIVES THE FOREX MARKET?

FIGURE 1.1 Dollar Yen Slide Causes Dow Sell-Off.
Source: CQG Inc. Copyright C© 2006. All rights reserved worldwide.
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THE ROLE OF HOUSING IN FOREX PRICE MOVEMENTS

Fundamentally, however, one of the most important categories of economic data around
the world, which is sensitive to interest rate changes, is housing data. The housing sector
in the United States, as well as other nations, provides a major share of wealth, consumer
spending, and job creation. Recent years have seen an international housing boom, with
prices growing at more than 10 percent per year in many countries. For example, Ireland
grew at 15 percent in 2006; Spain’s growth actually slowed down to 13 percent. Canada,
Norway, and Sweden shared more than 10 percent growth. The United States, in the face
of a slowdown, saw prices up 7 percent. This means that the value of homes around the
world has doubled in the past 10 years, and as a result the increased wealth has fueled
economic growth and consumer purchase.

Closely watched are data releases that relate to housing activity. Some of the main
data releases track:

� The level of unsold homes
� Mortgage loan applications
� New and existing home sales
� Single-family housing permits
� Housing prices

Forex traders’ expectations of the future direction of interest rates are significantly
affected by housing data because, for example, weak housing leads to expectations of a
slowdown on consumption. The economic reasoning is that consumers start seeing a de-
cline in housing values and restrain their consumer spending. One of the most important
factors related to housing market strength in recent years has been mortgage equity with-
drawals (MEWs). As home prices have increased around the world, consumers take out
loans against their mortgages, which stimulates consumption. During periods of hous-
ing booms, MEWs rise. MEWs have been, in fact, calculated to contribute to the growth
of gross domestic product (GDP). Figure 1.2 shows that MEWs have reached nearly 6
percent of U.S. GDP. However, if MEWs slow down, this can portend a decline in con-
sumption and a slowdown in the economy. If and when a slowdown in MEWs occurs,
central bankers view it as lessening the likelihood of an interest rate increase. Damon
Darlin wrote in the New York Times (“YOUR MONEY; Mortgage Lesson No. 1: Home Is
Not a Piggy Bank,” November 4, 2006):

Economists argue over what effect the access to money, which mortgage equity
withdrawals allow, has had on consumer spending. Homeowners cash out to pay
off more expensive credit card debt, remodel the house to build more equity, or just
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TABLE 1.1 Number of New Privately Owned Housing Units Started (Seasonally Adjusted)

Year

New Privately
Owned Housing
Starts (Unit =
Thousands) Year

New Privately
Owned Housing
Starts (Unit =
Thousands) Year

New Privately
Owned Housing
Starts (Unit =
Thousands)

Jan-00 1636 Jun-02 1717 Nov-04 1782
Feb-00 1737 Jul-02 1655 Dec-04 2042
Mar-00 1604 Aug-02 1633 Jan-05 2137
Apr-00 1626 Sep-02 1804 Feb-05 2213
May-00 1575 Oct-02 1648 Mar-05 1856
Jun-00 1559 Nov-02 1753 Apr-05 2079
Jul-00 1463 Dec-02 1788 May-05 2034
Aug-00 1541 Jan-03 1853 Jun-05 2078
Sep-00 1507 Feb-03 1629 Jul-05 2070
Oct-00 1549 Mar-03 1726 Aug-05 2075
Nov-00 1551 Apr-03 1643 Sep-05 2158
Dec-00 1532 May-03 1751 Oct-05 2046
Jan-01 1600 Jun-03 1867 Nov-05 2131
Feb-01 1625 Jul-03 1897 Dec-05 2002
Mar-01 1590 Aug-03 1833 Jan-06 2265
Apr-01 1649 Sep-03 1939 Feb-06 2132
May-01 1605 Oct-03 1967 Mar-06 1972
Jun-01 1636 Nov-03 2083 Apr-06 1832
Jul-01 1670 Dec-03 2057 May-06 1953
Aug-01 1567 Jan-04 1911 Jun-06 1833
Sep-01 1562 Feb-04 1846 Jul-06 1760
Oct-01 1540 Mar-04 1998 Aug-06 1659
Nov-01 1602 Apr-04 2003 Sep-06 1724
Dec-01 1568 May-04 1981 Oct-06 1478
Jan-02 1698 Jun-04 1828 Nov-06 1565
Feb-02 1829 Jul-04 2002 Dec-06 1633
Mar-02 1642 Aug-04 2024 Jan-07 1565
Apr-02 1592 Sep-04 1905 Feb-07 1525
May-02 1764 Oct-04 2072

