Interest Rates and
Currency-PriceVolatility

Theinterestratesassociatedwithindividualcurrenciesareone
ofthemostobviousyetleast-understoodforcesintheforeign
exchange marketplace.Their most negative effects capture
publicattentionduringcarry-tradebubbles,suchastherecent
(summer2007)rise—andthenabruptfall—oftheNewZealand
dollar versus the Japanese yen. But day-to-day, currency
traders are misled by a broken market mechanism that
encourages pricing to skew away from any connection with
reality.

In the following interview, Richard Olsen, co-founder of
OANDA, discussesthislittle-understoodissue.Thesolutionhe
recommends — and has put into practice at Olsen Ltd. and
OANDA, theprominentonlineforexbrokeragehefoundedin
1995—iscontinuousinterest-ratepayment,second-by-second,
on all open positions.

Continuousinterestmakestheyieldcomponentofeverycur-
rencytransactionreal.Inamarketplacewherefundamentals
arefewandfarbetween,and where pricing tendstolackany
fundamentalframeofreference,continuousinterestwillhelp
stabilizemarketsandenableincrementalinterventiontoavoid
valuation free-falls.
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1. What's wrong with the way interest is currently
handled in forex?
Formosttraders,it'snothandledatall.90%of currencytrades
are closed before the end of the trading day, so no interest is
paid or received. For the small portion of positions that are
rolled overtothe nextday,theapplicableratesofinterestare
calculatedatclosingrates—regardlessofwhattheindividual
trader may have owned or sold during the trading day.

2. You say “rates” of interest — you mean there’s more
than one?
Therearetwosidestoeverycurrencytransaction—afactthat
many people don'tunderstand: one currency is boughtand
oneissold.Thetradershouldreceiveinterestonthecurrency
he owns and pay interest on the currency he is selling.
Formostintra-daytradersthisisnotthecase—exceptforthose
whousetheOANDAplatform,whereinterest-ratepaymentsare
calculated every second.

3. Why is daily interest-rate payment a problem?
Becauseitencouragestraderstotakespeculativepositionsin
weak currencies. Intra-day, this institutionalizes a systematic
bias:withinterestratesremovedfromtherisk/returnequation,
speculation is subsidized.
Whydoesthismatter?Ignoringtheratesofinterestassociated
witheverycurrencygivesspeculativeday-traderspermissionto
actasthoughallcurrenciesarethesame,thateverycurrencyis
justapricepointonthetradingscreen.Giventheherdbehav-
iorthatcharacterizesday-trading,smallpricingdiscrepancies
can quickly get out of hand, driving prices to extremes that
have no connection to the value of the underlying currency.

4. But isn't price volatility a fact of life in forex?
Extremevolatility resultingfromspeculationforitsown sake
should not be encouraged by the way the marketis setup to
work.Yes,volatilityisnotgoingtodisappear,butwebelieve—
andourtradingpracticesconfirm—thatcontinuousinterest
can eliminate some of the excesses.
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5. You're saying that the currency markets are broken;
how did this happen?

Basically, it is a case of trading practice lagging available
technology.Asrecentlyas10yearsago,forexactivitywasmuch,
much lighter; most trading was inter-day, and trades were
executedmanually.Withtheexplosionofonlineretailtrading,
dailyvolumenowexceeds$2trillion,andmosttradingisintra-
day. But most trading systems are still stuck back in 1990.
Forthepreviousgenerationofsystemsthemanualcalculation
ofcontinuousinterestwouldhavebeenimpossible.Electronic
trading today can easily accommodate it, but banks are
unwillingtomaketheinvestment—primarilybecausetheloss
of interest would cut into their profits.

6. Forex is widely described as an “efficient” market.
You seem to disagree.
Analystsandcommentatorsconfusevolumeandliquiditywith
“efficiency.” An experienced forex traderis likely to scoffat the
notionthatthismarketisefficient.Becausethepurposeofany
marketistocreateassetpricesthatdirectlylinkintrinsicvalue
with the reward of buying or selling the asset.

In forex there is no direct link. Given sufficient liquidity you
mayalwaysbeabletomakeatrade, buttheevolutionofprice
is all over the map. And for no good reason.

