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The foreign exchange market is the largest, fastest-
growing financial market in the world, featuring
approximately $1.3 trillion worth of transactions every
day. Yet conventional macroeconomic approaches do
not even attempt to explain why people trade foreign
exchange. At the same time, they fail at the task that
they do set for themselves, accounting for the short-run
determinants of the exchange rate.

These nine innovative essays use a microstructure
approach to analyze the workings of the foreign ex-
change market, with special emphasis on institutional
aspects and the actual behavior of market participants.
They examine the volume of transactions, heterogeneity
of traders, the time of day and location of trading, the
bid-ask spread, and the high level of exchange rate
volatility that has puzzled many observers. They also
consider the structure of the market, including such
issues as nontransparency, asymmetric information,
liquidity trading, the use of automated brokers, the
relationship between spot and derivative markets, and
the importance of systemic risk in the market.

This timely volume will be essential reading for any-
one interested in international finance.
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Preface

The project that produced this volume was originally inspired by recent turbu-
lence in the foreign exchange markets, including large movements in the value
of the dollar and, especially, the collapse of the European exchange rate mech-
anism in the crises of 1992-93. Standard macroeconomic models seemed able
at best to explain only some of these major movements and able to explain
even fewer of the many lesser short-term movements in exchange rates. An
alternative approach, based on the microstructure of the foreign exchange mar-
ket, seemed worth exploring.

The project had three sponsors—the Bank of Italy, the National Bureau of
Economic Research, and the Centre for Economic Policy Research—corre-
sponding to the three coeditors of this volume. The conference itself was held
at S.A.DI.BA., the Bank of Italy's conference center in Perugia, on 1-2 July
1994. It managed to draw together, either as paper authors or as discussants,
many of the economists throughout Europe and the United States who have
worked on microstructure-relevant aspects of foreign exchange markets. The
conference concluded with a panel discussion chaired by Antonio Fazio, Gov-
ernor of the Bank of Italy, and featuring Andrew Crockett of the Bank for Inter-
national Settlements, David Mulford of Credit Suisse First Boston, Ian Plend-
erleith of the Bank of England, and Fabrizio Saccomanni of the Bank of Italy.

From the beginning, the organizers were determined that the volume not be
just another collection of the usual macroeconomic sort of papers. A focus on
such features as the heterogeneity of participants in the foreign exchange mar-
ket, trading volume, bid-ask spreads, and intradaily movements—all factors
that are usually neglected in the standard approach—was considered essential.
This is near-virgin territory for academic research, which alone makes it
worth exploring.

That the microstructure approach is already well advanced in the case of
equity markets shows that the task can be done. It calls for something more
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than applying existing models to a new market, however. The structure of the
foreign exchange market is inherently different from that of equity or com-
modity markets. It lacks their centralization and transparency, as many of the
contributions here explain.

We must acknowledge from the outset of the book that the microstructure
approach is a long way from being able to explain major movements in ex-
change rates. For the time being, we can hope only to have made progress in
understanding the microstructure of the foreign exchange market for its own
sake. Further aspirations, that the knowledge gained might provide building
blocks for models of exchange rate determination, pertain to the future.

The editors would like to thank Antonio Fazio, Martin Feldstein, and Rich-
ard Portes, of the three sponsoring institutions, for their support, and in particu-
lar to thank the Bank of Italy for its hospitality.