of the housing industry, especially the single-family industry. The survey asks respon-
dents to rate general economic and housing market conditions.”

By looking at the HMI data for 2005 and 2006 we can discern an increasing pes-
simism on the health of the housing market (see Tables 1.2 and 1.3). The survey results
in the summer of 2005 were at a peak on all HMI component measures. The Federal
Reserve stopped increasing rates in August 2006, re�ecting their judgment that the econ-
omy didn’t require more rate increases. Using the HMI index, the forex trader saw a
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TABLE 1.2 Housing Market Index (Seasonally Adjusted)

2005
May Jun Jul Aug Sep Oct Nov Dec Jan Feb
70 72 70 67 65 68 61 57 57 56
2006
Mar Apr May Jun Jul Aug Sep Oct Nov Dec
54 51 46 42 39 33 30 31 33 32

Source: National Association of Housing Builders.

significant weakening in the housing market, which was an omen that increases in rates
were increasingly not likely. At the end of 2006, the HMI survey shows that the previous
rate of decline in housing starts was slowing down. This can be interpreted as possible
bottoming out of the housing market. Using this data, those traders expecting an interest
rate decrease would have to reconsider their confidence in a rate cut.

The importance of housing data as an indicator for traders is reflected in the fact that
new sources of data on housing are being developed for investors. One of the more re-
cent sources is the Standard & Poor’s (S&P)/Case-Shiller home price index. It is a bench-
mark measure for housing prices. It tracks the value of single-family homes in the United
States. Twenty metropolitan areas are tracked, and the index is measured monthly. The

TABLE 1.3 Housing Market Index Components (Seasonally Adjusted)

2005
May Jun Jul Aug Sep Oct Nov Dec Jan Feb
Single-Family Sales: Present
76 77 76 73 72 74 67 64 62 61
Single-Family Sales: Next 6 Months
77 80 77 77 70 73 65 65 66 64
Tra�c of Prospective Buyers
53 55 55 50 49 51 46 40 41 40

2006
May Jun Jul Aug Sep Oct Nov Dec Jan Feb
Single-Family Sales: Present
59 55 50 47 43 37 32 32 33 33
Single-Family Sales: Next 6 Months
62 59 55 51 46 41 37 42 45 48
Tra�c of Prospective Buyers
40 39 33 29 27 22 22 23 26 23

Source: National Association of Housing Builders.
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last Tuesday of each month at 9 A.M. is the release time of the announcement. Traders
looking for leading indicators of a housing recovery will likely see it in increases in hous-
ing prices tracked by this monthly index, posted at www.indices.standardandpoors.com.
Detailed housing data can also be found at www.macromarkets.com.

ALSO WATCH HOUSING EQUITY SECTOR STOCKS

Another way for the forex trader to get a grip on housing data is to watch equities that are
housing related. For example, Lennar Homes is a leading home builder. Its stock price
and earning forecasts offer good clues regarding the direction of the housing market and
by inference interest rate policies (Figure 1.3). In April 2006, Lennar homes broke down
below its support at $55 per share. Lennar Homes’ weakness was an omen about the
end of interest rate increases. Interestingly, when the forex market begins to conjecture
whether the Federal Reserve will raise rates in the future, the trader following Lennar
Homes’s stock price or another housing equity leader will be helpful in shaping an opin-
ion about the likelihood of an interest rate increase.

FIGURE 1.3 Lennar Homes Trying To Recover.
Chart courtesy of Aspen Graphics, www.aspenres.com.




