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What are Pivot Points?
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Introduction

The second section in virtually every "Technical Analysis of the
Markets" textbook (following the section on Trends) is a detailed
discussion of Support and Resistance. (Next normally come sections
examining such things as Patterns and Formations, and finally,
Indicators.)

Often, metaphoric models are used to elaborate on various approaches
to trading. Among them are, Gambling: "The Casino", Military: "The
Battlefield", and Business: "Money Management”. When introducing
Support and Resistance (S/R), | like to use the Military model
referring to S/R as the basic "topographical grid of the trading
battlefield”. Whole schools of trading are built around capitalizing on
the edge of S/R topographical awareness. The battle tends to halt, ebb,
and flow within this grid.
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S/R studies take many forms. Among them:

e Historical S/R
Past (historical) levels of S/R tend to reassert their influence on
current price action. Hence, the oft repeated trading axiom, "Look
left to trade right." Identifying and prioritizing Historical S/R is
an art, which until mastered will turn your charts into a confusing
mass of useless lines.

e Price
It seems that people like round numbers. Whole dollar levels tend
to become trading targets. Price action tends to pause to test
them. Five dollar and ten dollar levels are even more vigorous
levels of S/R.

e  Moving Average (MA)
Numerous trading systems are based on this indicator. I've seen
the MA picturesquely described as a dynamic Pivot level.

e Projected S/R Levels
Methods of calculating theoretical S/R abound. They come in
many flavors: time, price, static, dynamic, incremental, ratio, etc.
(For more on this subject CLICK here and follow the links
appearing under "Features".)
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Projected S/R Levels

Some calculations, like Fibonacci and Gann, yield amazingly accurate
projections. Really, there is nothing magical about this (possibly
excluding the more esoteric Gann work). Even if Fibonacci ratios
weren't something found everywhere in creation, the very fact that
everybody in the trading world is aware of them, and has expectations
at .382, .50, and .618 levels, causes mob behavior to react at these
levels. Sort of a self-fulfilling prophecy.

Pit Pivot Points are a sub-set of Support and Resistance (S/R). This
special form of Projected (S/R) form the base trading methodology
used by the locals (traders on the floor of the exchange).

The skeleton for defining expectations for today's trading is the
Historical Support/Resistance, High, Low, and Close, of yesterday's
day session. Crunching these prices in an embarrassingly simplistic,
non-proprietary formula, floor traders project the most powerful
anticipated Support/Resistance level for today's trading, called the
fulcrum or "Pivot Point".

Again using simple formulae, based on yesterday's Historical S/R,
floor traders next extrapolate how far the market is likely to move, up
or down from the Pivot Point. The first projected/anticipated level of
Resistance above the Pivot Point (fulcrum) is "R1". The next higher
calculated Resistance levels are "R2" and "R3", respectively.
Similarly, the first level of projected Support under the Pivot Point is
"S1". The next lower levels of Support are "S2", and "S3",
respectively.

During the upcoming trading session, unless the Price Action is
influenced by non-quantifiable outside forces, such as economic
reports or news, locals will trade up and down rather strictly between
these calculated points.

Off-floor traders too can make use of this information. Obviously,
knowing how these market-makers will be trading affords a substantial
edge.
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Pit Pivot Points Calculation

There exist several variations for calculating Pit Pivot Points.
Below is the most commonly accepted set of formulae:

Pivot Point Fulcrum:
Pivot=(H+L + C)/3

Pit Pivot Resistance Points
R1 = (2 * Pivot) - L

R2 = (Pivot - S1) + R1

R3 = (Pivot — S1) + R2

Pit Pivot Support Points
S1=(2 * Pivot) - H

S2 = Pivot - (R1 - S1)

S3 = Pivot — (R2 - S1)
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Pivot Points in a Nutshell

Pivot Points are calculated Price Levels that the floor traders, and
those who read the tape, like to watch during the trading session. In
general, if the day's Price Action starts above the "Pivot", it will tend
to stay above the Pivot (also called the "fulcrum” of the day's activity).

On such a day, Resistance will be met at Price Level R1. Should R1
be broken, further Resistance will be expected at R2. The story is all
reversed, of course, if the price action is below the Pivot. Support will
be met at Price Level S1. Should S1 be broken, further Support will be
expected at S2.

If, after starting the day above the Pivot, the Price crosses back
through the Pivot, the Pivot will act as a Resistance area. Pivot Points
and Levels are Support and Resistance levels, and behave exactly like
any historical Support and Resistance level.

That's Pivots in a nutshell !

From the above, it is quite obvious that Pivot Levels are quite useful as
an index/tool, for both daytrading, and for selecting and exercising
entries/exits for longer-term traders.
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Pivot Points Exercise
Develop a Trading Methodology

To make the discussion a bit less abstract, let's take a most superficial
look at some simple trading methodology employing Pivot Points.

Step A

In the previous section we presented the first General Rule of Pivot
Points, "In general, if the day's Price Action starts above the Pivot, it
will tend to stay above the Pivot.

This simple observation provides the basic rules for two of the
simplest Pivot trading systems.

System 1.
Open is above Pivot: Buy

Open is below Pivot: Sell

System 2:
Place Buy and Sell stops bracketing the Pivot. Whichever
is not filled acts as safety stop for the other.

These "systems" are very much too raw for my tastes. Too much
chance of getting whipsawed. Let's take it one step deeper. Let's
refine these simple systems just a bit more:

Step B

First Fundamental Of Pivot Trading

After the opening range (first 30 min. to one hour), if price is
above/below the Pivot, Price Action will strongly tend to remain
above/below the Pivot for the session.

(Pivot Magic Trading Course)

Although this rule bids us to wait out the Opening Range and thus
avoid much of the wildness and whipsawing, overlooking the next
Fundamental Of Pivot Trading could be disastrous:
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Step C

Second Fundamental Of Pivot Trading

If the market opens, or later trades at the extremes (R2, R3 or S2, S3),
it will exhibit a tendency to trade back toward the Pivot. Thus, the
general rule, 'Avoid buying the High or selling the Low', becomes
increasingly more stringent as price moves farther from the Pivot.
(Pivot Magic Trading Course)

Now our over-simplified system has started to define set limits,
enabling us to either buy or sell, both above or below the Pivot. We
have also very roughly begun to define the basis for determining entry,
exit, and safety stop rules.

Step D

The methods that these few additions suggest are still a long way from
satisfactorily refined for me! (The Pivot Magic Trading Reading the
Tape approach requires a high percentage of profitable trades, and
insists on much more secure risk-conservation and money
management.)  Nonetheless, there are those that actually do
successfully trade Pivot Points utilizing just these few simple rules.

CLICK for more about Pivot Point Trading and Reading the Tape
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COMMODITY FUTURESTRADING COURSE
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1. Introduction

This chapter describes the objective of this course, what commodity futures are and how you can profit by
trading them.

A. Objectives of this Commodity FUTURES Trading Cour se

Thistrading course describes a process that will help you to analyze futures markets and to develop useful
trading skills. It presents you with common industry information, techniques and rules about commodity
futures trading.

Y ou will use thisinformation to define alogical, simple and complete Trading Plan that will help you to
intelligently pick markets that have the highest likelihood of success. Y ou will also define a Money Management
Plan to control your risk and loss. By doing this, you gain a significant advantage in your futures trading efforts.

| can't guarantee your success— but | will do my absolute best to teach you how to trade intelligently.

At the end of the complete Commodity FUTURES Trading Home Study Courseyou will know how to
successfully do the following:

. Identify futures contract specifications and what they mean

Recognize price chart patterns that suggest opportunity

. Use Selection Tools to identify acommodity that will likely make a big price move
Use Confirming Tools to give additional "weight" to your market analysis

Use Timing Tools to determine when to get into and out of atrade

Devise aTrading Plan and a Money Management Plan

. Paper trade to safely gain valuable experience and prepare you for actual trading.

Thereis only one way to make money in commodities: Buy Low and Sell High! And amazingly enough, you can do
itin either order. That is, you can:

. Sell acommodity futures contract first (even though you don't own it), and then buy it back at alater time; or,
- Buy acommodity futures contract first, and then sell it back at alater time.

You'l learn more about how to do thisin later chapters.
B. Why trade commodities?
As aspeculator (that's you), there are good reasons to trade commodity futures.

«  Commodity futurestrading is a business that dealsin the buying and selling of basic, expendable items. Each
initself isasurviva industry. They were here 20 years ago and they will be here 20 years from now.

«  Thestrongest reason for trading commoditiesis high financial leverage. It offers high profit potential for a
low investment. A $1,620 security deposit or margin will control a Silver futures contract which contains

5,000 ounces of silver. So when the price of Silver is at $5/0z. the contract is valued at $25,000. The marginin
this exampleis only 6.5% of the commodity's value. A change in the price of Silver by 1¢ resultsin a$50 change
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in the value of your futures contract either for or against you. A price move of 10¢ in your favor makes you $500
in profit.

«  Your businessinvolvesjust you and the market. Because it has no resource-draining demands of other
business activities, you don't have to manufacture or acquire a product; allocate financial resources to advertise,
market and sell the product; implement and maintain telephone response capability to provide product
information, accept orders and customer complaints; or pay for resources to provide order fulfillment. | think you
get theidea. Thisisan ideal businessto bein.

It moves you from a Linear Income model to a Geometric Income model.

«  Onceyou learn this process, it takes |ess than 30 minutes per week day of your time to work at your business.
With more free time, you have the opportunity to change your lifestyle.

C. Commodity vs. stocks

With stocks, you need to put up the full amount of the stock value to buy the stock. With commodities, you
control commodity futures contracts with amargin deposit which is usually between 5%-10% of the value of
the commodity.
«  Stocks price provides no analysisinformation for selection except earnings (which is frequently manipulated
by the company). Stock options allow acompany to under-report wages, and therefore under-report expenses
which misleadingly inflates earnings. With commodities futures, there are over 15 tools available to help you
select potentialy profitable commodities and time your entry and exit in the market. It's like having x-ray vision
into the market!
«  Thereare over 50,000 stocks to evaluate. There are less than 50 commodities to review for profit potential.
+  Stock prices move slowly. Frequently stock price may linger in anarrow trading range (sometimes for
years) causing your financial resources to be unproductively used. Commodities frequently have fast price
movement, providing increased profit potential.
+  If you own stock, you get taxed twice. Once when the company pays 35 cents on the dollar on its earned
income. Then again when you pay personal taxes on dividends or capital gains from your shares. Thereal tax can
be as high as 75%. With commodity profits, you are only taxed on your income.
+  Stock isfictitious, thereis no real basis for stock value other than earnings. Stock can be "delisted" overnight
and become worthless. Commodities have intrinsic value and will always have value. People will always want
grain and gold.

D. Notices

The Commodity Futures Trading Commission and The National Futures Association requires the following notice
be stated:

ThereisaRisk Of Lossin Futures Trading
| am not an investment counselor or acommodity trading advisor, nor do | give advice on specific investments. This
isan educational trading web site which is designed solely to give you the skills and insight that will help you to

more successfully trade commodity futures.

Successful past results don't necessarily mean success in the future. Thereisarisk of lossin futures trading. Do
not trade with money you can't afford to lose.

Over 90% of new people who trade commodities |ose money. The other 10% are successful for the following reasons:
«  They learned about how the futures markets work,

+  They learned how to anticipate changes in the direction of acommodity futures market's price and
position themselves to benefit from that price change,

«  They have defined and use both a Trading Plan and Money Management Plan.
Thistrading course will teach you how to do these things.
It is on strong recommendation that you completely read this trading course three separate times. The first
reading should be done to get the general idea of what isinvolved in the entire process — that is, you get a
general grasp of things. The second time, read it to help reinforce your knowledge as well as help you to
better understand the process presented in this course. The third reading will be helpful, as you should be ready to
start defining your personal Trading Plan and Money Management Plan.
Resources you will find both helpful and necessary in your trading activities are described in Appendix B.
The next chapter contains Basic Futures Terms and I nformation.

top
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Every specialized activity hasits own unique vocabulary which needs to be learned so the free flow of information
can occur. The commodity futures environment contains numerous terms which you need to become familiar with
S0 you can precisely communicate your wishes to your broker.

This chapter contains an overview of how the futures markets work and who the participants are. It also
describes basic futures terms which are used in this course. The Commodity Trading Glossary (Appendix A)
contains virtually every term used in the commodity futures trading environment.

When you buy or sell afutures contract, you don't actually buy or sell the commodity. Y ou are controlling a
futures contract, which is commercial paper (i.e., a negotiable instrument). Every futures contract

specifies performance criteria (whether you will make delivery, take delivery, the performance due date,

the commodity quantity, etc.).

Very few speculators (that's you) actually intend to make or take delivery, and instead transfer their

contractual obligation to someone else in the marketplace. Thisis called offsetting your position, after which you
are no longer obligated to the contract's performance criteria. However, any profit or loss which has accrued during
the time which you were the holder of the contract - that is, from your entry price to your exit price is posted to
your trading account.

Margin Requirement

Each Futures Exchange requires its market participants to deposit and maintain in their accounts a certain
minimum amount of funds for each open position held. These funds are known as Margin, and represent
aperformance bond that serves to provide protection against losses in the market. Margin is the amount of

money required in your trading account to go long (buy) a futures contract or go short (sell) one futures contract of
acommodity. You must have the margin amount in your trading account to open atrade. See Appendix E for
typical margins.

The margin is adeposit, not a cost. Commodity trading is azero sum or cash business. Y our trading account is
settled at the end of each trading day with your trading account balance changing daily. Profits are deposited in
your account and all losses are withdrawn fromiit. If you close out atrade with a profit, your margin deposit plus
your profit is posted to your trading account. |f your account balance falls below the maintenance amount, you
will receive amargin call from your broker. This means you must release additional funds from your trading
account (or deposit additional fundsiif your trading account amount is inadequate) to return the margin to it's
original margin amount - or close your position. The Exchange collects margin directly from each of its

clearing members and brokers who, in turn, are responsible for the collection of funds from their clients.

Minimum margin and maintenance amounts are established by the various commodity Exchanges.

However, individual brokerages may raise these minimums at any time, without notice, and often do to protect
both the trader and the broker from increased volatility. Always check with your broker for current margin amounts
for acommodity you will be trading.

The Long and the Short of Trading Commodity Futures

There are two possible positions you can take in the market. Y ou can either be long or short. These positions
have multiple terms, but mean the same thing.

Going Long means you are expecting the price of acommodity to increase and you buy a futures contract of

that commaodity. Y ou expect that some time in the future you can offset the contract (that is, sell the contract back) at
ahigher price and profit from the price increase. The expectation of an increasein price is also referred to as

being Bullish.

Going Short means you are expecting the price of acommodity to decline and you sell a futures contract of

that commaodity. Y ou expect that some time in the future you can offset the contract (that is, buy the contract back) at
alower price and profit from the price decrease. The expectation of an decreasein priceis also referred to as

being Bearish.

An objectiveisatarget or goal that you believe price will move to. It is used to identify where you expect to exit
the market, and what the approximate profit can be. It is your job to calculate the objective. This processis
described in later chapters.

A. Typesof FuturesContract Orders

There are numerous types of market orders which you may give to your broker. The following information
describes the ones which are most commonly used.

Open Order. An order that remainsin force until it is either filled, cancelled or the contract expires. Always
cancel Open Orders even if they are filled and you entered the trade. The Open Order is also known as a Good-
Till-Cancelled (GTC) order.

Day Order. An order that unless filled, automatically cancels at the end of the trading day. Unless otherwise
specified, any order given to your broker isaDay Order by default.
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Market Order. An order to buy or sell afutures contract immediately at the prevailing market price. Market
Orders are considered Day Orders. That is, if your order has not been filled by the end of the trading session that
day, your Market Order will be cancelled. The market order says, “get mein or get me out now".

Limit Order. An order to buy or sell afutures contract only at the specific price you state (or better). The Limit
Order says, "I wish to enter this market, but only if | get my price or better".

Stop Order. An order to buy or sell afutures contract if the price moves to the price you specify. When the
market does reach (or touch) that specified price, your stop order becomes a Market Order. "Buy Stop (or Sell
Stop) one [month] [commodity] contract at [price]."

Stop-L oss. The same as a Stop Order except it is meant to offset an existing Order futures position (either long
or short). Thisisan order that saysif your specified priceis hit, close out your position and get you out of the
market. It is used to define the amount of financial risk for the trade. Y ou continue to move your Stop-Loss
Order, keeping it behind (or trailing) the current price trend. This helps protect and lock in your growing

profit. Moving your Stop-Loss Order is referred to as a Cancel-And-Replace order. Never, ever have an open
position without a protective Stop-L oss Order in place!

B. ThePurpose of Futures Trading

To be an informed trader, it is helpful to have an understanding of how and why the futures market is used, who
the market participants are, and how they conduct their business. A competitive market would be perfect if:

Many buyers and sellers met openly, with none controlling the market;
«  The product was standardized so all participants knew the quantity and quality which was being traded; and
Buyers and sellers could easily enter and exit the market.

While no market is perfect, futures markets come closer than most others. Because of their highly competitive
nature, futures markets provide three economic benefits:

1. With many buyers and sellers competing freely, futures trading is an efficient way to determine the price of
acommodity. This processis called price discovery.

2. Futures markets give producers, processors, and users of commodities away to pass the price risk to
speculating traders (that's you) who freely assume these risks. This allows the commercial users of the commodity
to hedge their pricerisk and lower their business cost - resulting in a more efficient market with lower cost

for consumers.

3. Because futures markets are world-wide in scope, vital market information is collected and published which
helps traders make better trading decisions.

What isa Futures Contract?

A futures contract is alegally binding commitment, made through a futures Exchange, to buy (go long) or sell
(go short) afutures contract. The contract describes the quantity and quality of acommodity to be delivered at
aspecific month in the future, and at a price agreed upon at the time the commitment is made.

Because there are different delivery months for a futures contract, each contract specifies the date which

this transaction must occur, known as settlement date, and how the transaction will be fulfilled, known as delivery.
If the contract is not offset (closed out) prior to the delivery date, it is settled either by the exchange of the
physical commodity or in cash.

Less than 3% of futures contracts traded each year result in delivery of the underlying commodities.
Instead, speculating traders generally offset their futures position before their contract expires. The difference
between the entry price and the exit price at the time the contract is offset represents the realized profit or loss.

The Difference Between Cash and Forward Markets

In the days before credit was used, many stores displayed the sign, cash and carry. This meant that you pay your
cash and carry away the merchandise you purchased. Thisis an example of the cash market.

The buyer finds the precise commodity that they want, pays their money and becomes the owner of the
merchandise. It's amarket system that iswidely used in all forms of business to transfer title to goods.

Frequently, cash markets can be altered to meet a specific need. For example, a person who goes to the newsstand
to buy amagazine may find it is more convenient to contract with the publisher for delivery at home.
This modification is called aforward contract, which is used by many businesses.

The buyer and the seller agree on the product to be delivered in satisfaction to fulfill the contract. The buyer pays
and the seller makes delivery. This works well when the cost of producing the commodity is known and the price
is acceptable to a buyer. However, many commodities (such as coffee) compete in international markets, so there
are many small producers scattered over awide geographic area.

This makesit difficult to know what prices are available, and limits the ability of the producer, processor,
and merchandiser to plan ahead. Although forward contracting can help the planning process, other things can
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interfere with sound planning.

This can include fragmentation of producers, uncertainty of production capacity, unfavorable weather, war, changes
ininterest rates, etc. Thiswould make it difficult to determine afair price for coffee in the forward market. Because
of this, futures trading, used for grains and similar farm commodities since 1859, was adapted for coffee and

other commodities to provide everyone in the market with a guide to what these commodities are worth now as well
asin the future.

Determining Price

In a competitive market, both buyers and sellers interact to determine commodity price. The price at which
sellers offer to sell their goods and buyers offer to buy them are based on their best assessments of the
current commaodity's supply and demand.

Usually, no one knows the exact supply of acommodity. Thisis because the production, storage and ownership
of most commoditiesis dispersed among many people. The total production and supply for any commodity is
usually an estimate so these values are not exact. Because of their international scope, many commodities are
also subject to incomplete production and supply reports by other countries. However, the U.S. government
reports which makes production and supply data available to the public is generally better than reports available
from other countries.

Demand for acommodity is even more difficult to measure because it is based on what people may decide to
buy. Price changes may alter purchasing intentions - or change whether it is even wanted it at all. An available
and attractively priced substitute may change demand for the original product aswell as for the related one.
Futures market participants will closely monitor the price relationship for both items.

The commodity futures market prices play avital rolein our economic system and help to define our living
standard. The decentralized markets serve as the "nervous system" in an economy with prices being the

signals transmitted throughout the system. This lets us efficiently produce goods and control the rate of their use.
Priceis used to ration acommaodity by influencing production and consumption. If the priceisright, the
production and supply of a commodity should match its use.

If the price is too high, some who plans to use a product may either use less or none at all, or they may use a
substitute - for example, eat chicken instead of bacon. If enough users are priced out of the market, price will drop
to encourage more use and discourage production. If the priceistoo low, supply will be depleted and result in
ashortage. Prices will then increase to discourage some use, and will also stimulate production or attract
additional supplies.

Processors and merchandisers are influenced by the price people are willing to pay for an item. They make
marketing decisions based on their estimates of what consumers will buy and how much they will pay. Oncein
the marketing system, goods are moved from the production location to the processor and distributor and finally to
the consumer. Although futures trading does not enter directly into this distribution channel, it does provide
traders with information, price, and risk transfer opportunity.

Collecting Information

In an active futures market, the demand for information by traders is enormous. Futures Exchanges have evolved
to become repositories for statistics on supplies, transportation, storage, purchases, exports, imports, currency
values, interest rates, and other useful information. This datais constantly distributed to Exchange participants,
causing traders to revise their bids and offers based on this new information. As aresult, prices revisions at
futures Exchanges tend to accurately reflect the supply and demand for a commodity and are used to determine
cash market prices.

Discovering Prices

Price discovery is used to determine the price at which one person will buy and another will sell afutures contract.
In all active futures markets, the price discovery process occurs continuously from the opening to the close of
the market.

Futures markets encourage wide participation and minimizes the ability of few buyers and sellers to control
price. Because futures prices are competitively determined, they are generally considered to be better price
estimates than privately determined prices.

Al futures contracts are standardized as to quantity and quality, so buyers and sellers only bargain over price.
This allows Commercial interests to better determine cash market prices. In many commodities, futures prices
have become the main reference price for those who produce, process, and merchandise a commodity. Thisis
because the cash market and futures market prices are influenced by events that cause the price in each market to
rise or fall in tandem.

There are two general types of participants in each market: Hedgers and Speculators.

Hedging (Transferring Risk)

The production and consumption of many commodities frequently resultsin sizable financial risk and represents a
cost which affects the price of acommaodity. While the uncertainty of risk cannot be eliminated, futures markets can

be used by producers, processors, merchandisers and others to shift some risk to speculators who willingly accept
such risk because of the opportunity for making a profit.
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For over acentury, many have used futures contracts as financial risk offsets to the cash market. Hedging allows
amarket participant to lock in pricesin advance and reduce the possibility of an unanticipated loss.

Hedgers give up the chance to benefit from favorable price changes in order to gain safety from unfavorable

price changes. Hedging is a technique which is used mostly by producers, processors and merchandisers. The
producer uses a hedge to transfer the risk that prices may decline when asaleis made. A merchandiser uses a hedge
to transfer the risk that prices may increase before a purchase is made.

The process of hedging involves the concurrent use of both cash and futures markets. Since futures and cash
prices tend to move together (or similar to each other), it is possible for a cotton merchant, for example, to hedge
the value of an unsold inventory of cotton with a sale of a number of futures contracts whose total valueis
equivalent to the value of the unsold inventory. Since the merchant owns the cotton inventory, they would incur a
loss if the price of cotton declined. By selling futures contracts, the merchant obtains price loss protection. This
is becauseif price of cotton drops, the cash market loss will be at least partialy offset by the gains produced by
the futures contracts. When the merchant sells their inventory at the lower cash market price, they will
concurrently remove their hedge by purchasing the futures contracts at the lower price. The profit from their
futures contracts should roughly equal their loss in the cash market.

Conversely, acotton mill owner may plan to sell aquantity of cloth for delivery several months from now.
However, the owner does not currently have enough cotton to produce the cloth. The owner could hedge by
buying enough futures contracts to cover the forward sale of cloth. The owner now has a price for raw materia
to which operating and production costs can be added to arrive at a base price for the cloth.

Quoting a price before buying the cotton would make the owner vulnerable to loss of profit dueto apricerise,
but buying futures contracts in a quantity equivalent to their needs, the owner knows that arise in the cost of the
actual cotton will be offset by arisein futures prices to lessen the impact of loss. The idea behind establishing
equal and opposite positions in the cash and futures marketsis that alossin one market should be offset by again
in the other market. The purpose of a hedge is not to profit, but to avoid the risk of an adverse price move which
would cause mgjor financial loss.

Hedges work because both cash and futures prices tend to move together, but they converge as each delivery

month reaches expiration. Even though the difference between the cash and futures prices of silver (or gold,

copper, platinum, etc.) may widen or narrow as cash and futures prices fluctuate independently, the risk of an
adverse change is generally much less that the risk of going unhedged. Because the cash and futures markets do

not have a perfect relationship, there is no such thing as a perfect hedge, so there will almost always be some profit
or loss. However, an imperfect hedge is a much better alternative than no hedge at all in a potentially volatile market.

