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This presentation is created to present a backdrop of the foreign exchange market, inclusive 
of its size, growth, participants and the manner in which they interact.   

 

Much of the information in this presentation is sourced from “Foreign Exchange Market 
Structure, Players and Evolution”, a research paper written by Michael R. King, Carol Osler 
and Dagfinn Rime, last revised on August 14, 2011.  This presentation was created in 
January of 2012.  King, Osler and Rime’s paper aimed to provide a written description of 
the foreign exchange market, as well as potential evidence of how its structure has changed 
over the past two decades. This presentation is essentially a graphic translation of this 
paper, with language presented verbatim in many instances. From its abstract: 

 

“Electronic trading has transformed foreign exchange markets over the past decade, and the 
pace of innovation only accelerates. This formerly opaque market is now fairly transparent 
and transaction costs are only a fraction of their former level. Entirely new agents have 
joined the fray, including retail and high-frequency traders, while foreign exchange trading 
volumes have tripled. Market concentration among dealers has risen reflecting the heavy 
investments in technology. Undeterred, some new non-bank market participants have 
begun to make markets, challenging the traditional foreign exchange dealers on their own 
turf. This paper outlines the players in this market and the structure of their interactions. It 
also presents new evidence on how that structure has changed over the past two decades. 
Throughout, it highlights issues relevant to exchange rate modeling.” 

Source: King, Osler and Rime, 2011, p. 1 
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• Average daily turnover: $3.98 Trillion as of April, 2010 

 

• In 1992, average daily turnover was only $857 Billion 

 

• 48% growth in turnover of spot transactions since April 2007, which represents 37% of 
foreign exchange market turnover 

 

• Turnover of other foreign exchange instruments grew only 7% since 2007, with average 
daily turnover of approximately $2.5 trillion. 

 

• Turnover of outright forwards and swaps grew strongly since 2007, while swaps 
remained relatively flat. 

 

• Much of the recent growth is attributed to “other financial institutions”, which includes 
non-reporting banks, hedge funds, pension funds, mutual funds, insurance companies 
and central banks, among others. 

 

 

 

 

Source: Bank for International Settlements http://www.bis.org/publ/rpfx10.htm 
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Source: Bank for International Settlements http://www.bis.org/publ/rpfx10.pdf p. 7 

http://www.nobrainertrades.com/
http://www.bis.org/publ/rpfx10.pdf


The United Kingdom’s geographic 
location allows it to overlap both Asian 
and U.S. sessions, thus remains the 
dominant player in terms of turnover.  

 

It captures over one-third of global 
trading, compared to the U.S. (one-
fifth) and the Asia (comprised of Tokyo, 
Hong Kong, Singapore, and Sydney: 
one-fourth). 

 

 

 

 

Source: Bank for International Settlements http://www.bis.org/publ/rpfx10.pdf p. 11 
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Source: King, Osler and Rime, 2011, p. 4 

These charts represent average 
daily interdealer trading by time of 
day.  

 

“Note:  The horizontal axis shows 
hour of day (GMT), and the 
vertical axis shows the average 
number of trades. The five lines 
are for 1997, the three 4-year 
average for 1998-01, 2002-05, and 
2006-09, respectively, and finally 
for 2010. From e.g. GBP/USD 
(figure c) we see the growth in 
number of trades since 1997. The 
exchange rates EUR/USD and 
USD/JPY are now primarily 
traded on the competing platform 
EBS, hence the decrease in 
number of trades from 1997 to 
2010 for these two exchange rates. 
Source: Thomson Reuters 
Matching.” 
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The U.S. Dollar is the most dominant, 
involved with roughly three-quarters of 
all spot transactions.  As a major and 
“vehicle currency”, it is traded with 
other minor currencies. If the U.S. 
Dollar is purchased, the Norwegian 
Krone is sold, and vice versa. 

 

Second is the Euro, involved in 46% of 
trades, followed by the Japanese Yen at 
20% and the British Pound at 14%.   

 

These 4 currencies comprise the G4.  
They are followed by the Australian 
Dollar at 7.5%, the Swiss Franc at 6.2% 
and the Canadian Dollar at 5.2%. 