7. And you think continuous interest will make the forex
market more efficient?

We believe continuous interest will work to stabilize the
market. Instability is a serious issue because there is no fixed
pointofreference.Don'tforget:forextraderscomeinallshapes
and sizes. Some are “value traders”who may hold positions
forsixmonthsorlonger;othersarelookingtoprofitfromvery
short-termpricedisplacements.Instabilitymakesitimpossible
foranytrader—whatever his objective ortime horizon —to
develop a consistent experience of pricing relationships on
which to base a reasonable investment strategy. Forex
shouldn’tberoulette.Intheabsenceofprovenpricingrelation-
ships traders cannot possibly develop consistent frames of
reference that stop them from buying an overpriced asset or
selling an asset that is already at a trough.



< 8. With the huge number of traders and massive volume
in forex, can't we just rely on the market to stabilize
itself?
No. Because the stakes are too high, and because the risks
extend beyond the tradersand market makers and banks to
entire national economies.
Shiftsinexchangeratesaltertherelativecompetitiveness of
manufacturing and service industries and impact the flow
ofgoods.Thein-andoutflowsof capitalhaveasgreatoreven
greaterimpactonexchangeratesthandothetradebalancesof
individualeconomies.Vulnerablecurrenciesmaybevictimized
by a random exchange-rate spike that starts an avalanche
of further devaluation.
And it’s notonly unstable currencies or economies thatrun
thisliability:theglobalimbalancebetweencurrencypricesand
exchange rates invites the sort of herd behavior that can
precipitate a crisis anywhere.
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9. Have we had such a currency crisis?
Several,infact.Oneofthemostdevastatingwastheattackon
the Turkish lirain early 2001. A minor political crisis sparked
widespreadsellingofthelira;theinterbankovernightrateshot
up to 7,500% (annualized), and the Turkish stock market lost
18% of its value in one day. The central bank of Turkey first
intervenedtopropupthelira—bybuyingthenationalcurren-
cy and selling some $5 billion of its re-serves in U.S. dollars.
Buttoavoidfurtherdepletion ofitsreserves, thecentralbank
quickly decided to allow the lira to float. Traders saw this as a
signal to further dump the currency. Itlost 36% of its value in
two days. Real GNP for the year fell 9.4%, the inflation rate
nearly doubled to 68.5%, nine Turkish banks went under,
more than a million people lost their jobs.
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10. But can’t central banks control the exchange rate for
their native currencies?
No.Theyhaveastronginfluenceonovernightinterestratesfor
their own currencies, but not international exchange rates.
When central banks raise these short-term rates they don’t
havetobuyuptheirowncurrencies.Thedownsideisthatany
increaseinshort-termratesaffectsthewholedomesticecono-
my.Money,ineffect,becomesmoreexpensive;consumersand
companies have to pay more to access capital.

11. How does continuous interest fit in here?
Centralbanksareresponsibleformaintaining the stability of
theircurrencies.Theyengageincurrencytradingnottomake
aprofit,buttomanagethevalueoftheirhomecurrency.They
may lowerinterest rates or,asin the case of theTurkish crisis,
they may raise rates. But here’s the catch: because 90% of
forextradingisintra-day,anychangethecentralbankmakes
has no impact until the following day — except that the
announcement of an increase in rates sends a signal to the
market that the currency is weak. Under the current system,
where rate adjustments affect only those positions held
overnight,tohaveanimpacttheincreaseininterestratehasto
beparticularlylarge.Andthereforedisruptivetothenational
economy.
Withcontinuousinterestrates,centralbankscouldintervene
second-by-second to make smaller, more selective and less
damaging adjustments. In the example of Turkey, gradual
interest-rateincreasesmighthaveinducedintra-daytradersto
prop up the lira for a few hours at a time, stemming the
free-fall.

Today, adjustments of overnight interest rates are a blunt
instrument.Whencentralbankshavetomaintainahighrateof
interest to control inflation, for example, they risk the
undesirableeffectofacapitalinfluxdrivingupthevalueoftheir
currency.Continuousinterestwouldallowthemtoselectively
reduce interest rates to deter such an influx.Making smaller
adjustmentsinrealtime,throughoutthetradingday,isamore
surgicalandmoreeffectiveapproach.ltwould mitigatehuge
swingsinexchange-andinterest-ratevolatility,stabilizingthe
forexmarketandrestoringthelinkbetweenacurrency’sprice
and its associated yield.
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12. 1t sounds like there are really two trading systems in
conflict: a free-wheeling intra-day market and a more
constrained inter-day market.