While ahedge transfersrisk, it also denies the opportunity to financially gain from favorable price movementsin
the cash market. For this reason, options on futures contracts are popular among people who seek price protection,
but who do not wish to miss a favorable price movement. With the payment of a premium, the buyer of an option
can acquire the right, but not the obligation, to buy or sell afutures contract at a specified price until the option
expires. In thisway, the holder of acommodity can protect against a price drop in the value of that commodity with
an option, but remain free to gain from an increase in the price of the commodity. Any such increase will be offset
by the amount of the premium that was paid for the option.

Other Economic Benefits of Hedging

The ability to hedge makesiit possible for producers, processors and marketers to operate on narrower profit
margins. For example, if the wheat miller has protected his inventory with a hedge, he can add on his milling
margin and offer afirm price to the baker. Because the hedge lessens his chance of significant loss from price
change, he can sell to the baker at alower price. The baker who also hedges can reduce hisrisk and lower
price, passing the savings on to consumers.

Another benefit of hedging involves financing. While some bankers do not consider hedges as afactor in loans,
others make it aregular policy to do so. Bankers who lend to commercial borrowers say that hedgers can borrow
agreater percentage of the value of their commodity, usually at lower interest rates, than can non-hedgers. The
lower cost of financing thus permits higher profit margins for the hedger and lower prices for the end-user.

What A Futures Contract Does Not Do

Futures trading is not intended as away to transfer ownership of the commodity, so few traders deliver or take
delivery on futures contracts. Cash markets normally provide the most efficient way to exchange ownership of
acommodity; futures markets are away to forward price the commodity and to lessen the risk of ownership.

Futures markets do not cause cash market prices to rise or fall. Cash and futures markets respond to the same
basic supply and demand factors. Because futures trading constantly reflects expected events and readily
available price information, price changes may be noticed first in the futures market. The cash market tends to
respond to situationsin its market area while the futures market tends to assess the broader national or
international meaning of events for the months ahead, so either price may move first or furthest.

The Role of Speculators (that's You!)
Price has arationing effect. In other words, when supplies of acommaodity appear more abundant than needed,
price decreases. If supplies appear to fall short of market demand, price increases. Speculators are attracted to

this challenge of foretelling price direction and either buying or selling futures contracts to profit from the
price change. A successful futures market includes both hedgers and speculators.
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Speculation is the opposite of hedging. A speculator willingly assumes risk by trying to predict price changes
before they occur, and establish a position in the market to profit from these changes. Specul ators make decisions
to buy or sell based on their evaluation of general price trends and other technical factors. In doing so, they

help provide the risk capital that makes hedging possible.

Speculators serve an important economic function by providing liquidity to the market and also absorbing price
risk. Unlike a hedger, a speculator holds no offsetting cash market position. A speculator is an additional buyer

of commodities whenever it seems that market prices are lower than they should be. Conversely, when it appears
that prices are too high, a speculator becomes an active seller. Frequently, speculators provide a time bridge between
ahedger who wants to sell now, and a hedger who buys later. Speculators also tend to trade smaller amounts

than hedgers and they also hold market positions for a shorter time.

Few speculators agree on what is too low, or too high, a price for acommodity. Some may want to sell at a
particular price, others may want to buy at that price, and some may not be interested at all. Therefore, there
usually are willing buyers and sellersin the market at all times.

Someone who expects a futures price to increase would buy futures contractsin the hopes of later being able to
sell them at a higher price. Thisis known as going long. If the futures price is expected to decline, they would
sell futures contracts in the hope of being able to buy back identical and offsetting contracts at alower price.
Selling futures contracts in anticipation of lower prices is known as going short. This meansit is equally easy to
profit from declining prices (by selling) asit is to profit from rising prices (by buying).

Most trading occurs at the market, which is the current price in the Exchange trading pit. In busy markets, there
may be many resting orders for which the customer has specified an entry price. The interaction among

market participants, and the activation of resting orders causes prices to move up and down to widen or narrow
the carrying charge. The result of this action is an active and liquid market.

How To Read Commodity Futures Price TablesIn Investor's Business Daily

Priceisthe key statistic generated by futures markets. The trading Volume and the number of outstanding
contracts (Open Interest) also are important. Price is available from avariety of sources, including many
daily newspapers.

Because of the superior coverage of the futures industry which is provided by Investor's Business Daily, their format
isused in thistrading course. The following table shows what the futures data looks like in Investor's Business
Daily. This example shows the futures Corn data for Friday, December 18, 1998. Note: The datain the newspaper
isthe previous day's data.

Table 2-1

Season Open
H gh Low I nterest Open Hi gh Low C ose Chg
CORN (CBOT) - 5,000 bu minimum cents per bushel
299. 50 196. 00 Dec 98 4,273 216. 50 216.75 212.75 213.00 - 2.75
305. 00 209. 50 Mar 99 172, 538 223.25 225.00 220.25 220.75 - 2.50
299. 00 217.00 May 99 46, 167 230. 50 232.00 227.75 228.00 - 2.50
312.00 223.50 Jul 99 52, 360 237.00 238.00 234.00 234.25 - 2.00
280.00 232.00 Sep 99 10, 489 241.75 243.25 240.75 240.75 - 1.25
291. 50 238. 00 Dec 99 26,434 247.25 248. 00 246.00 246.25 - 0.75

Est. Vol. 54,000 Vol. 33,210 open int 316,483 - 21

Thefirst and second lines at the top of the table read as follows:

The Season High and Low refer to the highest and lowest prices recorded for each contract from the first day it
was recorded to the present.

Open Interest is the number of outstanding contracts for each maturity month. Some newspapers do not include
this information.

The Open or opening price is the price or range of prices for the day's first trades, registered during the

period designated as the opening of the market or the opening call. In the table shown, December 1998 Corn on

the Chicago Board of Trade (CBOT) opened at 216.50 (two hundred sixteen and one-half cents, that is, $2.16-%5)
per bushel. Many publications print only asingle price for the market open or close regardless of whether there was
arange with trades at several prices.

The word High refers to the highest price at which the commodity sold during the day. The high price for
December 1998 Corn was $2.16-% (that is, two dollars, sixteen and three-quarter cents) per bushel.

Low refersto the lowest price at which the commodity sold during the day. The low price for December 1998
Corn was $2.12-¥s per bushel.

The Close (closing price) is the last price used when the Exchange ceased trading for that day. December 1998
Corn closed at 213.00 ($2.13 per bushel).

Because the |ast few minutes of trading are often the busiest part of the day, with many trades
occurring simultaneously, the exchange clearing house computes a settlement price from the range of closing
prices. The settlement price, which is abbreviated settle in most pricing tables, is used by the clearing house
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to determine margins for its members. It is also frequently used synonymously with closing price, although they
may, in fact, differ.

The Chg (change) refers to the change in the previous day's close to the current day's close. The -2.75 change
for December 1998 Corn indicates that yesterday's settlement price must have been 215.75 (i.e., 213.00 + 2.75).

At the bottom of the table is another line of information. Est.Vol. indicates the estimated volume of trading for that
day was 54,000 contracts. Vol. means that the actual trading volume was 33,210 contracts. Open | nt. refersto the
total open interest for all contract months combined at the end of the day's trading session. The 316,483 open
contracts represent a decrease (-21) of 21 contracts from the open interest of the previous day at the close.

The third line from the top of the table reads as follows:

Corn (CBOT) 5,000 bu; cents per bu. Thisline means that the table applies to the Chicago Board of Trade
(CBOT) Corn contract; the contract size is 5,000 bushels; and the prices shown in the table are in units of cents
per bushel. Thus, 263.00 (two hundred sixty three cents) means $2.63 per bushel.

The next chapter covers the Commodity Futures Contract Specifications.

top

Each commodity is different. There are even different delivery months of the same commodity. Understanding
the futures contract specificationsis at the heart of knowing the rules that govern trading acommodity futures
contract, as well as the price movement value of each commodity. This chapter discusses the futures

contract specifications which are printed in Commodity Price Charts. There are two legends which

contain specifications about each commodity. The first legend is printed on the front month price chart (i.e.,

the commodity which has the closest delivery date). The information in this legend is described line by line, from
top to bottom.

Symbol for the commodity:
This line contains the Exchange symbols which identifies both the commodity and the contract month. For

example, FCF means the "Feeder Cattle" (FC) contract for the "January" (F) month. The standard symbol used
for each month by all Exchangesis:

F - January K - May U - Sept enber
G - February M - June V - Cctober

H - March N - July X - Novenber
J - April Q - August Z - Decenber

Month/Y ear/Commaodity/Exchange:

Thisline contains the Month and the Y ear in which performance of this contract will occur. The specific commodity
isidentified, aswell as the Exchange on which this commodity is traded designated by itsinitials. For

example, JAN.OO FEEDER CATTLE (CME) means this contract is traded on the Chicago Mercantile

Exchange (CME). The codes for major U.S. commodity Exchanges are:

Exchange Code: Exchange:

CBOT Chi cago Board of Trade

CMVE Chi cago Mercantile Exchange
COMVEX Commodi ti es Exchange Center
csc Cof fee, Sugar, Cocoa Exchange
FI NEX Fi nanci al Instrunment Exchange
W International Mney Market
NYC New York Cotton Exchange
NYFE New York Futures Exchange
NYMEX New York Mercantile Exchange

Each Horizontal Line:

This next line identifies the extent of movement for price for each horizontal line on the price chart. For Feeder
Cattle, each horizontal line normally represents 50 points. The value of price movement for each horizonta line
may be different from one issue of Commodity Price Charts to another. This change will represent increased
volatility for amarket, but the point value will stay the same. For example, the price chart value for each
horizontal line in Feeder Cattle may change to 100 points, or 25 points.

Point Value/Minimum Move:

Thislineidentifies the point value (also called "tick") for price movement (in Feeder Cattle 1 point = $5.00), as well
as the minimum amount price must move (2.5 points).

The vertical figures on the right side of the price chart identify the price per increment of the commodity. To
determine the dollar value of a price change, you multiply the change per increment by the size of the contract.
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Feeder Cattleis quoted in cents per pound. If the price per pound goes up one cent, the contract of 50,000 pounds
will increase in value by 100 points. Each point is worth $5.00 in Feeder Cattle, so a price move of one cent

(100 points) represents a profit (or loss) value of $500.00.

The horizontal values on the bottom of the price chart represents time. These values are organized by sequential
month and dates within the month. Each vertical line on the chart represents the Monday of that week in the

month. Between each vertical line are staggered dots which represent the other trading days of the week.

Additional space is provided near the right edge of the chart to manually plot price changes.

FND/LTD:

FND (First Notice Day) is the first day that a notice of intention to accept delivery of the actual commodity will

be made. This date is established by the Exchange. To avoid taking delivery you must offset any long positions held
by you before this date. In the event you miss the FND, your broker can make arrangements to sell your contract.
Thisisan irresponsible position to bein, and you will be charged a fee for this transaction. If you are long, get out 1-
2 weeks before this date.

LTD (Last Trading Day) iswhen al trading ceases for a particular contract. All short contracts not closed by this
date will be settled by actual delivery. If you are short, get out 1-2 weeks before this date.

OPTIONS EXPIRE:
Thisline identifies when the Option for this contract expires.
High/Low:

These lines identify the contract's highest price, the date the high price occurred and its value. Also identified is
the contract's lowest price, the date the low price occurred and its value.

An additional graphic box also appears on the front month (the nearest contract month) which displays dates when
the High and Low price occurred for the most current five days which appear on the chart. The Open and Close
price for each date isincluded.

Another Legend

Another legend (which isalso in agraphic box) will appear on the price chart for the contract with the next
delivery date. It contains the following information.

Exchange:
Thetop linein the legend box contains the code for the Exchange. For Feeder Cattle, the Exchange codeis CME.
Contract Size:

This second linein the legend identifies the quantity which this contract represents. For Feeder Cattle, the contract
size is 50,000 pounds.

Trading Hours:

This identifies the hours when the Exchange allows trading to occur. Unless otherwise specified, the trading hours
for the Exchangeisin Eastern Standard Time (EST).

Minimum Move:

This is the minimum increment that the Exchange will allow price to change. Because commodities are produced
and consumed in huge quantities, asmall price change can involve a great deal of money for the buyer and

seller. Many commodity contracts move in fractions of cents, and in some cases move in 100ths of a cent. In each
case the commodity will be quoted in dollars ($1), cents ($0.01), and points ($0.0001). There are 100 centsto a
dollar and 100 points to a cent. For example, the minimum move in soybeans is ¥4 cent. Soybeans move from 572-%
to 572-% or ¥a cent per bushel. ¥ cent per bushel times 5,000 bushels = $12.50.

Coffee is quoted in cents per pound with aminimum move of 5 points or 5/100th cent. If Coffee moves from 165.00
t0 165.05, it has moved 5/100th cent. 5/100th cent per pound times 37,500 pounds = .0005 x 37,500 = $18.75.

Limit Move:
The bottom line in this legend is the maximum amount that the Exchange will allow price to move in any trading
day. Some contracts may be subject to alimit, while other contracts allow for unlimited price movement. Thisis

aspecification you must know and be aware of for any commaodity you trade.

Note: Getting familiar with how to use this information will take time and practice. Y ou will get this practice
through Paper Trading (described later).

The next chapter describes Analyzing Commodity Price Chart Patterns.

top
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4. Analyzing Price Chart Patterns

There are two approaches to analyze the markets. One uses fundamental analysis, and the other uses
technical analysis.

Fundamental analysislooksat all factors which affect production and consumption of the commaodity in order
to determineif price will rise or decline. | believe that doing a fundamental analysis on any commodity is awaste
of time because not all factors can be known by one individual — rendering the analysis incomplete. In addition,
certain forces deliberately release deceptive information for publication in order to influence and manipulate you
into making the wrong trading decisions. Most news is propaganda for special interests. Don't risk your money on
the obvious.

Technical analysisisthe art of forecasting future price direction by analyzing price patterns. All the information
you need to know about the commodity regarding supply and demand is "baked" into the price. Priceis used to
reflect supply and demand forces in the market. Price only goesin one of three constantly changing directions:
Up, Down, and Sideways. Big profits can be obtained by the technical trader who approaches the market
scientifically. Technical Analysis gives you an edge when you can consistently identify trends and time your entry
and exit to profit from them.

Monitoring raw price datais very cumbersome and not very useful. However, when price datais presented in
agraphical or chart form it is more useful because:

. You can see the direction of price movement
. Price patterns which suggest market buying and selling pressures are more visible
. You can easily identify the current price trend and when changes in trend occur

Priceis charted (either daily, weekly, or monthly — each providing a different historic perspective) with a vertical
line and two attaching horizontal nubs at each side of the vertical line. Thisisillustrated in Figure 4-1. The

nub extending to the left of the vertical line identifies the opening price and the nub extending to the right
identifies the closing price. The top of the vertical line identifies the highest price of the day and the bottom of

the vertical lineidentifies the lowest price of the day. Price which is charted on the weekly or monthly charts
represent the average for the week or month. The daily priceis like abattlefield. It identifiesif the buyers or sellers
arein control of the day's trading.

Open. Thefirst price traded that day.

High. The highest price traded that day.

Low. The lowest price traded that day.

Close. Thelast, or closing price, traded that day. Also called the settle.

Change. The difference between the previous day's closing price and today's closing price. It's not unusual to see
adisparity between one day's close (settle) and the next day's opening price.

A. Support and Resistance

Pricetrend is analyzed with trend lines drawn on the price chart by you. These trend lines are used to monitor
the price changesin trend behavior. Because trends persist for long periods, a position taken with the trend will
more likely be successful that one taken randomly or against the trend. The most reliable trends proceed at a 45
degree angle. In uptrending markets, the close price is higher than the open price.

Support and resistance levels identify highs and lows, trends, changes in trend, and also identify trading
objectives and where to place protective Stop-Loss orders. The ideais that past support and resistance points
suggest where there was sufficient force to oppose further price change in that direction. They also make ideal
points to enter the market.

An uptrending movement in price has aline drawn by you underneath price bars of the price chart —
identifying support. Y ou would buy the dips (i.e., when price pulls back temporarily) to get afavorable entry price.

A downtrending movement in price has aline drawn by you on top of the price bars of the price chart —
establishing resistance. Y ou will sell the rallies (i.e., when price rises temporarily) to get a favorable entry price.
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A trading range is a sideways price movement. It has two lines drawn by you, both on top and bottom, to define
the support and resistance of the channel.

If the price has broken the trend line, considerable force (i.e., major market influence) was required to do so. A
change in trend will most likely continue for some time. However, unexpected occurrences can change price
trends abruptly, and without warning. For example, Orange Juice may be trending downward but a freeze warning
can quickly cause price to trend upward and perhapsin avolatile manner.

B. PriceChart Patterns

There are several price chart patterns which occur frequently enough that they repeat with a high degree of
probability and provide good indication of alikely changein trend. Although no pattern is ever 100% correct, it
gives you some idea of how to analyze and interpret price behavior to benefit from an impending price move.
Some patterns are hard to visualize so you need a good imagination.

Y our job as a commodity futures speculator is to track and monitor commodity price patterns and identify
those commodities that are likely to be your best trades. Study the charts as though you were a general in the field
of battle watching for a strategic move, and watch for those patterns to unfold that have proven themselves in the past.

C. Common Price Patterns

Charts display fluctuating prices over periods of time. Prices can only move up, down, or sideways. Prices also tend
to movein identifiable patterns. Y ou get a different perspective between adaily chart, aweekly chart, and a
monthly chart.

Study these different perspectives because they will help you to spot an opportunity, create a sound plan,
establish your position in the market, and provide for contingencies. Y ou only have to spot specific opportunities,
and know what to do when you see them. Y ou need to trade the market that is set up now. Wait for the right time
and conditions.

A """ (dash) on aprice chart means alimit move in price occurred on that day. It tells you that price either rose
or dropped the maximum amount allowed by the Exchange. Limit moves beget more limit moves. A reversal of
this pattern points to a market opportunity. This topic is covered more In Chapter 6.

Major price moves are punctuated by retracements of a portion of the current trend. The market "catches its breath”
by giving up some of the gains and tends to correct about 40-60% of the move in many cases. When amarket's trend
isvery strong, retracements tend to be brief and shallow, and are about 40% rather than 60%.

D. 1-2-3Top/ 1-2-3 Bottom

Every commodity has only one high point and only one low point during each year. The 1-2-3 Top and 1-2-3
Bottom technique is used to spot major market tops and bottoms. When a market makes a new 12-month high or
12-month low, it'sasignal to start monitoring that market's price trend for a change, looking for atrend reversal.

1-2-3Top

To spot the potential market top of any futures price, watch for anew highest price during the past 12 months
(point #1).

Watch for price to drop below that point #1, and then rise again (leaving behind point #2). As price rises from point
#2 it approaches (but never reaches) point #1. Price then starts to drop, forming point #3.

However, if price exceeds the #1 point, you need to start over. This can happen when a head-and-shoulders
pattern (described shortly) develops. If the price can't break the #1 point, the trend will very likely change.

When price drops towards point #2, place your open order to go short (sell) a futures contract at a price
somewhere below point #2. At the same time, also place your stop-loss order slightly above either point #1 or
point #3. When price drops below point #2, thisis abear signal that suggests a change in trend is likely to occur.
If price declines, your open order is activated and you are in the market.

When trading on the short side, call your broker and tell them to move your stop-loss down as price moves down
in your favor and profit accumulates. Keep lowering that stop-loss point to either further limit your losses, or to
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help lock in any profit you've aready earned.

Placing your stop-loss too close to the current price will cost you potential profit. The more profit you accumulate,
the farther behind you can afford to place your stops. Ideal placesto put your stop-loss order are at a

previous resistance point on the chart.

Theideal time span for the 1-2-3 Top or Bottom price pattern to develop should be at |east two weeks or
more, otherwise it's too far, too fast!

1-2-3 Bottom

To spot the potential market bottom of any futures price, watch for anew lowest price during the past 12 months
(point #1).

Watch for price to rise above point #1, and then drop again (leaving behind point #2). As price drops from point #2
it approaches (but never reaches) point #1. Price then starts to rise, forming point #3.

However, if price exceeds the #1 point, you need to start over. This can happen when a head-and-shoulders
pattern (described shortly) develops. If the price can't break the #1 point, the trend will very likely change.

When price rises towards point #2, place your open order to go long (buy) a futures contract at a price

somewhere above point #2. At the same time, also place your stop-loss order slightly below either point #1 or point
#3. When price rises above point #2, thisisabull signal that suggests achangein trend is likely to occur. If

price advances, your open order is activated and you are in the market.

When trading on the long side, call your broker and tell them to move your stop-loss up as price movesup in

your favor and profit accumulates. Keep raising that stop-loss point to either further limit your losses, or to help
lock in any profit you've already earned.

Placing your stop-loss too close will cost you potential profit. The more profit you accumulate, the farther behind
you can afford to place your stops. Ideal placesto put your stop-loss order are at a previous support point on the chart.

A 1-2-3 Top or Bottom can actually be a double-top or double-bottom. This is where point #2 equal's but
doesn't exceed point #1.

E. How to Calculate a50% Retracement Objective

Ok, you're in the market — now what? Without a previously established and specific trading goal, it is foolish to be
in the market.

Knowing where the markets may tend to be heading, and where they tend to turn around, helps you to trade
more successfully. Using these market tendencies, you can identify and establish a trading objective.

The 50% Retracement Rule means price tends to retrace (or reverse its direction) by 50% of its current major
move. To determine the 50% level, add the High Price and the Low Price of the last major move and divide by 2.

High + Low + 2 = 50% target

Theresult isthe likely target objective. The 50% level isagood indicator of how far prices may go. It iswiseto
close out your position once the 50% objective is reached. Don't be greedy!

F. How to Calculate (and quantify) Risk vs. Reward

Commodity futures trading is also a thinking person's game. Y ou need to go beyond the 50% calculation and ask
still another question. Isthe potential profit of trade worth the risk? The greater the ratio of profit to risk, the better
the trade.

Look at the distance between the #1 point (stop loss) and the #2 point (entry price) to consider how much you
arerisking vs. the first target objective (50% retracement).

To help quantify risk vs. reward, use the following procedure:
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1. Add the High + Low of the recent price move and divide the sum by 2 to identify the 50% retracement target objective.
2. Takethe 1-2-3 pattern's Point #1 and subtract Point #2. Multiply the result by the commodity's point value. The
result isthe risk amount.
3. If you intend to go long, subtract Point #2 from the 50% target. Multiply the result by the commaodity's point
value. Theresult is profit.
If you intend to go short, subtract the 50% target from Point #2.
Multiply the result by the commodity's point value. The result is profit.
4. Divide profit by risk amount. The result istheratio.

Use the following ratios as a guide:

ratio eval uation

2.0 or less use an option
2.0 - 2.9 Poor opportunity
3.0 - 4.9 Good opportunity
5.0 - up Great opportunity

Anticipating a 50% retracement of prices, the distance from Point #2 (your entry price) to the 50% level would be
theinitial profit expectation. The closer the entry price isto the 50% target, the less the profit potential. (In
other words, some 1-2-3s are better than others).

G. Trading Range

When amarket's priceisin atrading range (also called anarrow sideways channel), thisisasignal that there

isn't much interest in that market right then. Thisis atrading opportunity you shouldn't ignore. Because traders
need time to be convinced that they should put their money into the market, channels are more likely to occur near
the bottom of a price move.

When price breaks out of the channel, the price movement will tend to continue in that direction. Set your stop-
loss order just beyond the middle of the channel, away from the direction of the breakout. Gaps (described
shortly) also help to identify when priceis breaking out of achannel, and in which direction the breakout is occurring.

A baseisalong trading range that is formed during a period of accumulation, and typically occurs at the
bottom portion of the price chart. The longer the consolidation period, the greater the rally after the breakout.

Trading range rule of thumb: The upside or downside breakout of the channel will carry pricesin a one-to-one
(1:1) ratio. That is, if the trading range is 20 squares wide on the price chart, when price breaks out of the channel
it will frequently rise or fall 20 squares. This gives you an idea of alikely price objective for the move.

H. Gaps

When amarket becomes more volatile, the market price will open higher or lower than the previous day's close
leaving a gap on the price chart. Gaps often occur at the onset of amajor price move. Price tends to retrace and fill
the gap sometime in the future before continuing. Gaps that remain unfilled become future chart objectives.

Gaps can serve several purposes. They are used to:

. Spot the beginning of amove

. Measure amove (suggest how far priceislikely to go)
. Signa the end of the move

. Signa market strength and weakness

. Indicate likely buy or sell points

With gaps, if you're long, you place a stop-loss below the gap. If short, place the stop-loss above the gap.
Exactly where? This depends on each commodity and its personality. Y ou need to paper trade (coveredin a
|ater chapter) to learn the characteristics of each commodity.
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Thereare4types of gaps:
Common gap:
The most frequently occurring gap. Whenever a gap occurs within atrading range, it is of no significance.
Breakaway gap:
Occurs outside of atrading range and it marks the beginning of a significant move. It's asignal that priceis

heading further in that direction. This type of gap remains unfilled for along time. Heavy Volume breakaway gaps
are usually important levels of support and resistance over the long-term as well.

Measuring gap:

The measuring gap gives you away to determine the next market objective. It typically occursin the middle of a
price move and can predict how much farther price may go. Measure the distance from the breakaway gap to
the measuring gap. This distance extends from the measuring gap in the trend direction to project how much
farther price will likely go.

Exhaustion gap:

This gap often signals the end of the move. Although prices may continue further in the trend direction, the rally
will not last long. An extreme exhaustion gap may form an island reversal (described shortly)

Note: Information about the following price chart patterns and how they are used is only available in the
complete Commodity FUTURES Trading Home Study Course™.