 

 

 

 

 

Source: Bank for International Settlements http://www.bis.org/publ/rpfx10.pdf p.9 
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Spot transactions outweigh other 
instruments traded considerably, 
amounting to $1.5 trillion in 2010.  

 

Outright forwards totaled $0.5 
Trillion. 

 

The remaining futures, currency 
options, swaps, etc., bring the total 
to $4 trillion in turnover. 

 

These other instruments are 
generally traded for other purposes, 
so they have little direct impact on 
exchange rates. 

 

 

 

 

 

 

 

Source: Bank for International Settlements http://www.bis.org/publ/rpfx10.pdf p.8 

http://www.nobrainertrades.com/
http://www.bis.org/publ/rpfx10.pdf


Without a central exchange, the interbank market itself remains largely unregulated.  Many 
countries, however, have adopted laws by which those that trade in it must follow.  Many of 
these laws are typically established to prevent fraud or other forms of ethical misconduct.  
In the United States, the primary regulatory body for such activities is the Commodities and 
Futures Trading Commission, in the United Kingdom, the Financial Services Authority, etc. 

 

Bank of International Settlements: 

 

Because the market is subject to minimal regulation, reporting requirements are scarce, as 
well. The only comprehensive information source is the Triennial Central Bank Survey of 
Foreign Exchange Market Activity, a joint effort of central banks around the world 
coordinated every third year in April by the Bank for International Settlements (BIS). 

Source: King, Osler and Rime, 2011, p. 8 
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Source: King, Osler and Rime, 2011, p. 9 

 

Dealers (trade agents, 
counterparties) 

Asset Managers Central Banks 
Small Retail 

Traders 
High Frequency 

Traders 
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“Existing theory indicates that information is brought to the market by liquidity takers 
rather than market makers. Among liquidity takers in FX, the evidence indicates that 
information comes from financial customers, especially leveraged investors. Information 
does not come from firms involved in international trade, small individual traders, or 
governments/central banks.  

 

To identify whether some category of participant is typically informed, it is standard to 
examine whether their trades anticipate FX returns. If an agent consistently tends to buy 
(sell) before prices rise (fall) and the subsequent price change tends to be at least partially 
permanent, researchers infer that the agent was trading based on information about the 
asset’s fundamental value.  

 

Academic studies have long indicated that FX dealers are informed. But until recently both 
theory and practice assumed that this information originated entirely with end-customers. 
It is now recognized that dealers bring their own independent information to the market.” 

 

Ultimately, larger dealers are perhaps the best-informed, due to their extensive network of 
financial customers. 

Source: King, Osler and Rime, 2011, pp. 9-10 

http://www.nobrainertrades.com/


Leveraged Institutional Investors 

 

Hedge Funds, CTA’s and other Asset 
Managers 

 

High motivation to be informed, and 
evidence suggests they are the most 

 

Make or lose money in accordance with 
the currency’s fluctuation in value 

 

Standard practice of charging 20% 
incentive fee, 2% management 

 

Strategies include: fundamentals, 
interest rate differentials, momentum 
and volatility 

Source: King, Osler and Rime, 2011, p. 11 

 

Unleveraged Institutional 
Investors (“Real Money”) 

 

Mutual Funds, Pension Funds, 
Endowments, Private Equity, Insurance 
Firms and Asset Managers seeking to 
hedge currency risk exposure 

 

Concentration is placed on assets in a 
foreign territory as opposed to currency 
value 

 

Many outsource FX activities to firms 
specializing in mitigating currency risk 
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• Corporate customers use FX markets to support the treasury operations associated with 
their core business activities such as mining, shipping, and manufacturing. 

 

• Most corporate customers do not engage in speculative FX trading – indeed some firms 
explicitly prohibit it. Given their institutional goals, this restriction seems logical. 

 

• Corporations typically only use the FX markets for one side of each exposure. A US 
multinational needing EUR to pay taxes in Germany, for example, sells it USD to buy the 
EUR in the FX market but then delivers the currency directly to the German government, 
bypassing the FX market entirely. 

Source: King, Osler and Rime, 2011, p. 12 
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Around the year 2000, “retail aggregators” (brokers) spawned with the arrival of internet-
based trading, providing liquidity to retail investors. 

 

By evidence, retail traders are the least informed participants in the market, despite having 
the most incentive for being informed.  Overconfidence and wishful thinking drives them to 
stay active, while the majority remain statistically unprofitable. 

