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Steve Meizinger, Director of Education at the International
Securities Exchange (ISE), is a leading expert in Forex, equity,
and index options trading. As a top rated instructor for ISE and
the Options Industry Council, Steve has led thousands of semi-
nars, helping investors navigate the market and identify the most
appropriate trading strategies. Steve has over twenty years ex-
perience as an Options Specialist at several leading exchanges,
including the NYSE, PHLX and AMEX.

Balancing Risk and Reward

The recent global
financial meltdown has
turned many investors
away from commonly
practiced strategies like
the “carry-trade” as they
seek “safe-haven”in
these uncertain times.
How do human emotions
factor into pricing the
currency market? What
strategies can you em-
ploy to

balance your risk and
reward trade-offs?

bad news.

The financial markets are constantly looking
ahead for information to price themselves.
With the recent dramatic upheavals in the fi-
nancial markets, hope has been replaced by
despair. The markets generally experience
four price stages in their own “life cycle”:
consolidation, breakout, equilibrium, and
the reversal of the previous breakout. The
challenge for investors is not only qualifying
which stage the market is in, but also the
various sub-stages it encounters. Human
emotions play a critical role, where mar-

ket skepticism in a new trend is followed

by hope, greed, fear, and capitulation.

The foreign exchange market experiences
similar life cycles for each of the currency
pairs. Understanding how currencies are
tightly interwoven into the equity, bond and
commodity markets is vitally important for
investors. Similar to the stock market, the
currency market can rise or fall on good or

Which stage of the currency cycle are we in? Interestingly, that depends
on both the currency pair and the time period you are studying. Since
2007, the currency markets have gone through many ups and downs, and
possibly, more than one life cycle. As | review the six ISE FX option cur-
rency pair values, there has been one common theme (which can quickly
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change). Since the reversal of the world’s economic growth trend in
2007, the currencies that have performed the best have been the “safe-
haven” currencies. Some common questions are: Why? When might this
change? Which currencies are expected to benefit from a changing world
economy?

For the past decade, the most popular theme in the currency markets has
been the so called “carry-trade.” This refers to a strategy where investors
borrow low-yielding and lend high-yielding currencies. The carry-trade is
mostly executed in times of global financial and exchange rate stability,
and pulls back during liquidity shortages. The rationale was to benefit
from an improving economic environment by borrowing yen and buying
alternative currencies that yielded higher interest rates. The foreign ex-
change market is dramatically affected by monetary policy. Interest rates
affect the “spot’ or cash currency markets; higher rates indicate more
inferred growth for that particular currency. What many investors fail to
take into account is that the potential rewards must always be balanced
by the risks. Higher interest rates imply more

growth but they also imply more risk. As the U.S. Fed

In 2008, the carry trade achieved negative re- cut short term

turns for investors long on the USD/JPY (ISE
symbol: YUK). As the U.S. Federal Reserve
cut short term rates from a high of 5.25% to
nearly 0%, the carry trade experienced mas-
sive liquidation.The reversal of the carry
trade required investors to buy JPY and sell
the higher yielding currency, such as USD,
GBP, AUD and CAD.These currencies were
previously used in strategies that sought

to amplify the positive returns for the carry
trader, as long as they did not significantly
decline in value. This is exactly what happened in 2008, creating substan-
tial losses for the carry trade strategy.

rates from a high
of 5.25% to
nearly 0%, the
carry trade
experienced
massive
liquidation.

The weakest currencies in 2008 were the GBP, AUD and CAD. (The cor-
responding ISE FX symbols are BPX, AUX, and CDD.) These currencies
were hit especially hard by the unwinding of leverage. Whether it was
operating leverage or financial leverage, or a combination of both, these
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currencies experienced one of the worst
years in history. The USD also suffered, but
primarily against the yen and the Swiss franc
(ISE symbol: SFC). The USD/EUR (ISE symbol:
EUI) remained relatively steady, although not
without record currency volatility.

Each trading
day, the
markets prices
attempt to
reflect global

Risk and reward are intrinsically linked. Risk
should, therefore, always be incorporated into
your investment strategy. High growth cur-
rencies, AUD, CAD, USD, GBP and to a lesser
extent the EUR have felt the shift in trends.
Though investors predicted that, in the event
of a global economic decline, the AUD, CAD,
USD, GBP, and EUR would suffer, they never
expected them to all fall simultaneously at the same levels. Each trading day,
the markets prices attempt to reflect global economic conditions for every
currency.

economic
conditions for

all of the

currencies.