Head-and-Shoulders Top / Head-and-Shoulders Bottom
Triangles

Symmetrical Triangle (pennant)

Descending Triangle (horizontal bottom)

Ascending Triangle (horizontal top)

Flags (bull, bear)

Declining Wedge

Inclining Wedge

Key reversal

Island reversal

The next chapter describes Selection Tools and how they are used.

top

The trading process described in this course uses numerous tools (also called indicators or oscillators), as well
as graph patterns and specific price behaviors that will help you trade better. These tools are used in an objective
way to analyze the futures markets. There are three types of tools which are covered in this course; selection
tools, confirming tools, and timing tools.

Selection tools are used to identify the best trade possibilities with odds in your favor.
Confirming tools tell you when the odds are heavy in favor of an up or down move.
Timing tools are used to identify when to get into and out of a market.

Each of these toolsis described in a separate chapter. Although these tools will help you improve your odds of
successin trading, no one can truly predict the price direction of amarket. All we can do isreact to ideal
market conditions.

Note: Most of the tools described in this trading course are also displayed in Commodity Price Charts. Y ou must get
asubscription to this service to understand how these tools are used. Reviewing tool behavior in relation to price
isvaluable for insight. Also helpful is a subscription to Investor's Business Daily (see " Appendix B. Resources'

for subscription information).

What Are Selection Tools?

In your market analysis, you need to use the selection tools first because they will help you to identify the best
possible trades to put the odds of a successful trade in your favor. These tools deal with professional opinion, not
price action. They can't time your entry point, but they are important because they help you to identify how to trade
acommodity — either from the long side or short side. They will give you confidence that a sustainable price move
islikely to occur, and which direction it will go. It isvitally important to only select trades with well-defined bull
or bear markets.

There are several Selection Tools which are used to analyze each market and determine which ones offer the best
likely trading opportunity. These tools are:

A Commercials (they are 80%of all market activity)
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B. Public (investor sentinent, newsletter witers, and you)
C. Open Interest (mirrors commercial activity)
D. Prenium Market (suggests an upcoming bull market)

Note: Information about these tools and how they are used is only available in the complete Commodity
FUTURES Trading Home Study Course™.

The next chapter describes Confirming Tools and how they are used.

top

6. Confirming Tools
Confirming tools are used to give you atrading advantage, and will help you better identify when to get in or out of
the market. Y ou must first select good trades with well-defined moves or these tools don't work. Confirming
Tools should only be used after selecting your best trading opportunities using the Selection Tools.
Note: All of these tools are subject to whipsaw and error.
The more confirmation you have about an ideal trading opportunity — as evidenced by several tools being
in agreement, the greater the likelihood your original trading selection will see price movein the direction

you anticipate.

These tools are only an indication of where the market may be heading. Y ou should wait until 3 or more of these
tools confirm your initial market assessment of where price may be heading before you take any action.

There are several confirming tools which are used to analyze each market for likely trading opportunity. These

tools are:

A. 10-Week Mving Avg (identifies a bull/bear market)

B. 14-Day RSI (measures price nonentun)

C. Stochastics (measures price rate of change)

D. 14-Day ADX (helps filters out false signals)
E. 7-Bar ADX (longer termview of 14-day ADX)
F. Vol une (total nunber of contracts traded)
G Moving Averages (trend indicating tool)

H Gaps & Linit Mves (identify objectives, opportunity)
I.

Seasonal Tendency (suggest recurring price activity)

Note: Information about these tools and how they are used is only available in the complete Commaodity
FUTURES Trading Home Study Course™.
The next chapter describes Timing Tools and how they are used.

top

7. Timing Tools

Timing tools are used to get you into and out of a market. They help you to identify possible entry and exit points for
atrade. The Timing Tools used in this course are:

A 9R [WIlians]
(measur es over bought/oversol d conditions)
B. Accunul ation-Distribution
(neasures market pressures)
C. 25-day Moving Average
(signals increase/ decrease in price nonentum
D. Cash Basis
(helps tine entry and exit points)
E. Cycles
(provide additional Buy/Sell signals)
F. Howto Exit a Position
(getting out of the narket)

8. Damage Control

Trading commodity futures will cause you to encounter three powerful and destructive emotions: fear, greed
and hope. Trading which is influenced by these emotions will almost always result in losing trades so you need
to develop survival insurance.

Risk is the probability of an event occurring. In commodity futures, risk is exposing your trading capital to loss.
All traders deal with varying degrees of risk when they trade. The greatest risk in trading commodity futures
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occurs from surprise events which moves price too fast (via Limit Moves) and prevents you from exiting at your
pre-determined Stop-L oss point. In this situation, your losses accumulate rapidly, and there's nothing you can do
about it until the market volatility subsides!

Although you will never entirely eliminate this risk, you can protect yourself against it by watching the news for
those events which would result in a surprise market move. These events would include sudden weather
changes (freezes, floods, drought) in different parts of the world, crop reports, changesin currency, wars,
pestilence, etc.

Being aware of events which could influence acommodity's price gives you awarning signal to take immediate
action. This can mean either getting out of a market to avoid financial loss, or getting into a market to profit from
the anticipated change.

Y ou need to control risk to survive in this business. The two ways to control risk are:

. Control equity risk (loss of capital is predetermined prior to the trade)
. Control trading risk (timeis spent waiting for the right opportunity to develop)

Modern risk management techniques have their roots in gambling techniques and probability theory. Traders

often don't know what risk confronts them. The trading profession is a business, not speculation or gambling.

A trader's main goal isto avoid ruin. This means you should always have excess capital in reserve to cover
obligations, to live on, and to make profitable trades when the right opportunity presents itself. Strategies for safety
areimportant.

A. Money Management

Money Management is clearly the most important risk management technique that you must learn. It is a system
of ruleswhich you need to define to identify how much capital you will risk on any one trade. This discipline
will remove fear and greed from your trading activities, and also provides you with staying power. Trading
without equity control guarantees failure. Self disciplineis the key to successful trading, and this disciplineis
attained by trusting the system that you have defined.

A sound Money Management Plan uses several rules to help you control equity risk.

1. Having aMoney Management Plan gives you atrading advantage. Y our personal homework assignment is
to define the rules that establish how much money you will risk on atrade. Y ou will religiously use this planin all
of your trading activities.

2. Establish thetotal dollar amount which you will deposit into your commodity fund and give that total anount
to your broker. Put alimit on total trading capital. If your trading account is less than $5,000, it's best to use
Options (see chapter 12).

3. Commit the amount of money you are willing to lose on the trade based on the probability that the trade will
be profitable. That's why you use a Stop-L oss Order.

4. Define a percentage (10-20%) dollar amount available for all trades. This amount dictates how many contracts
you can afford. As soon as you have invested that amount of your total funds— STOP Trading! Do not take on
any new positions.

5. Asyou make money and your trading account amount grows, you increase your position with more contracts
(or options) per trade. As you lose money, you decrease your position with fewer contracts (or options) per trade.

Note: An Excel fileisincluded to help you model money management strategies. Instructions for using the
"Money Management Form" (moneymgt.xls, included with this trading course) is described in Appendix C.

B. Trading Plan

Y ou must have a clearly defined trading plan and religiously follow it or you will not be successful at profiting
from the market. A trading plan is a predefined set of rules which you define and use to mechanically

and unemotionally determine the conditions you will use to get in and out of the market. A sound trading plan
will control losses better than you can. Rules which should be part of any trading plan include:

1. HaveaTrading Plan (which uses charts, tools, and trading rules that tell you when to buy or sell) to give you
atrading advantage. It is your homework assignment to define the rules for your personal trading plan. The rules for
atrading plan may be different for each trader, but these rules should also include:

. How much money will you risk on the trade?
. What are the conditions which will signal when to enter the market?
. Will you stay in the trade until you achieve your objective or follow the market?

2. Useyour trading plan as your religion. NEVER go against your trading plan. If it's flawed, identify the
problem and modify your trading plan to eliminate the flaw. Y ou should also continually try to improve your
trading plan. Y ou do this by changing the rulesin your trading plan, and then paper trade the changes against
your current trading plan. After several trades, you should have results that will help you determine if the changes
were an improvement or not. Never use a changed trading plan until you have paper traded it sufficiently to

be comfortable about its reliability.
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3. Don't put on atrade and forget it. Y ou must take adaily account of the profit or loss that has accumulated in
each trade.

4. Limit your losses. Use real Stop-Loss Orders. Set them to limit your loss and give up no more than 5% (but
no more than $400) per contract of the total capital in your trading account. Never expose yourself to excessive
risk, and never invest too large a percent of your capital.

5. Do not be in more than 3-4 trades at one time. Don't overtrade!

6. Successful traders are very defensive of their capital. They exit quickly when they suspect they are wrong.
The best trades work right away. Do not fight the market. If you make a mistake, exit the market immediately!
Small losses hurt much less than large losses.

7. Never add to alosing position — ever.

8. Don't trade thin markets (i.e., markets that lack liquidity which is evidenced by low Open Interest and
low Volume. Y ou need liquidity to quickly get in and out of a market at a price close to your defined exit price.

9. Never put yourself in aposition that can result in tragedy. If in doubt, stay out!
C. Stop-LossOrders

Y ou must use real Stop-Loss Orders with each trade to protect your trading capital. They are used to define

the maximum amount of money that you can lose — if the market reverses and moves against you. Stop-Loss
Orders are used to control risk and to avoid being financially wiped out. Always set your Stop-Loss Orders so you
will lose no more than 5% of your trading account capital if the trade goes bad.

Note: The Stop-Loss Order does not give you a 100% guarantee that your loss will be limited to the amount

you specify. Your Stop-L oss protection may not be effective if the market moves against you during a Limit
Move. When this happens, nobody can get in or out until the market volatility subsides. By then, you could easily
have sustained several thousands of dollarsin loss. Fortunately, many of the tools which have been described
earlier may give you advance warning of an impending reversal. Thisiswhy it isimportant that you monitor
your active trades and the news daily.

Beginning traders often wonder where their Stop-L oss Orders should be placed. Y ou need them to protect your
trading equity, but where do you put them?

Use Stop-Loss Ordersto control lossin the following ways:

+  InBull markets, the Stop-L oss Order will be about the same dollar amount that would account for a 1%z limit
move (see pages 4-3, 6-9 for more about limit moves).

+  In Bear markets, the Stop-Loss Order will be about the same dollar amount that a 2 limit move would produce.

+  Onceyou have an active position, your Stop-Loss Order will also be used to get you out of the market. As
price moves in your favor, the Stop-Loss Order will be used as a protective Trailing Stop. When price

movement yields meaningful profit, you will instruct your broker to move the Stop-L oss Order in the direction of
price movement.

« Your Trailing Stop is used to minimize loss and lock in profit. In general, if your Stop-Loss Order

originally allowed for $400 of risk, then it would be used as a Trailing Stop each time $400 of profit was produced
by the trade. Give your Stop-Loss Order alittle room so that you are not stopped out of the trade. Continue

this procedure until you're stopped out of the trade.

« Alternatively, every time price makes anew high, you move the stop to the lowest low of the last n days (where:

n = 3-12 days).

Use the last 12 days when you first enter, and tighten up to 3 days when market has moved close to the
expected target.

top

Paper trading lets you practice trading commodities without risking your money. It gives you confidence
inidentifying and analyzing price patterns, confidence in using your tools, and confidence in your

Money Management Plan and Trading Plan. Y our aim isto enter and exit markets on paper, keeping track of
your profit and loss until you are successful enough to enter markets with real money. This chapter describes
the process to take you from paper trading to actual trading.

This information uses common industry knowledge as a basis to define a systematic procedure for analyzing
and identifying trades that puts the odds of successin your favor. For maximum success, this analysis
procedure should be used to identify only prime trading opportunity using your Selection Tools and ignore
everything else.

Trading commodity futures is a business and a discipline. Y ou cannot learn this process overnight so you must
paper trade for at least six months to learn the skills associated with trading. Thisis your basic training period.
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Y ou must have a rudimentary understanding of the futures markets and how your Trading Plain worksin real
trading conditions. Paper trading gives you that understanding by learning the mechanics of trading — deciding
on positions and stops, entering orders, etc.

Y ou must learn how to be disciplined, focused, and control risk. Paper trading will help you achieve that goal.
When paper trading, you must be honest with yourself. Don't try to fudge your market positions after you
establish them. The real world of trading doesn't work that way, so why should you train yourself otherwise? Live
with your decisions and learn from them. If you can't be successful on paper — you won't do it with real money.

Thisisyour time to experiment. Y ou can trade two or three futures contracts using different approaches. All
your questions will be answered during your paper trading. Be careful and go slow. Don't let the excitement of
asuccessful trade cause you to lose your head and begin wild and reckless trading. Make success a habit.

Paper Trading is simply watching the markets and taking note when you would have gone long or short. Y ou
then decide when it'sright to exit the trade and write down any profit or loss you would have incurred. An
important part of your training is keeping a "trading diary". Write down the reasons you enter and exit trades.
Do not start trading with real money until you are satisfied with your total trading results, not just net profit.
A. Paper Trading Requirements

1. Establish arelationship with a broker.

2. Subscribe to aweekly charting service. Use abroker (or Investor's Business Daily) for daily price quotes and
chart the commaodities that you are following. Don't forget that the quotesin the paper are yesterday's prices.

3. Haveapreviously-defined and detailed trading plan for each trade which includes a Money Management plan
and stick with your plan. Y ou need to identify where you will enter the market, your objective, and how you will
exit the trade — with no changes in your plan unless new information warrants the change.

4. Only take a position when the odds of success are heavily in your favor as suggested by your tools. Watch for
(and identify) opportunity resulting from price patterns or news events and trade only futures markets with a
high probability of profit.

5. Major moves are what you are looking for, not daily price fluctuations.

6. Keep track of profit and loss until you are successful enough to enter markets with real money.
B. Paper Trading Steps

1. Update your charts before you evaluate the markets that you are closely monitoring. Always be aware of the
major trend of amarket you are trading.

2. Technical chart analysis adds discipline to your trading plan because it lets you identify trends and recurring
price patterns. There are two ways to analyze the markets: Simple and Comprehensive. Choose the one that suits
your personality.

Simple Analysis:

With the simple analysis, you will evaluate all commodities, looking for specific chart patterns (trends) in the
making. These chart patterns are your best opportunities for successful trades because they have a high probability
of profit. You will be looking for the following events:

a A 12-month high or low, with either a 1-2-3 Top, 1-2-3 Bottom, or head-and-shoul ders pattern emerging
b. Trianglesin the making
c. Quiet narrow trading ranges, especially at market lows

When these patterns appear, they are potential opportunitiesin the making and should be closely monitored.
Draw trend lines on the chart so you can better see the dominant trend. Use your Trading Plan to get into and out of
the market if price movesin the direction that you expect.

top

1. Introduction

This chapter describes the objective of this course, the concept of pyramid and pillar trading, and how you can
profit by using these trading strategies.

A. Objectivesof thisTrading Course

This Commodity PYRAMID Trading Home Study Course™ will give you the skills to analyze and
select commodity futures trades which have a high likelihood of being profitable. Y ou will also learn how
to incorporate various pillar and pyramid strategies into your trading activities.

Thisisnot atrading system. It is an educational presentation which uses common industry information and
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techniques to help you define asimple Trading Plan. Y ou can use this trading plan to intelligently evaluate and
select commodity markets that have the highest likelihood of becoming a successful trade. This course will teach
you trading techniques that minimize your chances of 1oss while simultaneously enhance your ability to profit
from "expected" market price movement. Y ou will also need to define a Money Management Plan to control your
risk and loss. And finally, you need to paper trade for at least three months to devel op the confidence and skillsto
be successful in your trading efforts. By doing these things, you gain a significant advantage over other traders.

| can't guarantee your success— but | will do my absolute best to teach you how to trade intelligently.
At the end of this trading course, you will know how to more successfully do the following:

. Analyze commodities with high potential for a successful pyramid trade
. Understand and use several simple pyramid and pillar trading strategies

Special Notice

Theinformation in this Commodity PYRAMID Trading Home Study Cour se frequently refers to, and builds
upon, information which is contained in my complete Commodity FUTURES Trading Home Study Cour se.

The reader is assumed to have obtained and mastered the materiasin this course which is available on my web site at:

B. Notices

The Commodity Futures Trading Commission and The National Futures Association requires the following notice
be stated:

ThereisaRisk Of Lossin Futuresand Options Trading.
| am not an investment counselor or acommodity trading advisor, nor do | give advice on specific investments.
This educational trading course is designed to give you the skills and insight that will help you to pyramid

trade commodity futures more successfully.

Successful past results don't necessarily mean success in the future. Thereisarisk of lossin pyramid trading. Do
not trade using money that you can't afford to lose.

Over 90% of new people who engage in pyramid/pillar trades will lose money. The other 10% are successful for
the following reasons:

. They learned about how the futures markets work,
. They learned how to anticipate and identify changesin a future's price and position themselves to benefit from
that price change,
. They have defined and use both a Trading Plan and Money Management Plan.
Thistrading course will teach you how to do these things.

D. What You Will Need To Pyramid Trade

Here's alist of things you need to successfully pyramid trade futures contracts.

A trading account with a broker

A telephone to contact your broker

. A caculator

Investor's Business Daily subscription (see Appendix A)

Commodity Price Charts subscription (see Appendix A)

. About 10 minutes each night to assess your current position, plus about an hour every Monday evening to perform
arevised analysis on your current position

The Pyramid Trading form

It is on strong recommendation that you completely read this trading course three separate times. The first
reading should be done to get the general idea of what isinvolved in the entire process - that is, you get a

general grasp of things. The second time, read it to help reinforce your knowledge as well as help you to

better understand the process presented in this course. The third reading will be helpful, as you should be ready to
start defining your personal Trading Plan and Money Management Plan.
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COMMODATIES TRADING

Y ou may have your debt and equity fundsin place, but investing in commodities could just be the one
element to improve your portfolio. Commodity trading provides an ideal asset allocation, also helps you
hedge against inflation and buy a piece of global demand growth.

In 2003, the ban on commodity trading was lifted after 40 yearsin India. Now, more and more people are
interested in investing in this new asset class. While price fluctuations in the sector could get rather
volatile depending on the category, returns are relatively higher.

However, asthisis not aprimary area of investment for most, there isalot of apprehension about when
and how to invest. Outlook Money seeks to answer some of these questions and help you assess awhole
new turf for making money.

Why invest in commodities?

Commodities allow a portfolio to improve overal return at the same level of risk. Ibbotson Associates, a
leading US-based authority on asset allocation estimates that commodities increased returns between 133
and 188 basis points, at no extrarisk.

Who should invest?

Any investor who wants to take advantage of price movements and wishes to diversify his portfolio can
invest in commodities. However, retail and small investors should be careful whileinvesting in
commodities as the swings are volatile and lack of knowledge may result in loss of wealth.

Investors must understand the demand cycles that commodities go through and should have aview on
what factors may affect this. Ideally, you should invest in select commaodities that you can analyse rather

than speculate across products you have no idea about.

Investing in commodities should be undertaken as a kicker in your portfolio and not as the first
destination for your money.

What is commodity trading?

It's an age-old phenomenon. Modern markets came up in the late 18th century, when farming began to be
modernised. Though the trade's mechanisms have changed, the basics are still the same.

In common parlance, commodities means all types of products. However, the Foreign Currency
Regulation Act (FCRA) defines them as 'every kind of movable property other than actionable claims,
money and securities.'
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Commodity trading is nothing but trading in commodity spot and derivatives (futures). If you are keen on
taking a buy or sell position based on the future performance of agricultural commodities or commodities
like gold, silver, metals, or crude, then you could do so by trading in commodity derivatives.

Commodity derivatives are traded on the National Commodity and Derivative Exchange (NCDEX) and
the Multi-Commodity Exchange (MCX). Gold, silver, agri-commaodities including grains, pulses, spices,
oils and oilseeds, mentha oil, metals and crude are some of the commodities that these exchanges deal in.

Trading in commodities futuresis quite similar to equity futures trading. Y ou could take along position
(where you buy a contract) or a short position (where you sell it). Simply speaking, like in equity and
other markets, if you think prices are on their way up, you take along position and when prices are
headed south you opt for a short position.

How bigistheIndian commodity trading market as compar ed to other Asian markets?

The commodity market in India clocks adaily average turnover of Rs 12,000-15,000 crore (Rs 120-150
billion). The accumulative commodities derivatives trade value is estimated to have reached the
equivalent of 66 per cent of the gross domestic product and the future will only see the percentage rising,
says | CICI direct.com vice-president Kedar Deshpande.

What do you need to start trading?

Like equity markets, you have to fulfil the '’know your customer' norms with a commodity broker. A
photo identification, PAN and proof of address are essential for registration. You will aso haveto sign
the necessary agreements with the broker.

Istherearegulator for the commodity trading market?

The Forward Markets Commission is the regulatory body for the commodity market in India. It isthe
equivalent of the Securities and Exchange Board of India (Sebi), which protects the interests of investors
In securities.

What kind of productscan belisted on the commodity market?

All commaodities produced in the agriculture, mineral and fossil sectors have been sanctioned for futures
trading. These include cereals, pulses, ginned cotton, un-ginned

cotton, oilseeds, ails, jute, jute products, sugar, gur, potatoes, onions, coffee, tea, petrochemicals, and
bullion, among others.

What aretherisk factors?
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Commodity trading is done in the form of futures and that throws up a huge potential for profit and loss
asit involves predictions of the future and hence uncertainty and risk. Risk factorsin commodity trading
are similar to futures trading in equity markets.

A magjor differenceisthat the information availability on supply and demand cyclesin commodity
markets is not as robust and controlled as the equity market.

What are thefactorsthat influence the commodity pricesin the market?

The commodity market is driven by demand and supply factors and inventory, when it comes to
perishable commodities such as agricultural products and high demand products such as crude ail. Like
any market, the demand-supply equation influences the prices.

Variables like weather, social changes, government policies and global factors influence the balance.
What isthe difference between directional trading and day trading?

The key difference between commodity markets and stock markets is the nature of products traded.
Agricultural produce is unpredictable and seasonal. During harvesting season, the prices of these
commoditiesislow as supply goes up. There are traders who use these patternsto trade in the

commodity market, and thisistermed directional trading.

Day trading in commodity marketsis no different from day trading in the equity market, where positions
are bought in the morning and sgquared off by the end of the day.

Does commodity speculation affect agricultural incomein India?
The vision for the commodity market in Indiais to reduce information asymmetry and make a robust
market available to the end producer or farmer. It is also expected to balance out price information and

give the producer a better price and a platform to hedge.

The futures market will allow the farmer to see the upside of the price over two to three months and help
him decide where to sell.

How to keep updated?

Most commaodity trading firms have aresearch team in place that prepares commodity charts and
conducts detailed study on the trends of the commodity in question.

Investing strategies based on this research are usually provided to clients.

They usually provide daily market reports before the market opens and intra-day calls during trading
hours, along with monthly and weekly research reports.
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What are commodity exchanges?

Commodity exchanges are institutions, which provide a platform for trading in
‘commodity futures' just as how stock markets provide space for trading in equities
and their derivatives. They thus play a critical role in robust price discovery where
several buyers and sellers interact and determine the most efficient price for the
product. Indian commodity exchanges offer trading in ‘commodity futures' in a
number of commodities. Presently, the regulator, Forward Markets Commission
allows futures trading in over 55 commodities. There are 3 national level and 18
regional level commodity exchanges in India .

Trading Commodity Futures. A Timeline -------

1875 Bombay Cotton Trade Association Established

1900 Future Trade in Oil Seeds Started

1920 Gold and Silver Futures Trading started in Bombay

1939 Cotton Derivatives banned by Government

1952 FCRA passed, ban on cotton futures removed

1953 Forward Market Commission Established

1955 Gold and Silver futures trading banned by Government

1980 Govt. removed ban on selected commodities like cotton, Jute, potatoes
etc.

1994 Kabra Committee recommended removal of ban on futures trading for

most commodities

2001 Govt. extended the list of commodities allowed for futures trading.
2003 NCDEX&MCX established.

What are the benefits in futures trading in commodities in Exchanges?

. Base Value can never be Zero (or negative) i.e Low risk as compared to
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Equitites.

. Provides the best opportunity mainly Gold and Silver to hedge against
Inflation and Calamities.

. Futures trading in commodities results in transparent and fair price discovery
on account of large scale participations of entities associated with different
value chains and reflects views and expectations of wider section of people
related to that commodities.

. This also provides effective platform for price risk management for all
segments of players ranging from the producers, the traders, processors,
exporters/importers and the end users of the commodity.

. Commodity as a portfolio diversifier:- Commodity as an asset class possesses
low correlation with equity and debt markets which makes it attractive as a
portfolio diversifier. Also, long term volatility witnessed in commodity markets
iIs lower than those witnessed in equity markets.

What are the unique features of national level commodity exchanges?
The unique features of national level commodity exchanges are:

. They are demutualized, meaning thereby that they are run professionally and
there is separation of management from ownership. The independent
management does not have any trading interest in the commodities dealt
with on the exchange.

. They provide online platforms or screen based trading as distinct from the
open outcry systems (ring trading) seen on conventional exchanges. This
ensures transparency in operations as everyone has access to the same
information.

. They allow trading in a number of commodities and are hence multi-
commodity exchanges.