 

 

Retail aggregators (brokers) can earn income in one of 2 major ways: 

 

1. Acting purely as brokers, matching retail trades with quotes from banks 

 

2. Combine a broker model with a dealer model, matching some trades but strategically 
acting as the counterparty for others 

 

Default risk is mitigated by requiring the customer to post margin. When a trade is placed 
in a customer account, it is posted against the margin required for each trade.  If the 
available margin is exhausted, the aggregator will close the position(s). 

 

Source: King, Osler and Rime, 2011, pp. 13,17 
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• Algorithmic trading is a form of electronic trading where a computer algorithm (or 
program) determines an order-submission strategy and executes trades without human 
intervention. 

 

• High-frequency trading relies on their technological advantage to exploit small price 
discrepancies across different online trading platforms. 

 

• Popular high-frequency strategies include triangular arbitrage and covered interest 
rate arbitrage. More commonly, high-frequency traders simply pick off dealers’ posted 
quotes that are briefly out of line with the market due to slight time delays between trade 
instructions and execution (known as “price latency arbitrage”). 

Source: King, Osler and Rime, 2011, pp. 13-14 
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Large asset managers typically hire administrators or “custodians” who track their assets, 
calculate portfolio values, process dividend and interest payments, buy and sell assets, and 
settle trades. When they need to trade foreign currencies, real-money investors typically do 
not contact the major banks. Instead, they trade with their custodian, motivated largely by 
administrative efficiency. Global custodians thus provide a second layer of FX market-
making services. 

 

Bid-ask spreads on custodial FX trades average a striking 30-40 basis points more than 
interbank spreads.   A lack of transparency makes it difficult for a fund to monitor 
execution quality. As a result and in recent years, institutional investors are focusing much 
more on the cost analysis of their FX trades. 

Source: King, Osler and Rime, 2011, p. 16 
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Source: King, Osler and Rime, 2011, pp. 14-15 

Interbank Traders: 
Positions held open for 
only a few minutes or 

hours 

Proprietary Traders: 
Positions generally held 
open for longer periods 

Salespeople 

1. Speculative Trading 
2. Providing liquidity to 

customers 

Dealer to dealer transactions make up approximately 35% of all spot FX trades.  This 
number has declined substantially over the years due to the efficiency in price matching 
technology and available platforms for liquidity.  In recent years, speculative activities of 
dealers has seen a decline, stemming from the desire to hold less risk in reaction to the 
banking crisis. 
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Dealers can either make or take liquidity.   

 

Making Liquidity: 
 

Liquidity is made via a limit order, in which the dealer is willing to buy or sell at a 
predetermined price and in a specified quantity. Limit orders are placed in an order book 
until the deal is either executed or cancelled. 

 

Taking Liquidity: 
 

Liquidity is taken and trades made via a market order which are executed against  limit 
orders, for the best possible bid or ask prices in the book. Larger quantities typically move 
to less attractive prices.  

 

Spreads: 
 

Interdealer bid-ask spreads are typically 0.5 to 2.0 pips, and for less liquid pairs and 
without exchange rules, can go as high as 40 pips.  Spreads are influenced by inventory risk.  
When trading is light and volatility is low, spreads heighten. 

 

Source: King, Osler and Rime, 2011, pp. 14-15 
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Dealers generally prefer to have zero inventories, in that after a trade is made with a 
customer, the dealer passes any accumulated inventory quickly onto other dealers.  
Estimated “hold times” for such inventories are less than a minute at large banks to as many 
as twelve minutes at small banks. 

 

“Hot potato trading” occurs from the successive passive of inventory from dealer to dealer, 
until the inventory is finally passed along to another customer. 

 

This varies from activity in bond markets, where dealers warehouse the risk and eliminate 
the inventory via later customer trades. 

 

Source: King, Osler and Rime, 2011, p. 15 
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Source: King, Osler and Rime, 2011, p. 15 

Dealer A Dealer B Dealer C 

Customer A Customer B 

Customer A sells EUR 
2mm to Dealer A 

Dealer A sells EUR 
2mm to Dealer B 

Dealer B sells EUR 
2mm to Dealer C 

Dealer C sells EUR 
2mm to Customer B 
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It is important to know not just which agents bring information to the market but also 
how their information becomes embedded in the market price. In FX markets, this process 
appears to have at least three steps: 

 

1.  End-customers reveal their information to market makers indirectly by trading with 
them 

 

2.  The information becomes embedded in interdealer prices 

 

3. The information is disseminated widely as quotes in the customer segment of the FX 
market are adjusted to reflect the new interdealer prices. 