As the global economic crisis worsened, the USD actually benefited
against many of the major currencies. As of December 26, 2008, the USD
has gained value against the CAD, AUD, and GBP. | will use acronyms for
these currencies, the CAG currencies (Current Annualized Growth).The
USD has only declined against the two safe-haven status currencies, the
JPY and Swiss franc (Just Stabile). The currencies that anticipated higher
growth for this time of year have suffered. At the beginning of 2008, CAB
currencies expected significantly more growth than the JS currencies. As
a result of the global economic crisis, “JS” currencies have outperformed
the “CAB” currencies in 2008 relative to the USD.

ISE FX Options allow investors to make their own foreign exchange fore-
casts using exchange-listed options. The ISE FX Options are intuitive; all

of the pair values are U.S. dollar relative. If you are predicting a USD rally,
you could simply buy call options to implement your forecast. Conversely,
if you thought the USD is going to decline, you would buy put options.The
options can be accessed directly from your equity options broker with ex-
pirations up to ten months in length. More sophisticated multi-leg options
strategies can be implemented creating your own unique risk and reward
tradeoffs.
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CONVENTION ISE FX RATE ISE UNDERLYING asktheexperts@ise.com
SYMBOL MODIFIER RATE EXAMPLES
USD/EUR EUI 100 74.13 (0.7413 X 100) LEARN MORE
USD/JPY YUK 1 94.06 (94.06 X 1) The Credit Crisis
USD/GBP BPX 100 66.95 (0.6695 X 100) and the Foreign
Exchange Market »
USD/CHF SFC 100 111.93 (1.1193 X 100)
USD/CAD CDD 100 118.03 (1.1803 X 100) Globalization of the
FOREX Market »
USD/AUD AUX 100 137.90 (1.3790 X 100)
Low Correlation
As we move through 2009, what can investors expect? How much uncer- Investment
tainty? When will the markets finally “shift” direction? Only time will tell. Alternatives P

No market guru can predict with 100% certainty how the markets are go-
ing to perform over the next year. ISE FX Options are available each trad-

ing day for retail investors, institutions and market makers. As an inves- SUBSCRIBE
tor, it's important to carefully monitor the risk and reward relationships FOR FREE

on a daily basis to find the appropriate trades for your portfolios. Trends TRADE ALERTS
do reverse. In any potential trade, the key consideration is whether the www.ise.com/fx
risk is worth the reward. As markets move

through the various “life cycle” stages of WEBINAR SERIES
consolidation, breakout, equilibrium and Trends do reverse. www.ise.com/
the reversal of the previous breakout, hu- In any potential webinars
man emotion will continue to play its part. trade, the key AT
Although it's not always easy to define, the consideration is wwafizlfiom{
market stages are a good complement to whether the risk is po&caéts
other key indicators when trading the cur- worth the reward.

rency markets. Monetary policy, fiscal YOUTUBE VIDEOS
policy, balance of trade, inflation, economic www.youtube.com/
growth, and political conditions are just optionseducation

some of the factors that help price the currency market. New market data
is reflected daily on the ISE pair values and option premiums, as mea-
sured by the option implied volatility. Human emotions can be managed

through ISE FX Options. Understanding how currency fluctuations impact wwuw.ise.com/asksteve
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your portfolio is vitally important. ISE FX Options market allows inves-
tors to implement simple FX forecasts with limited risk by purchasing
calls or puts, hedging a particular currency risk relative to the U.S dollar,
or creating unique option payoffs by implementing multiple leg options
strategies. Whether you monitor the technical stages of the currency
market, analyze the monetary or fiscal policies or use other methodol-
ogy, ISE FX Options can help you meet your financial goals.

To get the exchange rates, sign-up for webinars and podcasts,
visit www.ise.com/fx.

ISE FX Options®, the ISE
globe logo, International
Securities Exchange®and
ISE® are trademarks of
the International Secu-
rities Exchange, LLC.
Options involve risk and
are not suitable for all in-
vestors. Prior to buying or
selling an option, a person
must receive a copy of
Characteristics and Risks
of Standardized Options.
Copies of the document
may be obtained from your
broker or from the Interna-
tional Securities Exchange
by calling (212) 943-2400 or
by writing the Exchange

at 60 Broad Street, New
York, NY 10004. © 2008,
International Securities
Exchange, LLC. All rights
reserved.