. They are national level exchanges which facilitate trading from anywhere in
the country. This a corollary of being an online exchange.
Which are the major regional commodity exchanges in India ?
. BATINDA COMMODITY & OIL EXCHANGE LTD.
. THE BOMBAY COMMODITY EXCHANGE

. THE RAJKOT SEEDS OIL AND BULLION MERCHAT
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. THE KANPUR COMMODITY EXCHANGE

. THE MEERUT AGRO COMMODITY EXCHANGE THE SPICES AND OILSEEDS
EXCHANGE (SANGI)

. AHEMDABAD COMMODITY EXCHANGE

. VIJAY BEOPAR CHAMBER LTD. (MUZAFFARNAGAR)

. INDIA PEPPERS AND SPICE TRADE ASSOCIATION ( KOCHI )
. RAJDHANI OILS AND SEEDS EXCHANGE ( DELHI )

. THE CHAMBER OF COMMERCE (HAPUR)

. THE EAST INDIA COTTON ASSOCIATION (MUMBALI)

. THE CENTRAL COMMERCIAL EXCHANGE ( GWALIOR))

. THE EAST INDIA JUTE & HESSIAN EXCHANGE OF INDIA (KOLKATA)
. FIRST COMMODITY EXCHANGE OF INDIA ( KOCHI )

. BIKANER COMMODITY EXCHANGE LTD. ( BIKANER )

. THE COFEE FUTURE EXCHANGE LTD. ( BANGALORE )

. E SUGAR INDIA LTD. (MUMBAI)
Which are the most prominent commodity exchanges across the world?

1. Chicago Board of Trade (CBOT )

2. Chicago Mercantile Exchange (CME)

3. New York Board of Trade (NYBOT)

4. New York Mercantile Exchange (NYMEX)
5. London Metal Exchange (LME)

6. London International Financial Futures Options Exchange (LIFFE)
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7. The Tokyo Commodity Exchange (TOCOM)
8. Kuala Lumpur Commodity Exchange (KLCE)
9. Bursa Malaysia Derivatives Exchange.

Who are the likely participants in the market?

Primarily there are three classes of participants viz., Hedgers, Speculators
andArbitrageurs.

HEDGER: Hedging is buying and selling futures contracts to offset the risks of
changing underlying market prices. Thus, it helps in reducing the risk associated
with exposures in underlying market by taking a counter- positions in the futures
market. For example, the hedgers who either have security or plan to have a
commodity is concerned about the movement in the price of the underlying before
they buy or sell the commodity . Typically, he would take a short position in the
Futures markets, as the cash and futures price tend to move in the same direction
as they both react to the same supply/demand factors.

SPECULATOR: A person who trades commodities, with a higher-than-average risk,
in return for a higher-than-average profit potential. Speculators take large risks,
especially with respect to anticipating movements, in the hopes of making quick,
large gains.

ARBITRAGEUR: Since the cash and futures price tend to move in the same
direction as they both react to the same supply/demand factors, the difference
between the underlying price and futures price is called as basis. Basis is more
stable and predictable than the movement of the prices of the underlying or the
Futures price. Thus, arbitrageur would predict the basis and accordingly take
positions in the cash and future markets.

Hedgers

« Producers - farmers

« Consumers - refineries, food processing companies
Speculators

- Brokerage houses

+ Retail investors

« People involved in commodity spot trading

Arbitrageurs
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+ Brokerage houses
« People trading in commodity spot markets
+ Warehousing companies

What are spot and futures prices?

Spot price is the price in the cash market (where one buys and sells goods ‘on the
spot’ just as we make purchases from a shop by paying cash) while future prices
are prices of the same commodity at a future date. Therefore, if the spot price of
gold is Rs 6000/10 gms today, the 1-month future price would be Rs 6050, while
the 2-month future price would be Rs 6100. The difference between spot and
futures prices is the cost of carry i.e. interest cost, storing, insurance etc. Normally
futures prices are higher than spot prices. The exception is when the futures prices
are lower than the spot price, which is called ‘backwardation’. This situation is
more common in case of agricultural commodities where due to the arrival of crop
on certain future dates, the future prices would be lower than the current spot
price.

How do | begin? Please Explain in brief.

To begin trading in commodity futures you must:

« Select a broker: A trustworthy, reliable, efficient, effective, innovative
broker, having membership of both the exchanges (MCX and NCDEX) would
be in your interest.

- Information about self: Having selected us as your broker, you will be
asked to provide information that is personal and financial. A member client
agreement would be signed between the broker and yourself.

- Depositing the margin: In order to trade futures contracts, you have to
deposit margins in cash with us. There are two types of margins namely,
initial margin and mark to market margin

1. Initial margin: Initial margin is set by the exchange on basis of
volatility in the particular commodity and is a percentage of the contract.

2. Mark to market margin: At the end of the day, the contract is marked
to market, meaning your account is credited or debited based on the
profit / loss made during the session.

« Resarch: Its important that the client has access to necessary information
for trading in commodities. Futures are time-based products and not long
term investments. Hence, they are sensitive to day to day happenings in the
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global markets. It is required that you are well informed about the
developments in specific commodities across the world and also in India.

Explain in detail about the National Commodity and Derivatives Exchange (NCDEX)
and Multi Commodity Exchange (MCX)?
The following points explain you at length about NCDEX&MCX.

- NCDEX is a public limited company incorporated on April 23, 2003 under
the Companies Act, 1956. It obtained its Certificate for Commencement of
Business on May 9, 2003. It has commenced its operations on December 15,
2003.

- NCDEX is a nation-level, technology driven de-mutualized on-line
commodity exchange with an independent Board of Directors and
professionals not having any vested interest in commodity markets. It is
committed to provide a world-class commodity exchange platform for market
participants to trade in a wide spectrum of commodity derivatives driven by
best global practices, professionalism and transparency.

«  NCDEX is regulated by Forward Market Commission in respect of futures
trading in commodities. Besides, NCDEX is subjected to various laws of the
land like the Companies Act, Stamp Act, Contracts Act, Forward Commission
(Regulation) Act and various other legislations, which impinge on its working.
«  NCDEX is located in Mumbai and offers facilities to its members in more
than 550 centres throughout India . The reach will gradually be expanded to
more centres.

« Online Screen based Future Trading in about 45 Commodities presently.

« More than 100 commodities proposed in near future.

- Daily average turnover of more than Rs. 4, 000 Crores.

- Daily average turnover expected to be more than Rs.16, 000 Crores in a
years time and more than Rs. 25,000-30,000 Crores in 4-5 years.

- Excellent hedging tools against price risk.

« All trades backed by Trade Guarantee Fund of respective commodity
exchanges thus almost no risk of default.

« Worldwide largest consumer of traditional form of investment.
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- Low margins on trade as compared to equity market.

« Online spot trading, future trading in option and commodity indices are
also to be introduced in near future.

« Delivery in Demat Form.

November 10, 2003. That day, the Multi-Commodity Exchange of India opened its
doors. Just a month later, it was joined by the National Commodity and Derivatives
Exchange.

Together, they created a new asset class - commodity futures - that investors
could use to diversify their portfolios.

Now, three years on, trading volumes on NCDEX and MCX are comparable to that
of the equity cash market (NSE and BSE), although much smaller than that of
equity derivatives (NSE).

While MCX's volumes come mainly from gold, silver and crude oil, those of NCDEX
are driven by agri-commodities. There is also the smaller, Ahmedabad-based
National Multi-Commodity Exchange of India.

The volume growth has been driven by two major factors. First, the target group
of the commodity markets - farmers, middlemen, oil companies, oil dealers, agri
commodity dealers and jewelers - are using derivatives to lower business risk.

Second, day traders and speculators are using the platform to gain from price
swings of volatile commodities (different commodities are volatile at different times
of the year).

Retail investors, by and large, have fought shy of CF. If you are an equity investor
and want to try your hand at CF, you must keep a few things in mind.

Streets apart, but meet at derivatives junction. Listed companies are many,
but the underlying investment instrument is common - dematerialised shares. So,
an equity portfolio diversified across shares of several companies can be held in a
single demat account indefinitely without altering the nature of the instrument.

Commodities is different. If, say, you buy tur dal, steel, gold and crude oil from the
spot market, you cannot hold them at a single point. Perishable agri-commodities
need hygienic and pest-free storage places, ferrous metals need large warehouses,
precious metals need theft-proof safekeeping, and inflammable commodities need
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fireproof barrelling.

That's too much to manage for a retail investor. But you can invest in derivatives
on NCDEX, MCX and NMCE - albeit, with a restraint of the investment horizon
being short term.

A futures contract is a trade to buy or sell an underlying (usually a product) at an
agreed price on a fixed later date (expiry date), which is also the date for delivery
(cash settlement).

Buying or selling futures contracts of near-month, next-month and third-month
expiry and, in a some cases, of six-month expiry, are the only viable options for
getting a commodity exposure.

ICICldirect.com is a division of ICICI Brokerage Services and a member of NCDEX
and MCX. Says its chief manager B. Karthikeyan: "Anyone who is trading for the
short-term in the equity cash market or in equity derivatives, which, by its very
nature, is short-term, can find similar opportunities in commodity derivatives."

But there is one big difference. Commodities derivatives trading, though regulated
by Forward Markets Commission, is governed by the Forward Contracts
(Regulation) Act, 1952.

This Act does not allow options trading, an essential derivatives tool for managing
risk. Options allow you to buy or sell an underlying without having to pay or deliver
on the expiry date if the settlement price vis-a-vis your options traded price is
causing a loss.

Your maximum possible loss is a market-determined premium that you have to
pay on the trade. In the US and the UK, commodity derivatives are as big as
equity derivatives. But almost all the exchanges allow options trading along with
futures trading - and volumes in the former are usually bigger.

To get going. NCDEX and MCX together offer futures contracts in around 60
commodities, 45 of them common to both. The lists are available on www.ncdex.
com and www.mcxindia.com (see NCDEX's Top 10). There are about 800 NCDEX
brokers, who have about 12,000 trading terminals across 550 centres in the
country and MCX's numbers are similar. So, the reach is as good as that of NSE or
BSE. But at lower cost to the broker.

An NSE cash market member acquiring derivatives market membership has to

shell out an additional deposit of about Rs 75 lakh (Rs 7.5 million), whereas an
MCX member gives a deposit of only Rs 15 lakh (Rs 1.5 million) and an NCDEX
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member Rs 30 lakh (Rs 3 million).

You could trade on MCX and NCDEX through a common broker, or two different
ones. NSE and BSE brokers, too, can become members of the commodity
exchanges (using a separate, registered company) and you could trade through
them as well.

In all cases, you have to mandatorily sign a separate client-member agreement
that lays down the broad framework of your - and your broker's - rights and
obligations.

Gradually, the ease of Internet-based trading is also being offered by commodity
derivatives brokers. Internet-based trading platforms of equity brokerages are
being extended to their commodity derivatives membership. ICICI Brokerage (via
ICICldirect), Geojit Commodities (www.geojit.com) and Man Financial
Commodities (www.manfinancial.in) are three of 10-15 brokers that offer NCDEX
futures contracts on their websites. None offer MCX contracts on the Net yet.

Costs. Brokerage rates are 0.03-0.06 per cent of the value of CF contracts, similar
to equities. The cost of opening an account varies too. One at ICICI Brokerage
would set you back by Rs 500 and requires you to have a icicidirect.com account
for equity trading (Rs 750 more). Man Financial, however, would open your
account for Rs 350 and would not insist that you become its equity client too.

The rates inch up if you give or take delivery; you are discouraged from doing so.
When this correspondent approached Man Financial as a potential client, a sales
agent evaded the query. "You can just roll over your contract before expiry to the
next month's contract," he suggested.

Settlement. Says ICICldirect's Karthikeyan: "Of the 50 commodity contracts on
NCDEX, six-seven involve compulsory delivery on expiry, six-seven are
compulsorily cash-settled and the rest are settled by delivery if the seller wants
to." Delivery-settled contracts are preferred the world over. London Metal
Exchange CEO Simon Heale says: "Existence of physical delivery forces
convergence and facilitates efficient price discovery."

Of course, you avoid settlement if you square off before expiry, which is what is
expected of a short-term (less than a month) investor. As liquidity is highest for
the near-month contract, the price discovery mechanism works best for it.

But since it is for less than a month, you need to roll it over. If, say, you have

bought November chana futures and want to extend your position by a month, you
have to sell it on or before the expiry date and buy the December futures.
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The catch is that the price gap between November and December futures can vary
substantially on the day you square off the first trade and execute the second.
Besides, you have to pay brokerage for the two trades.

What you see is not what you get. You might be in for another surprise if you
are used to equity futures, where the share is the unit and the price is rupees per
share. But in commodities, you have to deal with units like a quintal (100 kg), a
bale (170 kg) and a carton (22.68 kg).

Plus, the price on the trading screen may be for a quantity different from the
trading unit. For instance, urad futures trades in units of 10 tonnes (100 quintals),
but the price is quoted in Rs/quintal. The trading unit is, usually, also the delivery
unit as well as your minimum contract size. Thus, a trade in urad November
futures at Rs 3,572 per quintal, would have to be for a minimum of 10 metric
tonnes or its multiple. So, the contract value of this trade will be at least Rs
357,000 (Rs 3,572 per quintal x 100). Across the various commodity futures
contracts the minimum contract size at current prices would range between Rs
50,000 and Rs 800,000.

As in equity futures, for CF too, you have to pay an initial margin of 5-20 per cent
depending on the commodity. This exchange-determined margin also depends on
the volatility of prices. Daily marked-to-market margin is also collected from you if
your position suffers a loss.

The profit or loss on your trade is based on the value of the contract. If, say, you
pay Rs 20,000 as 10 per cent margin for a Rs 200,000 CF, a 5 per cent price
movement against you will mean a loss of Rs 10,000 (5 per cent of Rs 200,000).
So, you could lose 50 per cent of the margin you put up.

Risk containment measures. CFs are seen as risky, though the regulation
seems to be in place. How well do the two main exchanges monitor prices and
brokers' trading patterns? Says NCDEX managing director P H Ravikumar: "We are
the only commodities derivatives exchange that does real-time monitoring of
positions."

If you go by FMC's website, www.fmc.gov.in, there has not been a single
regulatory order passed by FMC in the last three years against any intermediary.
Compare this with 10-15 orders a month that equity market regulator Sebi issues.

So, as a CF trader, you must watch out for price rigging. But if you have the
stomach for the risk, the world is your oyster.
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About MCX

MCX an independent and de-mutulised multi commodity exchange has permanent
recognition from Government of India for facilitating online trading, clearing and
settlement operations for commodity futures markets across the country. Key
shareholders of MCX are Financial Technologies ( India ) Ltd., State Bank of India,
HDFC Bank, State Bank of Indore, State Bank of Hyderabad, State Bank of
Saurashtra, SBI Life Insurance Co. Ltd., Union Bank of India , Bank of

India , Bank Of Baroda, Canara Bank, Corporation Bank.

Headquartered in Mumbai, MCX is led by an expert management team with deep
domain knowledge of the commodity futures markets. Through the integration of
dedicated resources, robust technology and scalable infrastructure, since inception
MCX has recorded many first to its credit.

Inaugurated in November 2003 by Shri Mukesh Ambani, Chairman & Managing
Director, Reliance Industries Ltd, MCX offers futures trading in the following
commodity categories: Agri Commodities, Bullion, Metals- Ferrous & Non-ferrous,
Pulses, Oils & Oilseeds, Energy, Plantations, Spices and other soft commodities .
What are the margin requirements?

INITIAL MARGIN

Initial margin based on “Value at Risk” Model (VaR) to estimate worst loss that can
happen for a time horizon 99% confidence level SPAN® is the system used for
margin calculation. Volatility is one of the inputs to the SPAN calculationsEWMA/ J.
P.Morgan Risk Metrics methodology for calculation of volatility will be adopted.
Similar procedure is followed in most international exchanges like CBOT, CME,
NYMEX, NYBOT, TOCOM, LME, LIFFE

Minimum Initial Margin for each commodity traded by the Client.

Mark- to- market Margin

All open positions will be marked-to-market at the daily settlement price at the end
of the day Client has to bring mark-to-market (MTM) margin to be through funds
transfer the next day.

What are the types of Settlement?

This is diagrammatically explained below:
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Q. Explain the settlements mechanism in the commodity markets?





file:/l/F|/commoditytrading.htm

Download of Margin and MTM files at EOD

Explain the Settlement Scenarios?
The following flowchart explains the probable scenarios.
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Q. How do I calculate memberwise and clientwise open positons?
Have a look at the table:

_| 400 S 700 B | 400s | 200 B

- | 400S 400 B 200 B

B | e | s
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Contract X 400 S
Contract Y 400 B

Contract Y =500 S- 400 B
=100 S

Q. Explain the Delivery Process.
Procedures for Delivery :

— Open a Beneficiary Demat account
Information required for Delivery :

- Commodity code

— Quantity

— Location/branch preference for physical receipt/delivery of commodities

- Demat IndicatorDelivery process requires
Delivery process requires:

— Delivery information submitted on Expiry date.

— This is done through the delivery request window on the Trading Terminal.

— Matching delivery information is obtained.
Validation of delivery information:

— On Client’s Net Open Position
— On Delivery lot for commodity
— Excess quantity rejected and cash settled.

— Matched delivery information.
Matching parameters:

- Commodity
- Quantity

Location

Branch

Matching limited to the total warehouse capacity

Settlement through Depository.
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- Settlement Schedule in Settlement Calendar.

Q. Explain the settlement pay-in and pay-out mechanism.
Pay-in

e Commodities

— Seller ensures Demat of commodities prior to Pay-in

— Instruction to DP by seller to move commodities to Clearing Member Pool
Account

— Pay-in of commodities on Settlement Date thru Clearing member pool account
e Funds

- Pay-in of funds - Thru the Clearing bank of the Member on the Pay-in day.
Pay-out
e Commodities

- Credit given into the Buyer member CM Pool A/c

— Instruction by Member to transfer from CM pool to buyer client’s Demat account
- Subsequent Remat of commodities and physical movement handled by buyer

e Funds

- Funds pay-out is done into the designhated bank account of the Member with the
Clearing bank.

To view the streaming commodity rates on line the web address is:

http://smcindiaonline.com/commodity/homecommodity.asp
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Introduction

Many people have become very rich in the commodity markets. It is one of a few investment areas where an individual with
limited capital can make extraordinary profits in a relatively short period of time. For example, Richard Dennis borrowed $1,600
and turned it into a $200 million fortune in about ten years.

Nevertheless, because most people lose money, commaodity trading has a bad reputation as being too risky for the average
individual. The truth is that commaodity trading is only as risky as you want to make it.
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Those who treat trading as a get-rich-quick scheme are likely to lose because they have to take big risks. If you act prudently,
treat your trading like a business instead of a giant gambling casino and are willing to settle for a reasonable return, the risks
are acceptable. The probability of success is excellent.

The process of trading commaodities is also known as futures trading. Unlike other kinds of investments, such as stocks and
bonds, when you trade futures, you do not actually buy anything or own anything. You are speculating on the future direction of
the price in the commaodity you are trading. This is like a bet on future price direction. The terms "buy" and "sell" merely
indicate the direction you expect future prices will take.

If, for instance, you were speculating in corn, you would buy a futures contract if you thought the price would be going up in the
future. You would sell a futures contract if you thought the price would go down. For every trade, there is always a buyer and a
seller. Neither person has to own any corn to participate. He must only deposit sufficient capital with a brokerage firm to insure
that he will be able to pay the losses if his trades lose money.

In addition to speculators, both the commodity's commercial producers and commercial consumers also participate. The
principal economic purpose of the futures markets is for these commercial participants to eliminate their risk from changing
prices.

On one side of a transaction may be a producer like a farmer. He has a field full of corn growing on his farm. It won't be ready
for harvest for another three months. If he is worried about the price going down during that time, he can sell futures contracts
equivalent to the size of his crop and deliver his corn to fulfill his obligation under the contract. Regardless of how the price of
corn changes in the three months until his crop will be ready for delivery, he is guaranteed to be paid the current price.

On the other side of the transaction might be a producer such as a cereal manufacturer who needs to buy lots of corn. The
manufacturer, such as Kellogg, may be concerned that in the next three months the price of corn will go up, and it will have to
pay more than the current price. To protect against this, Kellogg can buy futures contracts at the current price. In three months
Kellogg can fulfill its obligation under the contracts by taking delivery of the corn. This guarantees that regardless of how the
price moves in the next three months, Kellogg will pay no more than the current price for its corn.

In addition to agricultural commodities, there are futures for financial instruments and intangibles such as currencies, bonds
and stock market indexes. Each futures market has producers and consumers who need to hedge their risk from future price
changes. The speculators, who do not actually deal in the physical commodities, are there to provide liquidity. This maintains
an orderly market where price changes from one trade to the next are small.

Rather than taking delivery or making delivery, the speculator merely offsets his position at some time before the date set for
future delivery. If price has moved in the right direction, he will profit. If not, he will lose.

In his book The Futures Game, Professor Richard Teweles explains the functions of the futures markets: "In addition to
reducing the costs of production, marketing and processing, futures markets provide continuous, accurate, well-publicized
price information and continuous liquid markets. Futures trading is [thus] beneficial to the public which ultimately consumes the
goods traded in the futures markets. Without the speculator futures markets could not function."

Since speculators perform the valuable functions of providing liquidity and assuming the risk of price fluctuation, they can earn
substantial returns. The potentially large profits are available precisely because there is also a risk of substantial loss.

top

Commodity Trading As An Investment Vehicle

There are many inherent advantages of commaodity futures as an investment vehicle over other investment alternatives such
as savings accounts, stocks, bonds, options, real estate and collectibles.

The primary attraction, of course, is the potential for large profits in a short period of time. The reason that futures trading can
be so profitable isleverage.
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For instance, if you had a $10,000 futures trading account, you could trade one S&P 500 stock index futures contract. If you
were going to buy the equivalent amount of common stocks, you would currently need about $350,000, thirty-five times as
much.

Let's say you decided that the stock market was going to go up. You could invest $350,000 and buy individual stocks
equivalent to the S&P index, or you could buy one S&P futures contract. Buying a futures contract is the same as betting that
the S&P index will go up.

If you had made your move on the first trading day of September, 1996 and held your position for two weeks, your common
stock position would have been worth about $20,000 more than when you bought it, a gain of about six percent. Not bad for
only two weeks. If you had taken the futures route, however, you would have made the same $20,000, which would have been
a 200 percent gain on the $10,000 margin required in your futures trading account.

That is an actual example of the tremendous returns you can earn in a short period of time trading futures. Of course, you can
lose money just as fast if you trade in the wrong direction. Suppose you had thought the stock market was about to go down
and you had sold a futures contract instead of buying one. If you had valiantly held it for two weeks, you would have lost
$20,000. That's a good example of why you must exit your trades quickly if they start to move against you.

Another advantage of futures trading is much lower relative commissions. Your commission on that $20,000 futures trading
profit would have been only about $30 to $50. Commissions on individual stocks are typically as much as one percent for both
buying and selling. That could have been $7,000 to buy and sell a basket of stocks worth $350,000.

While profits can be large in commodity trading, it is not easy to make consistently correct decisions about what and when to
buy and sell.

Commaodity speculation offers an important advantage over such illiquid vehicles as real estate and collectibles. The balance in
your account is always available. If you maintain sufficient margin, you can even spend your current profit on a trade without
closing out the position. With stocks, bonds and real estate, you can't spend your gains until you actually sell the investment.

As you will see, commaodity trading is not particularly complicated. Unlike the stock market where there are over ten thousand
potential stocks and mutual funds, there are only about forty viable futures markets to trade. Those markets cover the gamut of
market sectors, however, so you can diversify throughout all important segments of the world economy.

In futures trading, it is as easy to sell (also referred to as going short) as it is to buy (also referred to as going long). By
choosing correctly, you can make money whether prices go up or down. Therefore, trading a diversified portfolio of futures
markets offers the opportunity to profit from any potential economic scenario. Regardless of whether we have inflation or
deflation, boom or depression, hurricanes, droughts, famines or freezes, there is always the potential for profit trading
commodities.

There are even tax advantages to making your money from futures trading. Regardless of the actual holding period,
commodity profits are automatically taxed as sixty percent long-term capital gains and forty percent short-term capital gains.
The current maximum capital gains rate is thirty-three percent, somewhat less than the maximum rate for ordinary income. To
the extent that capital gains tax rates are reduced in the future, commodity traders will benefit. If a distinction is re-established
so that taxes on long-term gains are lower than on short-term gains, commodity traders will benefit.

top

The Risks of Trading

Before becoming too excited about the substantial returns possible from commodity trading, it is a good idea to take a long,
sober look at the risks. Reward and risk are always related. It is unrealistic to expect to be able to earn above-average
investment returns without taking above-average risks as well.
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Most people are naturally risk averse. They don't like to take big risks, especially financial risks. Perhaps you can relate to the
point of view of humorist Will Rogers: "I am not as concerned about the return on my money as | am about the return of my
money."

Commaoadity trading has the reputation of being a highly risky endeavor. It is true that a high percentage of traders eventually
lose money. Many people have lost substantial sums. There is a famous old line about the best way to make a small fortune
trading commodities . . . start with a big one.

However, commodity trading's reputation as a highly risky activity is somewhat undeserved. Think of yourself walking into a
gambling casino in Las Vegas or Atlantic City. You decide to play roulette. The table has a $5 minimum bet and a $5,000 limit,
which happens to be your total bankroll. If you place a $5,000 bet on red, you should not be surprised if you immediately lost
your $5,000. On the other hand, if you made only $5 bets, you could play for a long time and probably not lose very much at all.