 

 

 

Source: King, Osler and Rime, 2011, p. 17 

http://www.nobrainertrades.com/


“…a dealer that has bought currency from a customer then sells that currency in the 
interdealer market. The dealer will be especially anxious to trade quickly and aggressively 
after trading with informed customers.  

 

An informed customer’s purchase implies that the price is likely to rise. If the dealer is short 
the appreciating currency as a result of the trade, the inventory position represents a bad 
risk. If the customer is uninformed, however, the dealer has no strong reason for trading 
aggressively as there is a 50-50 chance that the associated inventory position will be a 
winner. 

 

Consistent with this hypothetical dealer behavior, Osler et al. (2011) provide evidence that, 
after customer trades, dealers are more likely to trade aggressively and in the same 
direction as the customer if the customer is informed.  

 

The interdealer price thus naturally moves to embed the information brought to the market 
by end customers. The price shift can be sustained because other dealers move their own 
quotes in parallel when they observe the interdealer trade.” 

 

 

 

Source: King, Osler and Rime, 2011, pp. 17-18 
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Source: King, Osler and Rime, 2011, p. 15 

                   Demand 

                  Supply 

One can relate certain areas of informed order flow consistency to simple supply or demand 
zones.  When the “hot potato” is passed and price reaches a new objective, a new line of 
customers enter the market seeking opposing needs of liquidity. Price turns when one need 
for liquidity is exhausted and another takes hold. 
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Source: King, Osler and Rime, 2011, p. 21 
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Dealer to dealer transactions are primarily conducted via Thompson Reuters Matching and 
the Electronic Broking Service (EBS). Over time, liquidity naturally gravitated to just one 
platform for each currency.  

 

• EBS: EUR, JPY, and CHF 

 

• Reuters: GBP, AUD, CAD, and the Scandinavian currencies.  

 

Voice brokers remain important for less liquid currencies – which are not traded over 
electronic brokers – so in 2010 they still accounted for 10 percent of global spot FX trading. 

 

As a solution to act as a Multibank Trading System, Reuters and EBS (both originally 
started as an interdealer electronic broker) offer means for end-customers to trade through 
relationships conducted via a prime broker.  This change occurred in 2005 and 2004, 
respectively. 

Source: King, Osler and Rime, 2011, p. 23 

http://www.nobrainertrades.com/


Multibank Trading Systems allow customers to trade directly with a range of dealers over 
computer networks. While the structure of this system has changed modestly over the last 10 
years, they essentially allow banks to stream quotes simultaneously with customers, both providing 
liquidity and trading anonymously.  Multibank Trading Systems comprise approximately 1/6th to 
1/9th of all spot transactions worldwide, contingent on region and trader type. Interdealer and 
customer direct methods are still the most widely used (see next slide for a breakdown). 

Source: King, Osler and Rime, 2011, p. 25 
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“Note: When comparing national results, FX turnover is on a “net-gross” basis (i.e., only adjusting for local inter-dealer double-counting). 
‘Next 7 countries’ are, in descending order of global FX activity: Singapore; Switzerland; Hong Kong SAR; Australia; France; Denmark and 
Germany. “Inter-dealer direct” are trades directly between reporting dealers executed either electronically or by telephone, and “Customer 
direct” are all direct trades between a customer and a dealer executed either by telephone or on a single-bank trading system. Source: BIS 
Triennial FX Survey.” 

Source: King, Osler and Rime, 2011, p. 27 
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White labeling allows small banks to ensure their customers have access to liquidity by 
providing single-bank trading platforms under their own name. The benefits to large banks 
introducing these platforms include: 

 

• Lets them view small banks trading flows thus extract any relevant information, 

• Provides them with a new revenue stream. 