That's right. And interest rates lie at the heart of this conflict.
But the inter-day market is not necessarily constrained; the
phenomenonofthecarrytradeshowshowmarketdisequilib-
rium can also wreak havoc through longer-term positions.

13. Can you explain how this works?

The recent bidding up of the New Zealand dollar against the
Japanese yen is a perfect example.

First, what is the “carry trade”? Buying a currency with a
higher rate of interest and selling one with a lower rate of
interest. With the hope that the total return (interest + price
appreciation)oftheformerwillbehigherthanthetotalreturn
ofthelatter.Carrytradersbid up the price of the higher-yield-
ingcurrency.Butremember:theyarelonger-termtraderswho
hopethatthemomentumoftheirherdingbehaviorwillresult
in a profit. They ignore the underlying fundamentals of the
economy that sponsors the high-yielding currency.
Thisiswherethetwoperspectivesyoumentionedbuttheads:
for carry traders inflated interest rates are a boon, but for
intra-daytraderstheyareanincentivetoshortthecurrency.In
otherwords,intra-daytradersareadragonthecurrency:their
shortingactivityexaggeratesdisequilibrium.And,aswehave
discussed, during the trading day there is nothing a central
bankcandotocounterthiseffect.Forinter-daytradersinterest
rates workas expected; forintra-day traders the mechanism
works in reverse.

14. So, who will be responsible for fixing this broken
system?

It would be nice if regulators would lead the way, but we
believecontinuousinterestwillbeadvocatedfromthebottom
up.Meaningthatself-interestedday-traderswillrecognizethe
potentialadvantageofreceivinginterestontheiropenpositions.
Two of the world’s largest banks have already adopted
OANDA'sforexplatform,sothemovementtowardcontinuous
interest is already under way.



While two systems continue to exist, traders will use both to
theirownadvantage:whentheybuyahigh-yieldingcurrency
they will do so through the platform that pays continuous
interest;whentheysellahigh-yieldingcurrency theywilluse
theoldsystem—Whypayinterestifyoudon’thaveto? Asmore
and more traders realize there is an alternative to the
old-fashionedsystem—andthattheycanearnextrareturnby
tradingonthenewone—thoseolderplatformswillgradually
disappear.Centralbanksshouldendorsecontinuousinterest
forthereasons we have discussed.They will have to learn to
manageintra-dayrateswithoutjeopardizingliquidity,buttheir
motivationtochangeisstrong.Theneedforchangeisobvious:
increasing market volatility creates huge, unwarranted
imbalancesin the globaleconomy,andthe current system of
daily interest-rate payment simply cannot cope. Finally, the
trendtowardhigherinterestrates(biggerdifferentials)creates
largerarbitrageopportunitiesbetweenplatformsoperating
under the old and new interest-payment regimes.

15. One last question: How would continuous interest
rates benefit the average citizen?

Today we think of interest rates distributed across a “yield
curve” that reaches from one day to 30 years. Continuous
interestwouldextendthiscurve (ontheshortend)fromone
day down to one second or one minute or one hour.
Forex interest rates could spike up or down at intervals of a
minuteoranhour, helpingbringbuyingandsellingdemand
into greaterequilibrium, and thenreturntoa“normal”value.
Average citizens would not be affected because the interest
ratesthataremostimportantforthem(mortgages,credit,and
bank loans) depend on the longer end of the yield curve.
Any systematic change that could avoid a crisis should be a
priority for everyone. Remember the Turkish experience in
2001—sure,biginvestorslostmoney,butthebruntofthecost
was borne by average people who lost their jobs and their
savings.Butevenshortofsuchadisaster,continuousinterest
cangoalongwaytowardmakingeverydayforextradingmore
equitable and less susceptible to speculative exploitation.
Morestableexchangeratesmeanthatcurrencyvalueismore
predictable and more reliable. And reliable currency value
benefits every member of every country.