Commaodity trading is the same in the sense that the individual is the one who decides how he wants to operate. He can make
large bets or small ones. One can trade commodities carefully and risk as little as $100 or $200 on a trade. You could trade a
long time this way and only lose a few thousand dollars. However, most people are not that patient. The unfortunates who lose
big are those who can't control themselves. They take big risks in an attempt to get rich quick. Another way to lose big is
blindly to turn your money over to others to trade such as brokers or money managers.

One of my favorite quotes about trading comes from trading psychology expert Mark Douglas. As he points out, most of us are
not as willing to take financial risks as we think: "Most people like to think of themselves as risk takers, but what they really
want is a guaranteed outcome with some momentary suspense to make them feel as if the outcome had been in doubt. The
momentary suspense adds the thrill factor necessary to keep our lives from getting too boring."

Anyone who is going to try speculation should be fully aware of and be comfortable with the risks involved. Managing the risks
of trading is a very important part of any trader's success. Although the risks can be managed, they can never be eliminated.
Remember that the high returns successful speculators can earn are available only because the speculator is being paid to
take risk away from others.

When a commodity trader buys a futures contract, he will lose if the price declines. His risk is theoretically limited only by the
price of the commodity going to zero. If he sells, he will lose if the price goes up. The risk is theoretically unlimited because
there is no absolute ceiling on how high the price of the commodity can go.

In practice, however, the trader can offset his position when the trade is going against him to limit his loss. While a prudent
trader always has a plan to limit his losses when trades don't work, it is not possible to guarantee a particular loss limit amount.
As a practical matter, however, you can usually limit losses to within a few hundred dollars of an intended amount. Very often
losses are within $100 of the amount you project. Only when very unusual things happen suddenly can losses balloon to
thousands of dollars more than you expected.

A good example of this was what happened to many traders in stock index futures just before the Gulf War started in 1991. In
The New Market Wizards by Jack Schwager, respected money manager Monroe Trout describes his ordeal: "January 9, 1991
was the day that Secretary of State James Baker met with the Iragi ambassador in an effort to avert the Gulf War. At the time
there was a reasonable degree of optimism going in to the meeting. Addressing the press after the meeting, Baker began his
statement with the word 'Regrettably.’ A wave of selling hit the stock and bond markets. | lost about $9,500,000, most of it in
about ten seconds." Trout was holding 700 S&P futures contracts at the time.

One of the trading systems | was using during that period was a day trading system for the S&P. Although on most days that
system didn't trade at all, it was unlucky enough to be in a long position that morning. | remember watching Baker's news
conference and the S&P price action at the same time in my office. Even though | had a $500 stop-loss in the market, my
system lost $5,500 per contract on that day's trade because the market's liquidity evaporated so rapidly.

The S&P stock index is the most expensive market to trade, and those with accounts less than $25,000 should probably not be
trading it at all. Therefore, this once in-a-decade event would have cost about twenty percent or less of a reasonably
capitalized account.

file:///F|/commoditytradingforbeginners.htm (4 of 15) [12/21/2009 8:32:15 PM]





Commodity Futures Trading for Beginners

Other kinds of surprise situations that can cause unpredicted losses are freezes, floods, droughts, government currency
interventions and crop reports. With attention and foresight a trader can sidestep these risky situations. The best way to control
unpredictable risks is to trade conservatively so larger-than-expected losses are still only a small percentage of the total
account.

Another thing to understand about risk in trading is that you cannot avoid losses by careful planning or brilliant strategy.
Numerous losses are part of the process. In The Elements of Successful Trading, Robert Rotella puts it this way: "Trading is a
business of making and losing money. Any trade, no matter how well thought out, has a chance of becoming a loser. Many
people think the best traders don't lose any money and have only winning trades. This is absolutely not true. The best traders
lose a lot of money, but they eventually make even more over time."

There is no point trading commaodities if you cannot handle the psychological discomfort of making losing trades. While people
tend to take losses personally as a sign of failure, good traders shrug them off. The best trading plans result in many losses.
Because of the amount of randomness in market price action, such losses are inevitable.

If | haven't scared you away so far, let's take a closer look at what successful commodity trading is all about.

top

The History of Trading

Although the first recorded instance of futures trading occurred with rice in 17th Century Japan, there is some evidence that
there may also have been rice futures traded in China as long as 6,000 years ago.

Futures trading is a natural outgrowth of the problems of maintaining a year-round supply of seasonal products like agricultural
crops. In Japan, merchants stored rice in warehouses for future use. In order to raise cash, warehouse holders sold receipts
against the stored rice. These were known as "rice tickets." Eventually, such rice tickets became accepted as a kind of general
commercial currency. Rules came into being to standardize the trading in rice tickets. These rules were similar to the current
rules of American futures trading.

In the United States, futures trading started in the grain markets in the middleof the 19th Century. The Chicago Board of Trade
was established in 1848. In the 1870s and 1880s the New York Coffee, Cotton and Produce Exchanges were born. Today
there are ten commaodity exchanges in the United States. The largest are the Chicago Board of Trade, The Chicago Mercantile
Exchange, the New York Mercantile Exchange, the New York Commaodity Exchange and the New York Coffee, Sugar and
Cocoa Exchange.

Worldwide there are major futures trading exchanges in over twenty countries including Canada, England, France, Singapore,
Japan, Australia and New Zealand. The products traded range from agricultural staples like Corn and Wheat to Red Beans
and Rubber traded in Japan.

The biggest increase in futures trading activity occurred in the 1970s when futures on financial instruments started trading in
Chicago. Foreign currencies such as the Swiss Franc and the Japanese Yen were first. Also popular were interest rate
instruments such as United States Treasury Bonds and T-Bills. In the 1980s futures began trading on stock market indexes
such as the S&P 500.

The various exchanges are constantly looking for new products on which to trade futures. Very few of the new markets they try
survive and grow into viable trading vehicles. Some examples of less than successful markets attempted in recent years are
Tiger Shrimp and Cheddar Cheese.

Futures trading is regulated by an agency of the Department of Agriculture called the Commodity Futures Trading
Commission. It regulates the futures exchanges, brokerage firms, money managers and commaodity advisors.

top
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The Trading Process

Here are some typical steps in the process of making a commodity trade including the trader's decision-making process and
the procedures involved in actually placing the trade.

In order to make decisions about when to trade commodity futures, you must have a source of price data. Many daily
newspapers carry some commodity prices in their financial sections. The Wall Street Journal has comprehensive commodity
price listings. Investor's Business Daily has both price tables and numerous price charts

All experienced commodity traders prefer to look at price activity on a chart rather than trying to interpret tables of numbers. In
financial analysis, charts are indispensable for quickly grasping the essence of historical and recent price action.

The typical commodity chart depicts daily price action as a thin vertical bar which indicates the day's high and low by the top
and bottom of the bar. The opening and closing prices are shown as tiny dots attached to the left and right side of the bar. A
typical daily price chart can show up to six months of price action this way.

It is easy to change the bar's time frame from days to weeks or months and thus show from two to twenty years of historical
price action in the same format. For short-term trading you can change the bar's time frame to hours or even minutes.

Looking at such bar charts enables a trader to see the recent trend of prices--whether up, down or sideways--in whatever time
frame he chooses. Following the current trend of prices is a cornerstone of successful trading.

There are a number of ways to obtain the price charts a trader needs to analyze the markets. You can make your own using
graph paper. This sounds rather primitive, but some experts recommend it as a good way to put yourself in close touch with
price activity and monitor risk.

Another source of charts is the printed chart service. There are about half a dozen of these. They typically mail a booklet of
numerous charts covering all the tradeable markets after the markets close on Friday. There is space on the charts to update
them daily during the following week until next chart book arrives. These printed chart books normally have a number of
indicators plotted along with the price action and contain a wealth of additional information.

For computer owners there are many software programs that create fancy charts on the computer screen. You can input the
price data manually or, via telephone modem, download comprehensive data after the markets close for the day. Those with
larger budgets can install a small satellite dish and watch price changes in all the markets nearly instantaneously as they
occur. The software creates charts dynamically on the computer screen as each trade takes place on the exchanges. You can
put many different charts on the screen and thus watch numerous markets all around the world in real time. The cost can
range from a few hundred to $1,000 a month depending on the software and the number of exchanges you subscribe to.

It is easy to believe that computers can make a big difference in trading success. Vendors of expensive software will tell you
that since other traders, who are your competition, have expensive computer setups, you need one too. This isn't really true.

Those who can't trade profitably without a computer probably won't be helped too much by using a computer. It may actually
be detrimental by causing an increase in trading frequency. While a computer will not make a bad trader into good one, they
are fun to use, and they do make a trader's life easier.

There are two primary analytic methods for deciding when to take a futures position: fundamental analysis and technical
analysis. Fundamental analysis involves using economic data relating to supply and demand to forecast likely future price
action. Technical analysis involves analyzing past price action of the market itself to forecast the likely future price action.

While there are differences of opinion about the relative merits of the two approaches, almost all successful traders emphasize
technical analysis. There are a number of reasons for this. First and foremost is the difficulty of obtaining accurate fundamental
data. While various governments and private companies publish statistics concerning crop sizes and demand levels, these
numbers are gross estimates at best. With the current global marketplace, even if you could obtain accurate current
information, it would still be impossible to predict future supply and demand with enough accuracy to make commodity trading
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decisions.

Technical analysts argue that since the most knowledgeable commercial participants are actively trading in the markets, the
current price trend is the most accurate assessment of future supply and demand. If someone is correct that for fundamental
reasons, prices will likely move up strongly in the future, the commercial participants who have the greatest knowledge and
influence on the markets should certainly be moving the price upward right now. If price instead is moving down, a lot of very
knowledgeable people must think price in the future will likely be down, not up.

For this reason, almost all successful speculators learn to follow price action and not try futilely to predict turning points in
advance. They seek to trade in tune with the large participants who move the markets.

In his classic book, Technical Analysis of the Futures Markets, famous analyst John Murphy summarizes the rationale for
technical analysis: "The technician believes that anything that can possibly affect the market price of a commodity futures
contract--fundamental, political, psychological or otherwise--is actually reflected in the price of that commodity. It follows,
therefore, that a study of price action is all that is required. By studying price charts and supporting technical indicators, the
technician lets the market tell him which way it is most likely to go. The chartist knows there are reasons why markets go up
and down. He just doesn't believe that knowing what those reasons are is necessary."

top

Making A Trade

Assuming the trader has consulted his price charts, applied his trading plan's decision-making criteria and decided to make a
trade, how does this actually take place? He will have a trading account open with a broker. Believing, for example, that the
price of Silver will be going up in the near future, he calls his broker's trading desk, and the following conversation might occur.

"XYZ Discount Brokerage.

"This is Bruce Babcock. For account number 22656,
buy one December Silver at the market."

"Buying one December Silver at the market. Please hold."

The broker may enter the order into a computer or she may call the exchange floor directly. In either case, the order goes to
the exchange trading floor in New York City. Once at the broker's desk on the edge of the trading floor, a runner may take the
order to the trading pit to be filled or a clerk may transmit it to the pit by hand signals. In the trading pit, a floor broker executes
the order with his fellow floor traders by a combination of shouting and hand signals. The process is then reversed as the trade
price is communicated back to the customer.

"Hello. You bought one December Silver at 550."

"l would like to enter my stop order. Good 'til cancelled,
sell one December Silver at 540 stop."”

“For account number 22656, selling one December Silver
at 540 stop. Good 'til cancelled."

"Thank you."

The second sell order was an instruction to the broker to automatically offset the trade if Silver declined in price by $500. This
was a prudent step to limit the loss in case price did not go up as the trader expected. Placing the order with the broker means
that the trader will not have to monitor the market constantly to be sure the loss does not get too big if price goes down instead
of up. The trader is not guaranteed to limit his loss to exactly $500, but he will usually be able offset his position fairly close to
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the requested price.

The trader can offset his position any time before the Silver contract expires in December. To the extent Silver's price is more
than $5.50 an ounce when he offsets, the trader will profit by $50 for each cent. To the extent Silver's price is less than $5.50
when he offsets, the trader will lose $50 for each cent.

To do the same trade with less dollar risk, the trader could have instructed the broker to place the orders at the Mid America
Exchange, where the Silver futures contract is only one-fifth the size of the regular New York contract. That would have yielded
profits and losses of $10 for each cent rather than $50.

top

The Truth About the Commodity Markets

In order to be a successful trader, you must understand the true realities of the markets. You must learn how the professionals
make money and what is possible. Most traders come into commodity trading, lose a substantial portion of their capital and
then leave trading without ever having a correct perception of what good trading is all about.

For many years college professors have argued that the markets are both random and highly efficient. If this were true, it
would be impossible to gain an edge on other investors by having superior knowledge or a superior approach.

Professional traders, who make their living trading rather than studying the markets from afar, have always laughed at these
ivory tower theories. A good example is George Soros, who has made billions of dollars from trading and is perhaps the
greatest trader of all time. Here is how he responds to these ivory tower academics: "The [random walk] theory is manifestly
false--I have disproved it by consistently outperforming the averages over a period of twelve years. Institutions may be well
advised to invest in index funds rather than making specific investment decisions, but the reason is to be found in their
substandard performance, not in the impossibility of outperforming the averages."

Mathematicians have conclusively shown the financial markets to be what are called non-linear, dynamic systems. Chaos
theory is the mathematics of analyzing such non-linear, dynamic systems. The commodity markets are chaotic systems. Such
systems can produce random-looking results that are not truly random. Chaos research has proved that the markets are not
efficient, and they are not forecastable. Commodity market price movement is highly random with a small trend component.

Most beginning traders assume that the way to make money is to learn how to predict where market prices are going next. As
chaos theory suggests, the truth is that the markets are not predictable except in the most general way.

In his book, Methods of a Wall Street Master, famous trader Vic Sperandeo, whose nickname is "Trader Vic," warns: "Many
people make the mistake of thinking that market behavior is truly predictable. Nonsense. Trading in the markets is an odds
game, and the object is always keep the odds in your favor."

Luckily, as Trader Vic suggests, successful trading does not require effective prediction mechanisms. Good trading involves
following trends in a time frame where you can be profitable.

The trend is your edge. If you follow trends with proper risk management methods and good market selection, you will make
money in the long run. Good market selection refers to trading in good trending markets generally rather than selecting a
particular situation likely to result in an immediate trend.

There are three related hurdles for traders. The first is finding a trading method that actually has a statistical edge. Second is
following it with consistency. Third is consistently following the method long enough for the edge to manifest itself on the
bottom line.

This statistical edge is what separates speculating from gambling. In fact, effective trading is actually like the gambling casino
rather than the gambling customer. Professional trader Peter Brandt explains successful trading in just this way: "A successful
commodity trading program must be based on the simple premise that no one really knows what the markets are going to do.
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We can guess, but we don't know. The best a commaodity trader can hope for is an approach which provides a slight edge. Like
a gambling casino, the trader must earn his profits by exploiting that edge over an extended series of trades. But on any given
trade, like an individual casino bet, the edge is pretty meaningless."

Unsuccessful and frustrated commodity traders want to believe there is an order to the markets. They think prices move in
systematic ways that are highly disguised. They hope they can somehow acquire the "secret" to the price system that will give
them an advantage. They think successful trading will result from highly effective methods of predicting future price direction.
These deluded souls have been falling for crackpot methods and systems since the markets started trading.

Prolific futures trading author Jake Bernstein describes how these desperate traders are victimized: "Futures trading is
ultimately very simple. Any attempt to make trading complex is a smokescreen. Yet for self-serving reasons an army of greed-
motivated promoters try to make things complicated. Too many market professionals consider it their mission in life to
obfuscate. Why? Because in so doing they give the appearance that their efforts are scholarly and important. They create a
need for more information, and then they fill it!"

Books on how to trade commodities are famous for showing a few well-chosen examples where a described prediction method
previously worked. They never show what would have happened if you had applied the method religiously for many years in
numerous markets. Those who have tested these methods have found that in the long run almost all of them don't work. Be
wary of any trading method unless you see a detailed demonstration showing that it has worked for at least five to ten years in
a variety of different markets using exactly the same rules.

The job of the person who wants to trade commaodities rationally and prudently is to ignore the promises of those promoting pie-
in-the-sky prediction mechanisms and concentrate on finding and implementing a proven, integrated methodology that follows
market trends.

top

Separating the Winners and Losers

A very high percentage of those who try commodity trading eventually lose money. The ratio of losers could be as high as
ninety-five percent. However, this does not necessarily mean that your chance of failure is that high. If, before you begin, you
identify correctly the reasons most people lose, you can improve your odds significantly.

There is a small percentage of full-time professionals and highly skilled part-time traders who have learned how to trade
correctly and generate consistent profits year after year. It is not impossible to determine what separates these people from the
crowd.

Because trading well is not easy, you must approach the task very seriously. This is not something to treat as a hobby.
Perhaps, first and foremost, this is what separates professionals from amateurs. Professionals look at their trading as a
business. There are substantial profits to be made, and they will not just fall into your lap.

Another crucial difference between successful and unsuccessful traders is that the successful ones have a plan and they
follow it. Considering the amount of money involved and the potential risks, it is remarkable how few traders actually have any
kind of plan for their trading. They go from trade to trade applying various ideas they have learned without any consistency and
without any testing. They make decisions based on hot tips, something they read, today's news. They are acting from emotion
rather than using a proven methodology. While they may not want to admit it, they are really gambling in the futures markets
rather than trading intelligently.

Trading by emotion in an unstructured way certainly adds fun and entertainment to the enterprise. Taking positions on instinct
is exciting, especially when they work out . . . as they often do. But in the end, this kind of trading will lose money.

Good trading is boring because you've thought out your strategy and tactics in advance. You trade according to a carefully
tested system or method, not from what moves you emotionally that day.
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Two psychological traits that separate winners from losers are patience and discipline. It is not enough to have a carefully
tested trading plan. You must also be able to follow it religiously. This is not as easy as you may think.

Every experienced trader knows how great the temptation is to stray from the plan. There is always what seems to be a good
reason. The true professional can resist this temptation and stick to his plan. He has the patience to wait for his method to
signal a trade and not take trades he may be emotionally attracted to that are outside his plan. He has the discipline to follow
his plan and take all the trades that it signals even when there appear to be strong reasons to make an exception.

This may sound easy, but when real money is on the line--your money--nothing is more difficult. The kind of trading that really
works is emotionally demanding.

It is hard work to create a winning trading plan. It is hard psychologically to follow the plan after you create it. This is why so
many people fail. Perhaps you have what it takes to be an exception.

top

Learning To Trade Correctly

One way to learn how to trade correctly is to find a successful trader and have him or her teach you exactly how they do it.
However, even if you could find such a person and even if they would be willing to spend the time with you, it would not
necessarily make you a successful trader. You might not have the capital necessary to trade the way they do. You would
definitely not have the years of experience they had developing their successful approach. You might not have the personality
profile necessary to execute their style of trading.

Another way to learn is by trial and error. This is the method of choice for most people although they probably don't realize it.
The trouble with trial and error in futures trading is that you don't always take a loss when you trade incorrectly and you don't
always make a profit when you trade correctly. Some of the best methods generate losses more than half the time. You can
take many losses in row applying a very effective system. On the other hand, if you are lucky, you can makes tons of money
trading quite stupidly. Psychologists call this random reinforcement, and it makes good trading impossible to learn through trial
and error.

The most obvious and practical way to learn how to trade correctly is to read books. Find the best books by the most respected
authors and the best traders and learn from them. While this may work in other areas of life, it is more problematic in
commodity trading.

One of the few real secrets in commodity trading is that most of what you read in books about how to trade does not work in
the real world. Even books by respected authors are full of trading methods that lose money when put to the test. You may find
this shocking, but almost no commodity authors demonstrate the effectiveness of the methods they advocate. The best you
can hope for are some well-chosen examples or a few cursory tests.

Learning to trade is a combination of being exposed to ideas plus practical experience watching the markets on a day-to-day
basis. This is not something that can happen in only a few weeks. On the other hand, you can become a great trader even with
only average intelligence. Professional trader and money manager Russell Sands describes the makeup of a successful
trader: "Intelligence alone does not make a great trader. Success is equal parts of intellect, applied psychology, practice,
discipline, bankroll, self-understanding and emotional control.”

Furthermore, to be successful you don't have to invent some complex approach that only a nuclear physicist could understand.
In fact, successful trading plans tend to be simple. They follow the general principles of correct trading in a more or less unique
way.

top

Elements of a Successful Trading Plan--Getting Started
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The first element of any trading plan is the amount of capital you intend to invest. This is up to you, but you should understand
that there is a direct relationship between the amount of capital you commit and your probability of success. The more you
invest, the greater is the likelihood that you will make money.

What is the minimum advisable amount to start with? Most professionals agree that it takes a minimum of $10,000. If you try to
trade with anything less, what happens to you will be luck. You won't have the capital necessary to apply proper risk
management principles.

An important thing to keep in mind when deciding how much to commit initially to commaodity trading is that the amount you
invest must be "risk capital.” Risk capital is defined as money you can afford to lose without affecting your standard of living. It
should also be money that you feel comfortable risking. Think of your commodity account as an investment in a business.
Many businesses fail. That's life. Make sure you won't be so afraid of losing money that it will affect your ability to make correct
trading decisions.

The next part of your trading plan involves how you will make your actual buying and selling decisions. Under what conditions
will you enter trades? When will you exit your trades? What markets will you trade?

There are four cardinal principles which should be part of every trading strategy. They are: 1) Trade with the trend, 2) Cut
losses short, 3) Let profits run, and 4) Manage risk. These building blocks are so basic and important that | have written a
whole book about them. You should make sure your strategy includes each of these requirements for success.

top

Elements of a Successful Trading Plan--Trade With The Trend

Trading with the trend is hard to do because a logical give-up exit point will be farther away, potentially causing a larger loss if
you are wrong. This is a good example of why so few traders are successful. They can't bring themselves to trade in a
psychologically difficult way.

You can define the concept of trend only in relation to a particular time frame. When you determine the trend, it must be, for
example, the two-week trend or the six-month trend or the hourly trend. So an important part of a trading plan is deciding what
time frame to use for making these decisions.

Do you want to be a long-term trader, also called a position trader? They hold positions for weeks or months. Do you want to
be a short-term trader who holds positions only for a few days? There are even very short-term traders called day traders.
They watch the markets during the day and always enter and exit their positions on the same day.

While it is perhaps easier psychologically to keep the time frame short, the best results come from longer-term trading. The
longer you hold a trade, the greater your profit can be.

Day trading has great attraction because you can start each day fresh and sleep comfortably every night with no open
positions. However, it is the most difficult kind of trading there is. Here's how legendary trader Larry Williams describes it: "Day
trading is so stressful. You're going to end up frying your brain. All the day traders | talk with are losing money. Besides, it's
really hard to come up with profitable day trading systems."

For the greatest chance of success, your time frame to measure trends should be at least four weeks. Thus, you should only
enter trades in the direction of the price trend for the last four weeks or more. A good example of a trend-following entry rule
would be to buy whenever today's closing price is higher than the closing price of 25 market days ago, and sell whenever
today's closing price is lower than the closing price of 25 market days ago.

When you trade in the direction of this long a trend, you are truly following the markets rather than predicting them. Most
unsuccessful traders spend their entire careers looking for better ways to predict the markets.
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top

Elements of a Successful Trading Plan--Cut Losses Short

If you are following market trends rather than trying to anticipate them, the next important part of the plan is how to exit trades
that don't work out. Here is where the second cardinal principle comes in. It is Cut Losses Short.

This is another sensible-sounding concept that is much easier to acknowledge than actually to execute when real money is on
the line. No one wants to exit a trade with a loss. They don't want to lose money. More importantly, they don't want to admit
they were wrong. You can always think of many reasons to hold on to a losing trade. You can hope that the market will
suddenly turn around and give you a profit instead of a loss.

This is another example where successful traders have learned to do the hard thing. If there is one thing consistent in the
stories of how good traders turned themselves around from being bad traders, it is their attitude about losses. Professional
traders accept that losses are part of the game. Since the markets are mostly random, the best trading methods will always
have numerous losses. Professionals do not equate losses with being wrong.

It is precisely because correct trading methods invariably generate many losses that it is important to keep the individual
losses small in relation to the overall size of the account. In order to keep trading, you must preserve your capital. If you can
keep trading in the direction of the trend, the big profits will come. However, if you take too many large losses, your capital will
be wiped out before you can enjoy the big profitable trades.

The laws of probability insure that regardless of your approach, you will inevitably suffer some long strings of consecutive
losses. If you are risking too high a percentage of your account on each trade, before long one of these unavoidable losing
streaks will blow you away. Keeping losses to about one percent of your account size is optimal. With smaller accounts, the
percentage will have to be larger. Five percent on one trade is probably the highest prudent level of risk.

Because of the randomness in commodity price action, you must allow the market a certain amount of leeway before giving up
on a trade. In general, you must be willing to risk between $500 and $1,000 to trade most markets. For smaller accounts, the
Mid America Exchange offers trading with smaller sized contracts that allow you to trade with lower risk.

While there are more sophisticated ways to decide when to exit a losing trade, getting out after a loss of a predetermined dollar
amount is as good a way as any. The important thing is to respect your plan. You can place a stop-loss order with your broker
that instructs him in advance to exit a trade if the market hits your loss limit. You should always do this to guard against
inattention or changing your mind at the crucial moment.

top

Elements of a Successful Trading Plan--Let Profits Run

The next part of the plan involves a more pleasant alternative: when to exit a trade that is profitable. The cardinal principle
involved is Let Profits Run. In other words, stay with your profitable trades as long as possible because the trend is likely to
continue and make your profits even larger.