 

Market shares for single-bank trading platforms: 

Source: King, Osler and Rime, 2011, p. 30 
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Internalization of Customer Trades 
 
Due to the rising market share of dealing banks, they are better able to internalize customer 
trades.  By providing in-house liquidity the banks are better positioned to capture the bid-
ask spread with less market risk. 

 
Customer Profiling 
 
Dealers have utilized technology to exploit the digital trading records of each customer, thus 
profiling them into three types of trades: directional flows, non-directional flows, and 
predatory high-frequency trades 

 
Prime Brokerage 
 
Leveraged investors have begun trading directly in the interbank markets via prime 
brokerage arrangements with the biggest dealers. Prime brokerage clients trade with other 
dealers in the prime broker’s name using the prime broker’s existing credit lines, a privilege 
for which they pay a fee based on trading volume. Any trades executed with FX dealers 
other than the prime broker are “given up” to the prime broker, who becomes the 
counterparty to both legs of the trade. Hedge fund Z, for example, might pay Bank of 
America to be its prime broker, thereby gaining access to the EBS and Thomson Reuters 
trading platforms. For the large banks, prime brokerage arrangements generate new, fee-
based revenue that leverages their technology and operating infrastructure. 

Source: King, Osler and Rime, 2011, pp. 30-31 
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In 2003, EBS provided an automated interface for banks, allowing to stream price quotes 
electronically. This innovation opened the door to algorithmic trading in interdealer markets. A 
few years later, in response to competition from multibank trading systems, EBS and Reuters 
extended this service to banks’ major customers. This development gave hedge funds and other 
proprietary traders access to interdealer markets for the first time. 

 

Share of algorithmic trading on EBS and Thomson Reuters Dealing 

 

Source: King, Osler and Rime, 2011, p. 32 
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• High-frequency trading involves capturing frequent but tiny profits associated with 
slight transitory price differences across platforms. King and Rime (2010) estimate that 
high-frequency trading now accounts for roughly one quarter of spot FX turnover. The 
rise of high frequency trading explains the concentration of trading growth in spot 
markets, the concentration of that growth in USD and EUR, and the concentration of 
reported activity in London and the US. It can also explain why spot trade sizes have been 
falling while trade numbers have been rising as well as the doubling of exchange-traded 
contracts on the Chicago Mercantile Exchange (CME) since 2007. 

 

• Dealers have mixed reactions towards high-frequency trading on their single-bank 
trading systems. Since the high-frequency traders’ profit is a dealer’s loss. As a result, 
some banks screen out such “predatory” trading using computer algorithms that profile 
customers based on their trading activity. Other banks, however, encourage high-
frequency trading on in-house systems; they see indirect gains, since the additional 
liquidity allows them to populate internal pricing engines. 

 

• Dealers are generally happy to sponsor high-frequency trading firms on multibank 
platforms through prime brokerage relationships, and charge them for using the bank’s 
credit. Nonetheless, FX dealers recognize that they themselves can be “scalped” by price-
latency arbitrage, so some post quotes on these platforms only when they proactively 
want to trade. In addition, most banks have invested heavily in their own high-frequency 
trading capacity. 

Source: King, Osler and Rime, 2011, pp. 32-33 
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• With electronic trading, small trades can automatically be aggregated into larger trades 
and laid off in the liquid interdealer market. 

 

• Retail trading has been one of the fastest growing segments of the market. Such trading, 
which was negligible in 2001, had by 2010 reached an estimated $125–150 billion per 
day, or 8 to 10 percent of global spot turnover (King and Rime, 2010). 

 

• Dealers are happy to provide liquidity to retail aggregators at attractive prices because 
retail trades are not on average informed, as noted earlier, so there is no adverse-
selection risk. Dealers can safely hold retail flows in inventory to cross against future 
transactions. 

 

• The rapid growth of retail FX trading has led to increased regulation. Online FX dealers 
must now be registered and capital requirements have been raised. Further, the U.S. and 
Japan have lowered the cap on retail leverage from 100:1 to 50:1 for major currencies and 
in Japan the cap should fall further, to 25:1, by January 2012.Greater regulation has 
brought industry consolidation. The number of U.S. retail platforms shrank from 47 in 
2007 to 11 in 2011; the number of Japanese platforms fell from over 500 in 2005 to 
around 70 in 2011. 

Source: King, Osler and Rime, 2011, pp. 33-34 
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