Again, this is easy to understand but not so easy to do when real money is involved. The difficulty is that although your profit
may become much larger if you stay with a trade, it may also decrease and even disappear. Human nature is such that it
values a sure profit much more highly than the probability of a much higher profit. Thus, traders are inclined to take their profits
too soon. This can be fatal to long-term success because big profits are necessary to overcome the inevitable collection of
small losses.

There is a good way to let profits run while still guarding against the possibility that prices will turn around and take away much
of your accumulated profits before the trend actually reverses. It is called a trailing stop. You include in your plan a method for
moving an exit point along some distance behind your trade. As long as the trend keeps moving in your favor, you stay in the
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trade. If the market reverses direction by the amount of your trailing stop, you exit the trade at that point. You would also offset
your trade and reverse position if the trend reversed.

One way to set a trailing stop is to protect a certain percentage of the accumulated profit. That will always insure that you keep
some profit on a good trade.

top

Elements of a Successful Trading Plan--The Markets You Trade

Another trading plan consideration is the markets you trade. There are about forty futures markets with sufficient liquidity to
allow prudent speculation. However, it is important to select a good universe of markets that are appropriate for your account
size, risk level and trading style.

It also important that your market universe be diversified. There are always a number of big market moves every year, but no
one knows in advance where they will be. If you trade a diversified portfolio, there is a greater chance that you will catch some
of the truly big moves that make for successful trading.

Another consideration in choosing a market to trade is its historical propensity to have more big trending moves. Since the
trend is your edge in trading, you can maximize your edge by selecting the most trendy markets. The following are some of the
best trending markets in various trading sectors.

The currencies are the best trending sector. The currencies to trade are the Swiss Franc, the German Mark, the Japanese Yen
and the British Pound.

Interest rate futures are also good trending markets. T-Bonds represent long-term interest rates and Eurodollars are for short-
term interest rates.

In the energy complex, Crude QOil, Heating Oil and Natural Gas are good trading vehicles.
In the food sector, Coffee, Orange Juice and Sugar are recommended.

In metals, you can trade Gold, Silver and Copper.

In agriculturals, Corn, Oats, Soybeans and Cotton are the best.

Now you have the outline of an overall plan to trade commodities. The key to success is to test whatever strategy you intend to
apply before you trade with it. Remember that the conventional wisdom that you read in books is mostly ineffective. When
applied consistently, most trading methods don't work.

You can't test your plan unless it is specific. The rules must be precise and objective. Having a thoroughly tested plan is crucial
to maintaining the confidence necessary to keep trading the plan through the inevitable losing periods that every good system
and every good trader must endure.

The reliability of non-computerized testing is highly suspect. Using computer software that tests a particular approach or a
variety of approaches is preferred. You must learn the correct way to test and evaluate trading approaches.

top

Elements of a Successful Trading Plan--Manage Risk

The final cardinal principle of trading overlays all the rest. It is Manage Risk. This is as crucial as the others because it is by
managing risk that you limit losses and preserve your capital.
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The most important element of managing risk is keeping losses small, which is already part of your trading plan. Never give in
to fear or hope when it comes to keeping losses small. Preventing large individual losses is one of the easiest things a trader
can do to maximize his chance of long-term success.

Another element of risk is the market you trade. Some markets are more volatile and more risky than others. Some markets
are comparatively tame. If you have a small account, don't trade big-money, wild-swinging contracts like the S&P 500 stock
index. Don't be above using the smaller-sized Mid-America contracts to keep risk in proportion to your capital. Don't feel you
have to trade any market that might make a move. Emphasize risk control over achieving big profits.

The biggest risks to commodity traders come from surprise events that move the markets too quickly to exit at their pre-
determined give-up point. While you can never eliminate these risks entirely, you can guard against them by advance planning.
Pay attention to the risk of surprise events such as crop reports, freezes, floods, currency interventions and wars. Most of the
time there is some manifestation of the potential. Don't overtrade in markets where these kinds of events are possible.

Trade in correct proportion to your capital. Have realistic expectations. Don't overtrade your account. One of the most
pernicious roadblocks to success is greed. Commodity trading is attractive precisely because it is possible to make big money
in a short period of time. Paradoxically, the more you try to fulfill that expectation, the less likely you are to achieve anything.

The pervasive hype that permeates the industry leads people to believe that they can achieve spectacular returns if only they
try hard enough. However, risk is always commensurate with reward. The bigger the return you pursue, the bigger the risk you
must take. Even assuming you are using a method that gives you a statistical edge, which almost nobody is, you must still
suffer through agonizing equity drawdowns on your way to eventual success.

It is better to shoot for smaller returns to begin with until you get the hang of staying with your system through the tough
periods that everyone encounters. Professional money managers are generally satisfied with consistent annual returns of
twenty percent. If talented professionals should be satisfied with that, what should you be satisfied with? Surprisingly,
disciplined individuals can do better. It is realistic for a good mechanical system diversified in the best markets to expect
annual returns in the twenty-five to fifty percent range.

One last thing about creating a trading plan. Don't be enticed into trading options as a less risky alternative to futures. While
the dollar risk of buying puts and calls may appear lower and more certain, the probability of long-term success is remote.

Experienced professional traders, such as Larry Williams, agree: "Options are a very difficult game because you have to do
two things: You have to beat the market and beat the clock. Perhaps some sophisticated people can trade options. I've been
trading stocks and commodities successfully for over thirty years, but | don't trade options because it's too tough."

The best way to trade options is to sell them to small speculators. That's what options professionals do. However, selling
options has more risk and is more difficult than trading futures. Unless you are well-capitalized and committed to a full-time
career as a professional options player, stick to futures.

Although the commodity markets appear complex from the outside, making money trading is quite simple. You use an
historically proven plan that trades with the trend, cuts losses short and lets profits run. You trade your system in a carefully-
selected group of markets. You start with sufficient capital and pay close attention to managing risk. Richard Dennis made his
$200 million following precisely this kind of trading approach.

top

Psychological Pitfalls

Here are some additional psychological pitfalls to avoid. Be wary of depending on others for your success. Most of the people
you are likely to trust are probably not effective traders. For instance: brokers, gurus, advisors, friends. There are exceptions,
but not many. Depend on others only for clerical help or to support your own decision-making process.

You may acquire trading methods or systems from others or from books, but be sure to test them carefully yourself before
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trading. Good systems that you can buy come with computer software that allows comprehensive historical testing.

Don't blame others for your failures. This is an easy trap to fall into. No matter what happens, you put yourself into the
situation. Therefore, you are responsible for the ultimate result. Until you accept responsibility for everything, you will not be
able to change your incorrect behaviors.

Stay long-term oriented. Don't adjust your approach based solely on short-term performance. Through luck, any horrible
system can look great, even for relatively long periods of time. Conversely, the best systems have frequent losing periods. If
you judge a system by short-term performance, you are likely to reject the best systems that exist.

Most traders have such an ego investment in their trading that they cannot handle losses. Several losses in a row are
devastating. This causes them to evaluate trading methods and systems based on very-short-term performance. Don't start
trading a system based on only a few trades, and don't lose confidence in one after only a few losses. Evaluate performance
based on many trades and multi-year results.

Don't underestimate the psychological difficulty of successful trading. Robert Rotella describes the trauma in The Elements of
Successful Trading: "Trading is one of the most stressful endeavors imaginable. Taking losses day after day with a strategy
that, just a short while ago was working well, can be a terrible experience. Trading performance can be consistently volatile
with good and bad times highly magnified. The market can batter your psyche and gnaw at your soul. These bad experiences
will never end as long as you trade. The more successful you are as a trader, the more money you will lose."

Keep trading in correct perspective and as part of a balanced life. Trading is emotionally intensive no matter whether you are
doing well or going in the tank. It is easy to let the emotions of the moment lead you into strategic and tactical blunders.

Don't become too elated during successful periods. One of the biggest mistakes traders make is to increase their trading after
an especially successful period. This is the worst thing you can do because good periods are invariably followed by awful
periods. If you increase your trading just before the awful periods, you will lose money twice as fast as you made it.

Knowing how to increase trading in a growing account is perhaps the most difficult problem for successful traders. Be cautious
in adding to your trading. The best times to add are after losses or equity drawdowns.

Don't become too depressed during drawdowns. Trading is a lot like golf. All golfers, regardless of their ability, have cycles of
good play and poor play. When a golfer is playing well, he assumes he has found some secret in his swing and will never play
poorly again. When he is hitting the ball sideways, he despairs that he will never come out of his slump.

Trading is much the same. When you are making money, you are thinking about how wonderful trading is and how to expand
your trading to achieve immense wealth. When you are losing, you often think about giving up trading completely. With a little
practice, you can control both emotional extremes. You'll probably never control them completely, but at least don't let elation
and despair cause you to make unwarranted changes in your approach.

Other common themes of good traders are self-understanding, balance and self-control. If you can master yourself, you can
master the futures markets.

| wish you good trading.
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Fundamental Analysis

of Commodities

In amarket economy, price is determined by the interaction of supply and demand. The study of supply and demand
is aso known as the study of fundamentals or "fundamental analysis'. In this section you will learn how to estimate
amarket price for commodities using the law of supply and demand as reflected in the "stocks to use ratio”. The
stocks to useratio is a closely watched figure in when establishing asking prices for commodities. In order

to understand stocks to use, you must understand the economic theory of supply and demand. Supply and

demand graphs are useful tools used to illustrate this concept.

Contents

L aw of Demand and Fundamental Analysis of Commodity M arkets

L aw of Supply and Fundamental Analysis of Commodity M arkets

How Supply and Demand Determine Commodities Market Prices
Stocksto use Ratio

Why is Chart Analysis So Important

What is Technical Theory

How to Construct a Bar Chart

Commodity Trend Analysis - Support & Resistance

Understanding Volume & Open Interest in Commodity Futures

Chart Patterns & Technical Analysis of Commodities

Commodity Spreads

Technical Indicators and Commaodities

1. Law of Demand
and Fundamental Analysis of Commodity M arkets

The law of demand and it's application to fundamental analysis of commodities rests upon an understanding

of consumer behaviour. The factors which characterize consumer choice, and how individual consumer responses
are reflected in the market place are key components of this economic theory. Understanding what factors

have affected demand in the past will help to develop expectations about demand in the future and the impact

on market price.
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Figure 1 Market Demand Curve
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Demand for a particular product or service represents how much people are willing to purchase at various prices.
Thus, demand is arelationship between price and quantity, with al other factors remaining constant. Demand

is represented graphically as a downward sloping curve with price on the vertical axis and quantity on the
horizontal axis ( figure 1)

Generally the relationship between price and quantity is negative. This means that the higher is the price level
the lower will be the quantity demanded and, conversely, the lower the price the higher will be the quantity
demanded. Market demand is the sum of the demands of all individuals within the marketplace. Market demand
will be affected by other variablesin addition to price, such as various value added services including

handling, packaging, location, quality control, and financing. Thus the demand for an agricultural commodity
istypicaly derived from the demand for a finished product.

It isimportant for you to understand that a free market economy is driven not by producers but by

consumers. Ultimately the market value for any good or service is determined by its value to the consumer.
Higher prices mean higher profits and higher profits provide you with the incentive and the meansto

expand production of those goods and services that consumers value the most. So profit driven expansion is

the market’s response to stronger buyer demand. On the other hand, when consumers are unwilling to buy what
is offered at the current price, the seller will have to lower the price ultimately resulting in lower profits or losses
to you the producer. Losses reduce the producer’s incentive to produce things that have weak demand which
will ultimately force production cuts as farmers lose more and more money.

Thisisthe discipline of the marketplace. Those who produce things that consumers are willing and able to buy
are rewarded. Those who produce things that consumers don’t want or can’t buy are penalized. Farmers must
produce for the markets. They cannot expect to find or create a profitable market for whatever they choose to produce.

top

2. Law of Supply
and Fundamental Analysis of Commodity Markets

Supply joins demand as one of the components of fundamental commodity market analysis. Supply

characteristics relate to the behaviour of firmsin producing and selling a product or service. An understanding of
the factors affecting supply in the past will help with the devel opment of supply expectationsin the future and

the impact upon market price.

The law of supply can be approached from two different contexts. Thefirst isthat it represents the sum total

of production plus carryover stocks. The other context for supply describes the behaviour of producers. The market
or total supply represents the quantities producers are willing to sell over arange of prices for any given time
period. At the individual level, you may be willing to produce a given product as long as the market priceis equal to
or greater than the cost of producing that product. The total supply isthe sum of the individual quantities of
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product that each farmer brings to the market.
Market supply is represented by an upward sloping curve with price on the vertical axis and quantity on the

horizontal axis ( figure 2)
Figure 2 Market Supply Curve

Supply
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Anincrease in price in most instances will result in farmers wanting to increase the quantity of a given product
they will bring to the market, therefore the relationship between the price and supply is positive. Market supply will
be affected by other variablesin addition to the price. Factors that have been identified asimportant in

determining supply behaviour include; the number of firms producing the product, technology, the price of inputs,
the price of other commodities which could be produced, and the wesather.

With higher prices the producers of goods and services will receive greater profits. Greater profits will result in

the means to expand production increasing the supply. Thisincreased supply will ultimately satisfy the

existing demand such that any additional production must be met with new demand in order for the price increases
to be sustained. The firms which handle your grain or livestock products are not free to set prices as they choose.
They can raise prices only if consumers are willing and able to pay more. The law of supply, as was the case

with demand, illustrates the discipline of the marketplace. The market doesn’t care what it costs you to

produce something. Lower prices are the market’s signal to farmers that they have produced too much of something
or that it is something consumers do not want. To be a good marketer, you need to accept the “discipline of

the marketplace.” A good marketer learns to produce for the market.

top

3. How Supply and Demand Deter mine Commodities M arket Prices

Price is derived by the interaction of supply and demand. The resultant market price is dependant upon both of
these fundamental components of a market. An exchange of goods or services will occur whenever buyers and
sellers can agree on a price. When an exchange occurs, the agreed upon priceis called the "equilibrium price", or
a"market clearing price" . This can be graphically illustrated as follows: ( Figure 3)
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Figure 3  Equilibrium Price
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In figure 3, both buyers and sellers are willing to exchange the quantity "Q" at the price "P". At this point supply
and demand are in balance or “equilibrium". At any price below P, the quantity demanded is greater than the
quantity supplied. In this situation consumers would be anxious to acquire product the producer is unwilling to
supply resulting in a product shortage. In order to ration the shortage consumers would have to pay a higher price
in order to get the product they want; while producers would demand a higher price in order to bring more product
on to the market. The end result isarisein prices to the point P, where supply and demand are once again in
balance. Conversely, if prices were to rise above P, the market would be in surplus - too much supply relative to

the demand. Producers would have to lower their pricesin order to clear the market of excess supplies.

Consumers would be induced by the lower prices to increase their purchases. Prices will fall until supply and

demand are again in equilibrium at point P.

A market priceis not afair priceto all participants in the marketplace. It does not guarantee total satisfaction on
the part of both buyer and seller or all buyers and al sellers. Thiswill depend on their individual competitive

positions within the market. Buyers will attempt to maximize their individual well being within certain
competitive constraints. Too low a price will result in excess profits for the buyer attracting competition.

Likewise sellers are also considered to be profit maximizers. Too high a price will likewise attract additional
producer competition within the market. Therefore, there will exist different price levels where individual buyers

and sellers are satisfied and the sum total will create a market or equilibrium price.
Figure 4 Change in Equilibrium Price

When either demand or supply changes, the equilibrium price will change. For example, good weather
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normally increases the supply of grains and oilseeds, with more product being made available over arange of
prices. With no increase in the quantity of product demanded, there will be movement along the demand curve to
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anew equilibrium pricein order to clear the excess supplies off the market. Consumers will buy more but only at
alower price. This can beillustrated graphically as follows: (see Figure 4.)

Likewise a shift in demand due to changing consumer preferences will also influence the market price. In recent
years there has been a shift in demand on the part of overseas Canadian wheat buyers toward the Canada Prairie
Spring varieties, away from the Hard Red Spring varieties. A declinein the preference for Hard Red Spring

wheat shifts the demand curve inward, to the left, asillustrated in figure 5.

With no reduction in supply, the effect on price results from a movement along the supply curve to alower
equilibrium price where supply and demand is once again in balance. In order for prices to increase producers

will have to reduce the quantity of hard red spring wheat brought to the market place or find new sources of demand

to replace the consumers who withdrew from the marketplace due to changing preferences or a shift in demand.
Figure 5  Shift In Demand
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Changes in supply and demand can be short run or long run in nature. Wesather tends to influence market

prices generally in the short run. Changes in consumer preferences can have either a short run or long run effect
on prices depending upon the goods or services, for example whether they are luxuries or necessities. A luxury
good may enjoy a short term shift in demand due to changing styles or snob appeal while necessities tend to

have stable or long run demand curves. Another mgjor factor influencing market pricesis technology. A major
effect of technology in agriculture is to shift out the supply curve rapidly by reducing the costs of production on a
per unit basis. At the sametime if total demand does not increase sufficiently to absorb the excess goods produced
at lower costs, the long run impact of technology on the market place will be to lower prices. The rapidly

shifting supply curve coupled with a slower moving demand curve has generally contributed to lower prices

for agricultural output when compared to prices for industrial products.

top

4, Stocksto Use Ratio

The Stocks to Use Ratio is a convenient measure of supply and demand interrel ationships of commodities. The
stocks to use ratio indicates the level of carryover stock for any given commodity as a percentage of the total
demand or use. The mathematical formulafor thisrelationship is asfollows
Beginning Stock + Total Production — Total
Use

Total Use
This can be simplified by consolidating the upper portion of the relationship to:
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Carryover

_ x 100 = Socks To Use Ratio
Total Use
Using the long hand formula, beginning stocks represent the previous year’s ending or carryover inventories.

Total production represents the total grain produced in agiven year. Total usage isthe sum of all the end usesin
which the stock of grain has been consumed. This would include human consumption, export programs, seed,
waste, dockage and feed consumption. By adding carry-over stocks to the total production you will obtain the
total supply. From the total supply, subtract the total use and the resultant figure will be the year ending

carryover stock. The carryover stock divided by the total usage can be expressed as a ratio which when compared
with previous years gives the market analyst an indication of the relative supply/demand balance for a

particular commodity. This ratio can then be used to indicate whether current and projected stock levels are critical
or plentiful. The ratio can also be used to indicate how many days of supply is available to the world marketplace
under current usage patterns.( eg. a 20% stocks to use ratio for wheat indicates that there are 75 days supply of
wheat in reserve)

By comparing the current year’s stocks to use ratio with years when carryover stocks were below normal as well
as years when carryover stocks were above normal , you will be able to develop an estimate as to the direction of
the price trend as well as the probable extent of price change whether higher or lower. Some bench mark ratios can
be established for various crops by reviewing historical stocksto use data. On aworld basis a stocks/use ratio

for wheat under 20% has typically led to strong price advances. For corn, the comparable number appears to be
under 12% . For soybeans, the critical level isbelow 10%. It is useful to calculate stocks to use ratios for

different crops and compare these projections with historical averages provided by the Canada Grains

Council Statistical Handbook, as well as other publications such as the USDA situation and outlook reports,

and Specialty Crop Publications. By reviewing past data and estimating the current year’s stocks/use ratios on a
crop by crop basis, appropriate production/marketing strategies can be devel oped.

Example: Canola
Year Beginning Total Total Carryover
Stock Production Use Stock
1983/84 486 2,599 2,965 120
1990/91 749 3,266 3.635 380
10-year Average 623 3,407 3,425 605
Stocksto Use Ratio
486+2599-2965
1983/84 _ =4% Ave. Vancouver Cash
2965
486+2599-2965
Y ear 1990/91 _— = 4% Ave Vancouver Cash Price: $287.20
2965
486+2599-2965
10-year Average e =4% 10-year Ave. Cash Price: $324.69
2965

top

5. Why isChart Analysis So Important?
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Isthere a pattern to commaodity prices? Can you predict future prices based upon past
performance? These questions are ones every commaodity market participant wonders about. To
answer these questions requires study of the factors that influence market prices. To accomplish
this task there are two methods available to the market analyst, fundamental and technical.

Fundamental analysisis based upon the traditional study of supply and demand factors that cause
pricesto rise or fall. Such factorsinclude drought, flood, war, politics, exchange rates, inflation
and deflation. The previous section on supply & demand and stocks/use ratios are methods used by
fundamentalists to arrive at an estimate of the equilibrium market price of acommodity over time
in order to determine if the current market priceis over or undervalued.

Technica or chart analysis, by contrast, is based upon the study of the market action itself. While
fundamental analysis studies the reasons or causes for prices going up or down, technical analysis
studies the effect of the price movement itself. Technical analysts claim that markets do trend and
that by charting market prices you can control commaodity price risk management. They further
claim that by combining the use of price charts with appropriate marketing tools and pricing
strategies can have a mgjor positive impact on your profitability and, therefore, the long term
survival of your business. Charting can be used by itself with no fundamental input, or in
conjunction with fundamental information. Y ou will find that as you become more skilled in
charting and technical analysis, that theillusion of randomness in the commodity market will
gradually disappear. Thiswill lead to more confidence in making those very crucial marketing
decisions.

In this section of the course you will learn what technical theory is, how to construct daily, weekly,
and monthly bar charts. Y ou will aso explore the basic concepts of trend, trend-lines, price
support, price resistance, volume and open interest. Finally you will learn how to use all of these
toolsto confirm price action or to warn of impending price trend changes as you do some price
forecasting of your own.

top

6. What is Technical Theory?

The ability to make commodity price forecastsis only the first step in the price decision making process. The

second, and often more difficult step, is market timing. Since commodity futures markets are so highly

leveraged (initial margin requirements are generally less than 10% of a contract’s value), minor price moves can

have a dramatic impact on trading performance. Therefore, the precise timing of entry and exit pointsis

an indispensable aspect of any market commitment. Timing is everything when dealing in the commaodities

markets, and timing is almost purely technical in nature. Thisiswhere a practical application of charting

principles becomes absolutely essential in the price forecasting and risk management process.

There are three basic assumptions on which technical analysisis based:

1. Thefutures market discounts everything.
The technician believes that the price posted on the board of a commodity exchange at any given time isthe
intrinsic value of the commodity based upon the fundamental factors affecting the supply and demand of the
product. Therefore, if the fundamentals are already reflected in the price, market action (charts- price, volume,
open interest) isall that is needed to be studied to forecast future price direction. Although not knowing the specifics
of the fundamental news, the technician indirectly studies the fundamentals by studying the charts which reflect

file:///F|/fundanalysof commtrading.htm (7 of 19) [12/21/2009 8:32:21 PM]





Fundamental Analysis

the fundamentals of the marketplace.

2. Pricesmovein trends
Prices can move in one of three directions, up, down or sideways. Once atrend in any of these directionsisin effect
it usually will persist. The market trend is simply the direction of market prices, a concept which is absolutely
essential to the success of technical analysis. Identifying trendsis quite ssmple; a price chart will usualy indicate
the prevailing trend as characterized by a series of waves with obvious peaks and troughs. It is the direction of
these peaks and troughs that constitutes the market trend.

3. History repeatsitself
Technical analysisincludes the psychology of the market place. Patterns of human behavior have been identified
and categorized for several hundred years and are repetitive in nature. The repetitive nature of the marketplace
isillustrated by specific chart patterns which will indicate a continuation of or change in trend.
top

How to Construct a Bar Chart

The bar chart is the type of chart most commonly used by technical analysts. The horizontal scale
on the bottom of the chart indicates the passage of time. The time scale can be anywhere from
minutes to years, with the most popular scale being the daily bar chart, the weekly bar chart and the
monthly bar chart. The daily bar chart indicates the range of prices for one day’s trade, as measured
on the vertical scale of the chart. The “bar" is the range of price for a particular time period; for a
daily bar chart, the top of the bar represents the highest value for the day while the bottom of the bar
represents the lowest value for the day. Attached to the bar are two tics, one extending to the left
and one extending to the right. The left tic represents the opening price for the trading day and the
right tic represents the closing or settlement price for the day.

Daily Bar Chart Construction

Soybeans  99-12-Daily 11/23/99 (=482.5 -1.7 O=484.2 H=484.6 L=480.0
C:mmcr (‘;:;? fﬂ?}, 480.0
Piis 1./ = ange
Commodity Month & | Date 0~0pen s
Year H=High Price | 486.0
L=Low
486.0
‘|‘4\_E\—R_R R
, ~— High
Bars & 484.0
Open
*— Close 482.0
Date
N—_ﬁ_ﬁ_ﬁ_ﬂ — Low 480.0
N 20 21 22 23

The daily bar chart is used for short term marketing decisions, and is extremely useful for timing
entry and exit points when designing a marketing strategy. ( for example when to trigger a hedge
position when profitable prices are available or where to place a protective stop on a speculative

position)
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The Weekly Bar Chart
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For aweekly chart the price range is for one week, Monday to Friday. If a holiday occurs during the
week only the data available for the week is used. The top of the bar represents the highest value for
the week and the bottom of the bar represents the lowest value for the week. The tic to the left is the
opening price for the first trading day of the week, usually Monday, and the tic to the right isthe
settlement price usualy the close of trade on Friday.

The monthly chart includes the range of trade for an entire month, from the first trading day of the
month to the last trading day of the month, with the opening and closing prices being the values for
thefirst and last day of the trading month respectively.

The weekly and monthly charts are used for alonger term perspective of the markets, and are
extremely useful for market planning purposes. For example, if market prices asindicated on the
monthly chart are at historical lows, sales of commodities should be delayed while if prices are
historically high, a more aggressive approach to marketing would be undertaken.
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The Monthly Bar Chart
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Two other important pieces of information are usually included on abar chart - Volume & Open
Interest.

Volume represents the total amount of trading activity that took place in acommodity for a period
of time, one day on adaily bar chart, one week on aweekly bar chart, and one month on a monthly
bar chart. The volume is plotted as a vertical bar extending upward from the bottom of the chart,
directly under the price bar for that day. The further the volume bar extends upward into the chart
the more trading volume has taken place.

Open interest represents the total number of outstanding or unliquidated contracts in a commodity
at the end of atrading day. A purchase and a sale are required to establish a contract position, thus
the open interest is the total of either the outstanding purchases or sales, not both.

Open interest is plotted as a solid line above the volume bars on the price chart, with avertical scale
indicating the total number of contracts outstanding.

file:///F|/fundanalysof commtrading.htm (10 of 19) [12/21/2009 8:32:21 PM]





Fundamental Analysis

Bar Chart with Volume and Open Interest
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Commodity Trend Analysis - Support & Resistance

There are two components to trend, direction and duration. Markets trend in three directions, up,
down and sideways. Markets do not move consistently in one direction, but tend to be erratic.
Within this erratic behaviour atrend will be present. Trends are characterized by a series of peaks
and troughs. An uptrend is a series of rising peaks and troughs, a downtrend shows a series of
descending peaks and troughs. A sidewaystend is a series of horizontal peaks and troughs, with
prices moving within arange, failing to make new highs at the top of the price range and failing to
make new lows at the bottom of the price range.

Trend duration is a'so made up of three time periods; major, intermediate and minor. The major
trend will have a duration of six to eight months or longer and is best illustrated by weekly and
monthly bar charts. Within the major trend significant corrections or reversals of trend will be
present; these would be intermediate and minor trends within the major trend. The intermediate
trend lasts from three weeks to three months, and the minor trend is anything less, from two to three
weeks in duration.

Support and resistance are tools used by technicians to help them identify and follow price trends.
Horizontal lines are drawn on the bar chart to indicate areas of support and resistance. The troughs
or reaction lows on a price chart are identified as support. Support is an area on the chart where
buying pressure overtakes selling pressure and the market reacts higher. Usually support is
identified by a previous reaction low or trough on the bar chart. Resistance is an area on the chart
where selling pressure overtakes buying pressure and the market reacts lower. A resistance level is
identified by a previous price high or peak on the bar chart.

The concepts of support and resistance are critically important tools used by technicians to help
them identify and follow trends. Lines are drawn on the chart to indicate areas of price support,
price resistance and price trends. In an uptrend, the resistance levels represent pauses in the uptrend
which serve to temporarily halt the price advance. In like manner, in adowntrend, support levels
will temporarily halt a price decline. Trend lines are drawn above or below the market action
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depending upon the direction of the move. During an uptrend a line would be drawn from the first
significant low to the next, extending across the page from |eft to right. (see example 5) If the
uptrend is valid you will find the price will move to, or close to, the uptrend line on corrections and
then move higher. Each time atrend line istested and holds, the more significant it becomes. Each
time a previous support or resistance level is being tested the prevailing trend of the market is
critically analyzed by the technician. Failure to exceed a previous resistance peak in an uptrend, or
to break a previous support low in adowntrend, provides a warning that the existing trend may be
changing. The testing of these support and resistance levels form pictures on the charts that suggest
either atrend reversal or simply apause in the prevailing trend. The basic building blocks on which
price patterns are based however, are support and resistance.

Trendlines, Support & Resistance

Down Trend Line

TN e
TN |

Wl\ ‘ { lljli*ml

Uptrend Lines

Support and resistance levels reverse roles once they are decisively broken . In other words if the
price penetrates a resistance level, then it will generally move upward to the next resistance level,
such that the previous resistance level will now become an area of support. The longer the period of
time that prices trade in a support or resistance area, the more significant that area becomes. For
example, if prices trade sideways for three weeks in a support area before moving higher, that
support area would be more significant than if only three days of trading had occurred. The reason
for thisisthat there are now more participants in the market with avested interest in that support
areawhich will hold prices up.

top

Understanding Volume & Open Interest in Commodity Futures

Technicians utilize a three dimensiona approach to market analysis which includes a study of price, volume and
open interest. Of these three, price is the most important. However, volume and open interest provide

important secondary confirmation of the price action on a chart and often provide alead indication of an
impending change of trend. For beginning students of the market these two concepts tend to be somewhat
confusing but are very important concepts to understand in- undertaking a thorough analysis of market action.
Volume represents the total amount of trading activity or contracts that have changed handsin agiven
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commodity market for asingle trading day. The greater the amount of trading during a market session the higher
will be the trading volume. As mentioned earlier, a higher volume bar on the chart means that the trading activity

was heavier for that day. Another way to look at this, is that the volume represents a measure of intensity or

pressure behind a price trend. The greater the volume the more we can expect the existing trend to continue rather

than reverse. Technicians believe that volume precedes price, meaning that the loss of upside price pressurein
an uptrend or downside pressure in adowntrend will show up in the volume figures before presenting itself as

areversal in trend on the bar chart.

Open Interest is the total number of outstanding contracts that are held by market participants at the end of each
day. Where volume measures the pressure or intensity behind a price trend, open interest measures the flow of

money into the futures market. For each seller of afutures contract there must be a buyer of that contract. Thus a

seller and a buyer combine to create only one contract. Therefore, to determine the total open interest for any
given market we need only to know the totals from one side or the other, buyers or sellers, not the sum of both.

Each trade completed on the floor of a futures exchange has an impact upon the level of open interest for that day.

For example, if both partiesto the trade are initiating a new position ( one new buyer and one new seller), open

interest will increase by one contract. If both traders are closing an existing or old position ( one old buyer and one

old seller) open interest will decline by one contract. The third and final possibility is one old trader passing off

his position to a new trader ( one old buyer sellsto one new buyer). In this case the open interest will not change.
By monitoring the changes in the open interest figures at the end of each trading day, some conclusions about the
day’s activity can be drawn. Increasing open interest means that new money is flowing into the marketplace. The

result will be that the present trend ( up, down or sideways) will continue. Declining open interest means that
the market isliquidating and implies that the prevailing price trend is coming to an end. A knowledge of open
interest can prove useful toward the end of major market moves. A levelling off of steadily increasing open

interest following a sustained price advance is often an early warning of the end to an uptrending or bull market.

The relationship between the prevailing price trend, volume, and open interest can be summarized by the

following table.

It isimportant to understand that the commaodity price chart only records the data. In itsdlf, it haslittle value.
By monitoring the price trend, volume and open interest the technician is better able to gauge the buying or

Price Volume Open Interest I nterpretation
Rising Rising Rising Market is Strong
Rising Falling Falling Market is Weakening
Faling Rising Rising Market is Weak
Falling Falling Faling Market is Strengthening

selling pressure behind market moves. This information can be used to confirm a price move or warn that aprice
move is not to be trusted. Thiswill provide you with valuable information to develop a suitable pricing strategy and

an appropriate production-marketing plan for your farming operation.

top

Chart Patterns & Technical Analysis of Commodities

One of the major premises of technical analysisisthat history repeats itself. For the technician the recurrence
of identifiable patterns and formations that have preceded important movements of the market in the past

provide important clues as to the probable direction of price movement in the future. Chart patterns are formations
that appear on the charts which provide you with forecasting tools of impending price movement. Some patterns

are more reliable than others for price forecasting. . None of the chart patternsareinfallible. They have a

high probability of success but are not guaranteed to work all of the time. Technicians must always be on the aert

for chart signsthat prove their analysis to be incorrect. After trend lines, support and resistance lines have been
drawn on achart, one of the most important and most difficult decisions you will have to make is determining
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the timing of entering and exiting the market as well as determining when amajor top in arising market or a

major bottom in a declining market has occurred.

There are two types of patterns that develop on charts, the reversal pattern and the continuation pattern.

Reversal patternsindicate that an important reversal in trend is taking place. Knowing where certain patterns are

most likely to occur within the prevailing trend is one of the key factorsin being able to recognize a chart

pattern. Some of the most common reversal patterns include; the head and shoulders top and bottom, double tops

and bottoms, triple tops and bottoms, key reversals, island reversals, rounding bottoms and tops, "V" formations

or spike bottoms and tops. There are afew important points to be considered which are common to al of these

reversal patterns.

1. The existence of a prior mgjor trend is an important prerequisite for any reversal pattern.
If a price pattern has not been preceded by an existing trend, there is nothing to reverse and the pattern would
therefore be suspect. Knowing where chart patterns are most likely to occur within a price trend is one of the
key factors in identifying price patterns.

2. Thefirst signal of an impending trend reversal is often the breaking of an important trend line.
The breaking of amajor trendline signals a change in trend, not necessarily atrend reversal. The breaking of
an uptrend line might signal the beginning of a sideways trend which may later form either areversal or
continuation pattern.

3. The larger the pattern the greater is the price movement potential.
The height of the pattern measures the volatility, the width of the pattern measures the amount of time required to
build and complete the pattern. The greater the height of the pattern ( the volatility ) and the longer it takes to build
- the more important the pattern becomes and the greater the potentia for the ensuing price move.

4. Topping patterns are usually shorter in duration and more volatile than bottoms.
Price swings at major tops are wider and more violent. Tops usually take less time to form than bottoms. For
thisreason it isusually lessrisky to identify and trade bottoms than tops however the time spent in establishing a top
is generally shorter than the time spent establishing a market bottom. Therefore, a market manager can generally
do better by trading the downside of the market rather than the upside of the market. This has important
implications for farm managers, due to the fact that the natural tendency is to trade the former rather than the latter.

5. Volumeisusualy moreimportant on the upside
Volume should generally increase in the direction of the market trend and is an important confirming factor in
the completion of al price patterns. The completion of each pattern should be accompanied by a noticeable increase
in volume, particularly at market bottoms. Market tops tend to fall on their own weight once a trend reversal
isunderway. At amarket bottom, if the volume pattern does not show a significant increase following the
upside breakout, the entire price pattern should be questioned. The second type of chart pattern isthe
continuation pattern. Continuation patterns suggest that market is only pausing for awhile before the prevailing
trend will resume. Another difference between reversal and continuation patternsis their time duration.
Reversal patterns usually take much longer to form on the chart and represent major changesin trend.
Continuation patterns, on the other hand, are usually shorter-term in duration and are often classified as
intermediate term chart patterns. Some of the most common continuation patterns include; flags, ascending
and descending triangles, symmetrical triangles, pennants, gaps, and rectangles.
top

Commodity Spreads

Commodity spreads ( or straddles) measure the price difference between two different contracts, usually

futures contracts. Spreads can a so measure the difference between a cash contract and a futures contract ( referred

to as the basis) or the price difference between two option contracts, or various combinations of the above. For

the purpose of this section you will examine spreads from the context of the price difference between two

different futures contracts.(see figure 6)

In the grain business the difference between two contract months of the same commodity ( ie., canola) represents

the carrying charges or the cost of holding the commodity for a period of time. Carrying charges are determined by
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the cost of interest and storage when physical commodities are held in store. Grain traders will monitor

spread relationships very closely as the relative difference between various contract positions will determine

the handling margins or profitability of their involvement in marketing grain. When using spreads, the trader hopes
to profit by changesin the spread (difference) between the two contracts . The trader islooking for either a
widening or narrowing of the spread relationship over time. Spread trading is considered to be aless risky and
often less expensive way in which to participate in the futures market. Margin requirements for spreads are
generally lower than outright long or short positions, and whether the price increases or decreases the traders risk
islimited to the change in the spread, since both along and a short position are held at the same time. Since the risk
islower, so will be the potential for profit or loss. Spread trading is more complicated than outright trading

and requires a higher degree of sophistication on the part of the trader. Y ou will examine only briefly the application
of spread trading to farm marketing management in this course. The purpose of this section is to familiarize
yourself with the use of commodity spreads in forecasting market direction. By monitoring the relative

strength between various contracts and between different markets, you will be better able to select the

appropriate pricing and risk management strategies when devel oping your marketing plan.

Besides being used for spread trading, tracking the spread rel ationships between different contracts in the same
market or in different markets can provide useful insights into future price direction. The relationships between

the nearby and the distant monthsin the same commodity often tell us about the relative strength or weakness of
the market itself. For example; the June 1993 Canola contract traded at a substantial premium to the November,
1993 contract up until May 1993. A perceived shortage of top quality canola following the frost of August

1992 resulted in 1992 canola values gaining on the 1993 contract positions. This relationship continued until it
became apparent later in the marketing year that an adequate supply of canolawas available to satisfy buyer’s needs
in addition to farmers requirements for cash flow prior to seeding a new crop. The spread relationship between the
two different marketing years then reversed direction, as buyers and sellers focused their attention on the

upcoming 1993/94 canola production prospects.

Spread
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In situations such asthis, caused by perceived tightness of stocks, the nearby months will usually rise faster than
the distant months. Thisisreferred to asabull spread. In order to profit from this relationship you would buy

the nearby futures contract and simultaneously sell the more distant contract. Conversely in situations where the
near term supplies are in relative over abundance in relation to future supplies, the nearby months will usually

fall faster than the distant months. A bearish approach to the market would be undertaken by entering a bear spread.
In order to profit from this relationship you would sell the nearby contract month and buy the distant contract
month. By monitoring the relationship between the nearby and the distant months, you often will be provided with
alead indication as to whether the market will trend higher or lower.

top
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Technical I ndicators and Commodities

Technical indicators are additional tools used by the technician in order to develop commodity price forecasts. In
this section you will examine afew of the more popular technical indicators used to supplement the basic
analytical tools of support, resistance and trendlines. These include; moving averages and oscillators.
The moving average is atrend following indicator which is easy to construct and one of the most widely
used mechanical trend following systems used. A moving average, as the name suggests, represents an average of
a certain body of data that moves through time. The most common way to calculate the moving average isto
work from the last 10 days of closing prices. Each day, the most recent close ( day 11) is added to the total and
the oldest close ( day 1) is subtracted. The new total isthen divided by the total number of days ( 10) and the
resultant average computed.
The purpose of the moving average isto track the progress of a price trend. The moving average is a smoothing
device. By averaging the data, a smoother lineis produced, making it much easier to view the underlying trend.
The decision asto what time period to include ( 10 day, 30 day, 40 day) as well asthe type of chart ( daily, weekly,
or monthly ) is asubjective one that you will have to make for yourself. If a shorter time period isused ( ie., 10
day moving average), the resultant trend line will exhibit a greater degree of trend variation than alonger term
moving average, such that the underlying trend may be more difficult to determine. If alonger term moving average
isemployed (ie., 40 day moving average) the time lag between the transformation from an uptrend to a
downtrend will be delayed long after the change of price trend is underway. In some markets, it is more
advantageous to use a shorter term moving average, and in others, alonger term average proves to be more useful.
Generally the closing price is used to compute the moving average, however opening, high, low and mid point of
the trading range val ues can also be selected. Several types of moving averages can be calculated. Some
analysts believe that a heavier weighting should be given to the most recent data and in an attempt to correct
this problem, construct other types of moving avenges such as the linearly weighted and exponentially
smoothed moving average. The most common application is the simple moving average as discussed above.
In asimple moving average each day’s price receives equal weight. The moving average is plotted on the bar chart
on top of the appropriate trading day and along with that day’s price action. When the daily closing price moves
above the moving avenge a buy signal is generated. When the daily closing price moves below the moving average
asell signal is generated.

Simple Moving Average
Saybeans 00-01-Daily 10:28/99 C=47830 -4°0 0=482°0 H=386*4 L=477*0

If avery short term moving average is employed, numerous crossovers will occur such that the trader may be
exposed to many false signals and higher commission costs of trading. If alonger term moving average is used
the trader may be too slow in responding to a change in trend, forsaking much of the profit potential. A shorter
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term moving avenge works best in a sideways trending market, allowing the trader to capture more of the
shorter swings. A longer moving avenge works best in trending markets, allowing the trader to stay with the trend
and minimizing the chance of getting caught in short term corrections. The correct approach is to use a shorter
average during non-trending periods and alonger average during trending periods.
Moving averages are trend following systems which do not have forecasting capabilities. They are used only to help
in identifying the underlying trend and as an aid in entering and exiting the market. One of the greatest advantages
in using amoving average isthat by natureit follow the trend and by selecting a suitable time period, allows profits
to run and losses to be cut short. This system works best when markets are trending. During choppy or
sideways markets a non trending method such as an oscillator will yield better results.
An oscillator is an extremely useful tool that provides the technical trader with the ability to trade non-
trending markets where prices fluctuate in horizontal bands of support and resistance. In this situation, trend
following systems such as the moving average do not perform satisfactorily, as many false signals are generated.
The oscillator can aso be used to provide the technician with an advance warning of short term market
extremes, commonly referred to as overbought and oversold conditions. Oscillators provide awarning that a trend
islosing momentum before the situation becomes apparent in the price action which isreferred to as divergence. As
is the case with other types of technical tools there are times when oscillators are more useful than others and they
arenot infallible.
The concept of momentum is the most basic application of oscillator analysis. Momentum measures the rate of
change of prices by continually taking price differences for afixed time interval. The formulafor momentumis:
M= C-Cx
Where C istoday’s market close and Cx isthe close “x" days prior. To construct a 10 day momentum line,
today’s closing price is subtracted from the closing price 10 days ago. If the most recent closing priceis lower than
the closing price 10 days prior, a negative number will be generated. Conversely if today's closing priceis higher
than the closing price 10 days ago a positive number will be generated. These values are then plotted on the top
or bottom of the bar chart with a horizontal zero line in the middle. Aswith the moving avenge, the number of
days chosen to compute the oscillator can vary, with shorter term oscillators ( 5 day ) producing a more sensitive
line with more pronounced oscillations. A longer term oscillator ( 20 days) produces a smoother line in which
the oscillator swings are less pronounced.

Simple 10-bar Oscillator

Soybeans 00-01-Daily 10/28/99 C=47840 -4°0 0=48240 H=486*4 L=47740

Jully

| il
‘ Il“{“lnl
IJ

jJn , Fa1204

Iy

l”h{ Lag7~q

4623

Hrim[ l” ‘
l l. ‘“4

Ly
H L1204

Momentum -28.75 - §0.00

La37eq

JiHT

F10.00

Jul Aug Sep Oct

By plotting price differences over afixed period of time, the technician is studying rates of change in price trends.

If prices are rising and the momentum line is above zero and rising, an accelerating uptrend would bein place. If
the momentum line begins to flatten out, the rate of as cent indicates that the uptrend has leveled off and provides
the technician with alead indication that the uptrend may be coming to an end. Because of the nature of

its construction, the momentum line will always |ead the price action. It will lead the advance or decline of prices by
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afew days, then will level off while the current price trend is still in effect, before moving in the opposite direction
as prices begin to level off

The most widely followed momentum oscillator in technical analysisis Welles Wilder’s Relative Strength

Index ( RSI). The formulafor the RSl is asfollows:

100
RSl =
1+RS
Average of 14 Day's Up Closes

Where RS =
Average of 14 Day's Down Closes

The RSl is plotted on a graph with avertical scale from zero to one hundred, with highlighted horizontal lines drawn

at scaled values of 30 and 70. The horizontal axis corresponds to the time line on the bar chart.
Relative Strength Index (RSI)
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Interpretation of the RSI istwofold. First the areas on the chart above seventy and below thirty are critical areasfor
the technician. When the indicator is in the area above 70, the market is said to be overbought. When the indicator is
in the area below 30, the market is said to be oversold. These terms refer to a market condition where prices

have moved too far too quickly, such that the technician can expect a correction to take place before the

market resumesitstrend .

One of the most valuable ways to utilize an oscillator isto watch for adivergence. A divergence describes a
situation when the trend of the oscillator moves in a different direction from the prevailing price trend. In an
uptrend divergence occurs when prices continue to rise, but the oscillator fails to confirm the price move into

new highs. This often provides an early warning of a possible price decline and is called bearish or

negative divergence. In adowntrend, if the oscillator fails to confirm anew low in the price trend, a positive or
bullish divergence exists, which warns of a potential price advance. An important requirement for divergence
analysisisthat the divergence should take place near the oscillator extremes of 70 and 30 respectively.

Various chart patterns show up on the RSI indicator as well as support and resistance levels. Trend line analysis
can then be employed to detect changesin the trend of RSI. The process of updating the RSI on adaily basisis
greatly facilitated by accessing technical analysis software programs on a personal computer to perform

the calculations and plot the indicator on the bar chart.

If you are connected to Internet, then Click herefor Commodity Market Futures & Options Terms
& Definitions
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-The End
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List of Commodities

MCX

National Commodity & Derivatives Exchange Ltd.

List of Commodities
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Broad Commodity Commodity Name Commodity Code | Delivery Centre Unit
Bullion Chandi 30Kg CHANDIDEL New Delhi RS/KG
Bullion Gold GLDPURMUM Mumbai 10 gms
Bullion Gold GLDPURMUM Mumbai RS/10GMS
Bullion Gold 100 Gms GOLD100MUM Mumbai RS/10GMS
Bullion Gold 100 Gms GOLD100MUM Mumbai RS\10GMS
Bullion Pure Gold Kg GLDPURMUMK MUMBAI RS./10 GM
Bullion Pure Gold Kg GLDPURMUMK Mumbai RS/10 GMS
Bullion Pure Gold Kg GLDPURMUMK Mumbai RS/10GMS
Bullion Silver SLVPURDEL New Delhi 1 kg
Bullion Silver SLVPURDEL New Delhi RS/KG
Bullion Silver SLVPURDEL NEWDELHI RS/KG
Bullion SILVER 5 Kgs SILVER5DEL DELHI RS/KG
Bullion SILVER 5 Kgs SILVER5DEL DELHI RS\KG
Bullion Silver M SLVPURDELM New Delhi RS./KG
Bullion Silver M SLVPURDELM New Delhi RS/KG
Bullion Sona 995 1Kg SONA995MUM Mumbai RS/10GM
Bullion Sona 995 1Kg SONA995MUM Mumbai RS/10GMS
Cereals Barley JPR BARLEYJPR Jaipur Rs./Qntl
Cereals Barley JPR BARLEYJPR Jaipur RS/QUINTAL
Cereals IPR IR-36/IR RICPARRPR Raipur Rs/Quintal
Cereals IRR Parmal P RICRAWDEL DELHI Rs/Quintal
Cereals Maize MAIZYRNZM Nizamabad RS./QUINTA
Cereals Maize MAIZYRNZM Nizamabad RS/QUINTAL
Cereals Parboiled Ri RICAPARDEL Delhi RS/QUINTAL
Cereals Parboiled Ri RICCPARDEL Delhi RS/QUINTAL
Cereals Pusa Basm.Ri RICPUSADEL Delhi RS/QUINTAL
Cereals Raw Rice RICCRAWDEL Delhi RS/QUINTAL
Cereals Raw Rice GR- RICARAWDEL Delhi RS/QUINTAL
Cereals Trad.Basmati RICTBASDEL DELHI RS/QUINTAL
Cereals Wheat WHTSMQDEL New Delhi Rs/QUINTAL
Cereals Wheat Std Mi WHTSMQDELI DELHI Rs./Qntl
Cereals Wheat Std Mi WHTSMQDELI New Delhi Rs./Qntl
Cereals Wheat Std Mi WHTSMQDELI New Delhi RS/QUINTAL
Cereals Wheat Std Mi WHTSMQDELI NewDelhi Rs./Qntl
Energy Brent Crude BRENTCRUDE Mumbai 1 Barrel
Energy Brent Crude BRENTCRUDE Mumbai Rs/Barrel
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Energy Brent Crude BRENTCRUDE Sullom Voe UK Rs/Barrel
Energy Brent Crude BRENTCRUDE SullomVoeUK RS./BARREL
Energy Brent Crude BRENTCRUDE SullomVoeUK Rs/Barrel
Energy Crude Oil CRUDEOIL NA NA
Energy Furnace Oil FURNACEOIL NA RS/MT
Energy Furnace Oil FURNACEOIL Mumbai RS/MT
Fibre Ind 28.5 MM COTLSCKADI KADI RS/CANDY
Fibre Ind.28MM Cot COTI28AKL Akola RS/CANDY
Fibre Ind.28MM Cot COTI28AKL Akola RS\CANDY
Fibre Ind.31MM Cot COTI31GTR GUNTUR Rs/Candy
Fibre Kapas V-797 KAPASSRNR Surendranagar Rs./20KG
Fibre Kapas V-797 KAPASSRNR SURENDRANAGAR Rs/20 KG
Fibre Kapas V797 S KAPV797SRN Surendranagar Rs/20 kg
Fibre LS Cotton COTLSCKDI Kadi RS/QUINTAL
Fibre LS CottonS06 COTS06ABD Ahmedabad 1 quintal
Fibre LS CottonS06 COTS06ABD Ahmedabad RS/QUINTAL
Fibre MB Gr Cocoon MGCCBBRNM Ramanagaram RS./KG
Fibre MB Gr Cocoon MGCCBBRNM Ramanagaram RS/ KG
Fibre MB Raw Silk RSMCBBBLR Bangalore Rs./KG
Fibre MB Raw Silk RSMCBBBLR Bangalore RS/ KG
Fibre MS Cotton COTMSCABH Abohar RS/QUINTAL
Fibre MS Cotton COTMSCABHR Abohar Rs./MAUND
Fibre MS Cotton COTMSCABHR Abohar RS/MAUND
Fibre MS CottonJ34 COTJ34BTD Bhatinda 1 quintal
Fibre MS CottonJ34 COTJ34BTD Bhatinda RS/QUINTAL
Metal Aluminium In ALUINGMUM Mumbai RS./KG
Metal Aluminium In ALUINGMUM Mumbai RS/KG
Metal Aluminium In ALUINGMUM1 Mumbai RS/KG
Metal El.Copper Ca COPELCMUM1 MUMBAI RS/KG
Metal Elec. Copper COPELCMUM Mumbai RS/KG.
Metal MS Ingots STLINGGZB Ghaziabad RS./MT
Metal MS Ingots STLINGGZB Ghaziabad RS/MT
Metal Nickel Catho NICCATMUM Mumbai RS/KG
Metal Sponge Iron SPGIRNRPR Raipur RS/MT
Metal Zinc Ingot M ZININGMUM Mumbai RS/KG
Metal Zinc Ingot M ZININGMUM1 Mumbai RS/KG
NCDEX FUTURE FUTEX AGRI FUTEXAGRI NA NA

Oil and Oil Seeds Castor Seeds CASTORDSA Disa Rs./20KG
Oil and Oil Seeds Castor Seeds CASTORDSA DISA RS/20 KG
Oil and Oil Seeds Cot.OilseedC COCUDCAKL Akola Rs/50 KGS
Oil and Oil Seeds Cot.OilseedC COCUDCAKL Akola RS/50KG
Oil and Oil Seeds Cot.OilseedC COCUDCKDI Kadi Rs/50 Kg
Oil and Oil Seeds Cot.OilseedC COCUDCKDI Kadi RS/50 KGS
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Oil and Oil Seeds Cot.OilseedC COCUDCKDI KADI(NPC) Rs/50 Kg
Oil and Oil Seeds CrudePalmOil CRDPOLKDL Kandla 10 kgs
Oil and Oil Seeds CrudePalmQil CRDPOLKDL Kandla RS/10 KG
Oil and Oil Seeds CrudePalmOQil CRDPOLKDL KANDLA RS/10 KGS
Oil and Oil Seeds CrudePalmOil CRDPOLKDL Kandla RS/10KGS
Oil and Oil Seeds Expeller Mus RMOEXPGNR Sri Ganganagar RS/10 KG
Oil and Oil Seeds Expeller Mus RMOEXPGNR Sri Ganganagar RS/10 KGS
Oil and Oil Seeds Expeller Mus RMOEXPGNR Sri Ganganagar Rs/10Kg
Oil and Oil Seeds Expeller Mus RMOEXPGNR SriGanganagar Rs/10Kg
Oil and Oil Seeds Ground Expel GNOEXPRKT RAJKOT RS/10 KG
Oil and Oil Seeds GroundnutInS GNSHELJING JUNAGADH RS/20 KG
Oil and Oil Seeds GroundnutInS GNSHELJING Junagarh RS/20 KG
Oil and Oil Seeds RBD Palmolei RBDPLNKAK Kakinada 10 kgs
Oil and Oil Seeds RBD Palmolei RBDPLNKAK Kakinada RS/10 KG
Oil and Oil Seeds RBD Palmolei RBDPLNKAK Kakinada RS/10KGS
Oil and Oil Seeds Ref SOY Oil SYOREFIDR Indore 10 kgs
Oil and Oil Seeds Ref SOY Oil SYOREFIDR Indore RS/10 KG
Oil and Oil Seeds Ref SOY Oil SYOREFIDR Indore RS/10KGS
Oil and QOil Seeds RM Oil RMOEXPJPR Jaipur 10 kgs
Oil and Oil Seeds RM Oil RMOEXPJPR Jaipur RS/10 KG
Oil and Qil Seeds RM Oil RMOEXPJPR Jaipur RS/10KGS
Oil and Oil Seeds RM Seed RMSEEDJPR Jaipur 20 kgs
Oil and Oil Seeds RM Seed RMSEEDJPR JAIPUR RS/20 KG
Oil and Oil Seeds RM Seed RMSEEDJPR Jaipur RS/20KGS
Oil and Oil Seeds RMSeed Qil C MSOILCGNR SRIGANGANAGAR RS/QUINTAL
Oil and Qil Seeds Sesame Seeds SESNWO98RKT Rajkot RS/QUINTAL
Oil and Oil Seeds Soya Bean SYBEANIDR Indore 1 quintal
Oil and QOil Seeds Soya Bean SYBEANIDR Indore RS/QUINTAL
Oil and QOil Seeds Soymeal SBMEALIDR Indore RS/MT
Oil and Oil Seeds Soymeal Expo SBMEXPKDL KANDLA RS/MT
Others Guar Gum GARGUMJDR JODHPUR RS/QUINTAL
Others Guar Seeds GARSEDJDR JODHPUR RS/QUINTAL
Others Gur GURCHKMZR Muzaffarnagar Rs./40 Kgs.
Others Gur GURCHKMZR Muzaffarnagar Rs/40 KG
Others Gur GURCHKMZR Muzaffarnagar RS/40 KGS
Others Gur GURCHKMZR MUZZAFARNAGAR RS/40 KGS
Others Jute Sacking JUTB65KOL Kolkotta RS/100BAGS
Others Mentha Oil MTHOILCHD CHANDAUSI Rs/KG
Others Potato DEL POTFAQDEL Delhi Rs/Quintal
Others Potato DEL POTFAQDEL Delhi Rs\Quintal
Others Raw Jute JUTRAWKOL KOLKATA RS/QUINTAL
Others Raw Jute JUTRAWKOL Kolkotta Rs/QUINTAL
Others Sugar M Grad SUGARMMZR Muzaffarnagar Rs/QUINTAL
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Others Sugar M Grad SUGARMMZR MUZZAFARNAGAR RS/QUINTAL
Others Sugar S Grad SUGARSKOL KOLKATA Rs./Qntl
Others Sugar S Grad SUGARSKOL Kolkata RS/QUINTAL
Others Sugar S Grad SUGARSVSH Vashi Rs/QUINTAL
Petro-chemicals Linear LDP M LLBFO1IMUM Mumbai RS./KG
Petro-chemicals Linear LDP M LLBFO1MUM Mumbai RS/KG
Petro-chemicals Polypropylen PPIM10MUM Mumbai RS./KG
Petro-chemicals Polypropylen PPIM1OMUM Mumbai RS/KG
Petro-chemicals Polyvin.Chlo PVC6567MUM Mumbai RS./KG
Petro-chemicals Polyvin.Chlo PVC6567MUM Mumbai RS/KG
Plantations Arabica Coff COFAPAHSN Hassan RS/KG
Plantations Arabica Coff COFIAPAHSN Hassan RS./KG
Plantations Arabica Coff COFIAPAHSN Hassan RS/KG.
Plantations Cashew W320 CSHW320KLM Kollam Rs/Carton
Plantations Robusta Coff COFIRCBKSN Kushalnagar RS./KG
Plantations Robusta Coff COFIRCBKSN Kushalnagar RS/KG.
Plantations Robusta Coff COFRCBKSN Kushalnagar RS/KG
Plantations Rubber RBRRS4KTM Kottayam RS./QUINTA
Plantations Rubber RBRRS4KTM Kottayam RS/QUINTAL
Pulses Chana CHARJDDEL DELHI RS/QUINTAL
Pulses Chana CHARJDDEL New Delhi RS/QUINTAL
Pulses Chana CHARJDDEL NewDelhi RS/QUINTAL
Pulses Chana GRMRJDDEL New Delhi RS/QUINTAL
Pulses MasoorGrainB MSRBLDIDR Indore Rs/Quintal
Pulses Tur Desi AKL TURDESAKL AKOLA Rs/Quintal
Pulses Tur Lemon TURLMNMUM Mumbai Rs/QUINTAL
Pulses Tur Mah. Lal TURMHLAKL Akola Rs/Quintal
Pulses Urad URMFAQMUM Mumbai Rs/QUINTAL
Pulses Urad Desi JA URDDESJAL JALAGAON Rs/Quintal
Pulses Urad Desi JA URDDESJAL Jalgaon Rs/Quintal
Pulses Yellow Peas YPECANMUM Mumbai RS/QUINTAL
Pulses Yellow Peas YLPEASKPR KANPUR Rs./Qntl
Pulses Yellow Peas YLPEASKPR KANPUR RS/QUINTAL
Spices Chilli (Paal CHLGSMBGTR Guntur Rs/Quintal
Spices Chilli LCA 3 CHLL334GTR Guntur RS/QUINTAL
Spices Jeera JEERAUNJHA UNJHA RS/QUINTAL
Spices Pepper PPRMLGKOC Kochi RS./QUINTA
Spices Pepper PPRMLGKOC Kochi RS/QUINTAL
Spices Turmeric TMCFGRNZM Nizamabad Rs/QUINTAL
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SHORT COURSE ON COMMODATIES TRADING

SHORT COURSE ON COMMODATIESTRADING

Note:- All the words in blue colour are linked to web pages in Internet

Part 1: A Brief History

I n the 1840s, Chicago had become a commercial center with railroad and telegraph lines connecting it
with the East. Around this same time, the McCormick reaper was invented which eventually lead to
higher wheat production. Midwest farmers came to Chicago to sell their wheat to dealers who, in turn,
shipped it all over the country.

He brought his wheat to Chicago hoping to sell it at agood price. The city had few storage facilities and
no established procedures either for weighing the grain or for grading it. In short, the farmer was often at
the mercy of the dealer.

1848 saw the opening of acentral place where farmers and deal ers could meet to deal in "spot" grain -
that is, to exchange cash for immediate delivery of whest.

T he futures contract, as we know it today, evolved as farmers (sellers) and dealers (buyers) began to

commit to future exchanges of grain for cash. For instance, the farmer would agree with the dealer on a
price to deliver to him 5,000 bushels of wheat at the end of June. The bargain suited both parties. The
farmer knew how much he would be paid for his wheat, and the dealer knew his costs in advance. The
two parties may have exchanged a written contract to this effect and even a small amount of money
representing a "guarantee.”

Such contracts became common and were even used as collateral for bank loans. They also began to
change hands before the delivery date. If the dealer decided he didn't want the wheat, he would sell the
contract to someone who did. Or, the farmer who didn't want to deliver his wheat might pass his
obligation on to another farmer The price would go up and down depending on what was happening in
the wheat market. If bad weather had come, the people who had contracted to sell wheat would hold
more valuable contracts because the supply would be lower; if the harvest were bigger than expected,
the seller's contract would become less valuable. It wasn't long before people who had no intention of
ever buying or selling wheat began trading the contracts. They were speculators, hoping to buy low and

sell high or sell high and buy low.

Part 2: What istraded?

A cash commodity must meet three basic conditions to be successfully traded in the futures market:
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SHORT COURSE ON COMMODATIES TRADING

1. It hasto be standardized and, for agricultural and industrial commodities, must bein abasic, raw,
unprocessed state. There are futures contracts on wheat, but not on flour. Wheat is wheat
(although different types of wheat have different futures contracts). The miller who needs a

wheat futures to help him avoid losing money on his flour transactions with customers wouldn't
need aflour futures. A given amount of wheat yields a given amount of flour and the cost of
converting wheat to flour isfairly fixed. hence predictable.
2. Perishable commodities must have an adequate shelf life, because delivery on afutures contract
IS deferred.
3. The cash commodity's price must fluctuate enough to create uncertainty, which means both
risk and potential profit.

4.

Part 3: Futures Exchanges - alook inside

M ost exchange trading floors are divided into pits (or rings) where traders stand facing one another.
These are more or less shallow octagonal areas with raised steps around the edge. Each pit is
designated for trading one or more futures contracts. For instance, at the Chicago Board of Trade
(CBOT) there are large pits for trading T-bonds, soybean, and corn futures among many others. The
Commodities Exchange Center in New Y ork houses more than one futures exchange. There you will
find trading pits for such diverse commodities as coffee, sugar frozen orange juice, cocoa, gold,
cotton, and heating ail.

Every futures exchangeis set up in about the same way. Like the stock exchanges, the people trading
on the floor must be members of the exchange itself. The members support the exchange by dues and
assessments. Non-members - average investors, for instance trade through brokerage firms whose
officers or partners hold memberships.

The exchange provides the place to trade and support facilities, such as phones and price-reporting
and dissemination systems. It does not set prices or buy or sell for itself. However, its employees
scrutinize operations and strictly enforce exchange rules

Part 4: The Futures Contract

Unlike a stock, which represents equity in a company and can be held for along time, if not
indefinitely, futures contracts have finite lives. They are primarily used for hedging commodity price-

fluctuation risks or for taking advantage of price movements, rather than for the buying or selling of
the actual cash commodity. The word "contract” is used because a futures contract requires delivery

of the commodity in a stated month in the future unless the contract is liquidated before it expires.
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SHORT COURSE ON COMMODATIES TRADING

The buyer of the futures contract (the party with along position) agrees on a fixed purchase price to

buy the underlying commodity (wheat, gold or T-bills, for example) from the seller at the expiration
of the contract. The seller of the futures contract (the party with a short position) agreesto sell the
underlying commodity to the buyer at expiration at the fixed sales price. Astime passes, the
contract's price changes relative to the fixed price at which the trade was initiated. This creates profits
or losses for the trader.

I n most cases, delivery never takes place. Instead, both the buyer and the seller, acting independently
of each other, usually liquidate their long and short positions before the contract expires; the buyer
sells futures and the seller buys futures.

Avrbitrageurs in the futures markets are constantly watching the relationship between cash and futures
in order to exploit such mispricing. If, for example, an arbitrageur realized that gold futuresin a

certain month were overpriced in relation to the cash gold market and/or interest rates, he would
immediately sell those contracts knowing that he could lock in arisk-free profit. Traders on the floor
of the exchange would notice the heavy selling activity and react by quickly pushing down the
futures price, thus bringing it back into line with the cash market. For this reason, such opportunities
arerare and fleeting. Most arbitrage strategies are carried out by traders from large dealer firms. They
monitor prices in the cash and futures markets from "upstairs' where they have electronic screens and
direct phone lines to place orders on the exchange floor.

Part 5: Market Pressures

The cost of carry explains the basic relationship of cash to futures pricing, but it does not explain
many less certain factors that can affect futures pricing such as seasonal influences and other
unpredictable events.

Asfor Interest-rate and currency futures - those based on T-bonds, T-bills, Eurodollars and the five
major currencies - the biggest influences are the policies and trading activities of the Federal Reserve,
U.S. Treasury and foreign central banks, all of which affect interest rates.

Stock indexes are affected by whatever influences the stock market as awhole. Interest rates
certainly play amajor role - higher interest rates usually hurt the stock market. Other effects include
the overall prospects for corporate earnings and corporate tax policies that help or hurt big business.

Futures trading provides away to establish aform of price knowledge leading to continuous price
discovery. Futures prices reflect not only current cash prices, but also expectations of future prices
and general economic factors.

Part 6: Who Trades Futures and Why?
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There are two basic categories of futures participants: hedgers (hedge: A sale of futures contracts to
offset the ownership or purchase of the underlying cash commodity in order to protect it against
adverse price moves; or, conversely, a purchase of futures contracts to offset the sale of the
underlying cash commaodity, again for protection against adverse price moves.)and speculators.( A
trader who takes an outright long or short position in the market (opposite of "hedger"). Some
speculators also trade spreads.)

In general, hedgers use futures for protection against adverse future price movementsin the
underlying cash commodity. The rationale of hedging is based upon the demonstrated tendency of
cash prices and futures values to move in tandem.

Hedgers are very often businesses, or individuals, who at one point or another deal in the underlying
cash commodity. Take, for instance, a major food processor who cans corn. If corn prices go up. he
must pay the farmer or corn dealer more. For protection against higher corn prices, the processor can
"hedge" hisrisk exposure by buying enough corn futures contracts to cover the amount of corn he
expects to buy. Since cash and futures prices do tend to move in tandem, the futures position will
profit if corn prices rise enough to offset cash corn losses.

Speculators are the second major group of futures players. These participants include independent
floor traders and investors. Independent floor traders, also called "locals’, trade for their own
accounts. Floor brokers handle trades for their personal clients or brokerage firms.

For speculators, futures have important advantages over other investments:

a. If thetrader's judgment is good. he can make more money in the futures market faster
because futures prices tend, on average, to change more quickly than real estate or stock
prices, for example. On the other hand, bad trading judgment in futures markets can
cause greater losses than might be the case with other investments.

b. Futures are highly leveraged investments. The trader puts up a small fraction of the
value of the underlying contract (usually 10%-15% and sometimes less) as margin, yet
he can ride on the full value of the contract as it moves up and down. The money he
puts up is not a down payment on the underlying contract, but a performance bond. The
actual value of the contract is only exchanged on those rare occasions when delivery

takes place. (Compare thisto the stock investor who generally hasto put up at |east
50% of the value of his stocks.) Moreover the commodity futures investor is not
charged interest on the difference between the margin and the full contract value.

c. In generd, futures are harder to trade on inside information. After al, who can have the
inside scoop on the weather or the Chairman of the Federal Reserve's next proclamation
on the money supply? The open outcry method of trading - as opposed to a specialist
system - insures avery public, fair and efficient market.

file:///F)/shortcourseoncomtrading.htm (4 of 11) [12/21/2009 8:32:12 PM]



http://futures.tradingcharts.com/glossary/d-i.html#hedge

http://futures.tradingcharts.com/glossary/s-z.html#speculator

http://futures.tradingcharts.com/glossary/a-c.html#cashcommodity

http://futures.tradingcharts.com/glossary/d-i.html#delivery

http://futures.tradingcharts.com/glossary/j-o.html#margin



SHORT COURSE ON COMMODATIES TRADING

d. Commission charges on futures trades are small compared to other investments, and the
investor pays them after the position is liquidated.
e. Most commodity markets are very broad and liquid. Transactions can be completed quickly,
lowering the risk of adverse market moves between the time of the decision to trade and the
trade's execution.

Part 7: The Clearing House

Each futures exchange has a clearing association which operates in conjunction with the exchange
in amanner similar to a bank clearing house.

M embership in the clearing association is composed exclusively of well-capitalized members of
the exchange and corporations or partnerships one of whose officials must be an exchange
member Exchange members who do not join the clearing association must clear their trades
through a member of the association.

Every clearing-house member must put up fixed original margins and maintain them with the
clearing house in the event of adverse price fluctuations. In such instances, the clearing house may
call for additional margins throughout the day without waiting for routine end-of-day settlement.

It is worth noting here that parties to a trade who disagree about the information they exchanged
in the pit (such as the price, number of contracts or month of the trade) must settle their
differences and clear the trade before they are allowed to return to the floor the next morning.
Disputes rarely arise, but if they do, exchanges have steps to follow in helping to resolve them.

Part 8: Market News and Analysis

Keep in mind that futures prices are more volatile than stock prices. An established company that
has enjoyed along history of solid earnings will probably continue to do so. But acommaodity that
has trended up during one year, may turn around in the opposite direction the next year - and very
quickly, too. For this reason, the commodity trader cannot sit back and relax knowing that his
futures contract will bring in smooth returns. He must do his homework. In the futures market that
means forecasting using fundamental analysis, technical analysis (charting), or both.

| nfor mation Sour ces for Fundamental Analysis

The fundamental approach to forecasting futures prices involves monitoring demand and supply.
Traders gather this information from a number of sources trade organizations, private
newsgathering and research firms, and the press. The most complete source of information isthe
U.S. government through the Departments of Agriculture, Treasury and Commerce and the
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Federal Reserve Banks.

everal brokerage firms issue market letters, which are usually in the form of digests of market
information with opinions on future price trends.

Also, afew private advisory services provide commodity market information. They analyze
available information from government and other sources, and make their own market and price
forecasts.

Technical Analysis - the Philosophy of Charting

The cornerstone of technical trading isthe belief that fundamental information, political events,
natural disasters and psychological factors will quickly show up in some form of price movement.
The chartist, therefore, searches for certain formations or patterns which indicate bullish or
bearish shifts in fundamentals. If his analysisis correct, he can quickly profit from the changes
without necessarily knowing the specific reasons for them.

Fundamental traders can also use charting information. Since the market price itself may react
before the fundamental information comesto light, chart action can aert the fundamental analyst
that something is happening and encourage closer market analysis.

How Charting Works

Bar charts, one of the more popular tools of traders, include information on a particular futures
market's price movements, volume and open interest. Such charts are produced daily, weekly and
monthly. Studying historical patterns can help to provide along-term perspective on the market.

I n addition to studying chart patterns, traders also look at moving averages, oscillators and other
devicesin ascertaining how bullish or bearish a market may be growing. Computer models are
also used to check trend direction.

Charting is not an exact science. Allowances must be made for errors, and unexpected events can
disrupt forecasts made on chart patterns. Even so, many market participants - both fundamental
and technical traders - find that charting helps them stay on the right side of the market aswell as
pin down entry and exit points.

Part 9: Taking a Position

Hedging

file:///F)/shortcourseoncomtrading.htm (6 of 11) [12/21/2009 8:32:12 PM]



http://futures.tradingcharts.com/glossary/s-z.html#technical%20analysis

http://futures.tradingcharts.com/glossary/a-c.html#bull

http://futures.tradingcharts.com/glossary/a-c.html#bear



SHORT COURSE ON COMMODATIES TRADING

Hedging programs are used by individuals and companies who want protection against adverse
price moves which would affect the cash commaodities in which they deal.

The Short Hedge

I n ashort hedging program, futures are sold. This strategy is used by traders who either own the
underlying commodity or are in some way subject to losses if its price declines.

TheLong Hedge

Suppose the miller knowsin July that in September he will buy 10,000 bushels of wheat from a
grain elevator operator for grinding into flour. He worries that wheat prices will risein the
meantime because he has already guaranteed a price at which to sell flour to abaker in October.

Because he does not have the wheat now, he is considered to be "short the actuals" or "short the
cash market." Therefore, to hedge this risk in the futures market, he can buy two wheat futures
contracts (each represents 5.000 bushels). In September the cash price of wheat rises, the value of
his futures contracts will rise too. The profit on the futures “leg" of his hedge will be earned by
selling the futures at a higher price than he paid when he initiated the position, and will offset the
extramoney he must pay the grain elevator operator for the wheat.

The Relationship Between the Hedger and the Speculator

Unlike the hedger, the speculator usually has no contact with the underlying commaodity; he has

no natural long or short position as in the case of the hedger. He isin the market to make profits
by buying low and selling high. Speculators are very important to a market. They make it more
liquid and often take the opposite side of hedgers trades. In this way, they act as atype of
Insurance underwriter by bearing the risk which hedgers seek to avoid.

Spreads

M uch of the non-hedging activity in the futures markets involves spread trades (also called

straddles). These strategies generally carry lessrisk than outright long or short positions; hence,
they usually have lower margin requirements. Spreads involve the simultaneous buying and

selling of futures contracts with different characteristics.

Compared to speculators, traders who put on spreads tend to make limited profits; they also suffer
milder losses and likely enjoy a better night's sleep.
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Part 10: Taking Delivery

Y ou may wonder what happens if a trader forgets to close out along position. If he bought live

hog futures, will someone deliver 40,000 pounds worth of squealing porkersto his back door the
morning after his contract expires?

Brokerage firms watch their open accounts and know who has long or short positionsin contracts
nearing maturity. Prior to delivery day, they inform customers who have open long positions that
they must either close out the position or prepare to take delivery and pay the full value of the
underlying contract. By the same token traders with short positions are informed that they must
close out their trades or prepare to deliver the underlying commodity. In this case, they must have
the required quantity and quality of the deliverable commaodity on hand.

On the few occasions that a buyer accepts delivery against his futures contract, he is usually not
given the underlying commodity itself (except in the case of financials), but rather a receipt
entitling him to fetch the hogs, wheat, or corn from warehouses or distribution points.

Food processors or manufacturers who use futures to hedge rarely take delivery because the

deliverable grade on the contract may not be exactly what they need. Hence, they will close out
their futures position before delivery and buy in the cash market instead.

Sometimes merchants and deal ers accept delivery because they can find buyers for many grades
and types of the underlying commodity.

Part 11: Optionson Futures

Options on futures began trading in 1983. Today, puts and calls on agricultural, metal, and
financia (foreign currency, interest-rate and stock index) futures are traded by open outcry in
designated pits. These options pits are usually located near those where the underlying futures

trade. Many of the features that apply to stock options apply to futures options.

An option's price, its premium, tracks the price of its underlying futures contract which, in turn,
tracks the price of the underlying cash. Therefore, the March T-bond option premium tracks the
March T-bond futures price. The December S& P 500 index option follows the December S& P
500 index futures. The May soybean option tracks the May soybean futures contract. Because
option prices track futures prices, speculators can use them to take advantage of price changesin
the underlying commodity, and hedgers can protect their cash positions with them. Speculators
can take outright positions in options. Options can also be used in hedging strategies with futures
and cash positions.
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SHORT COURSE ON COMMODATIES TRADING

Futures options have some unique features and a set of jargon all their own.
Puts, Calls, Strikes, etc.

Futures offer the trader two basic choices - buying or selling a contract. Options offer four
choices - buying or writing (selling) acall or put. Whereas the futures buyer and seller both
assume obligations, the option writer sells certain rights to the option buyer.

A call grants the buyer the right to buy the underlying futures contract at a fixed price the strike
price. A put grants the buyer the right to sell the underlying futures contract at a particular strike
price. The call and put writers grant the buyers these rights in return for premium payments which
they receive up front.

The buyer of acall is bullish on the underlying futures; the buyer of a put is bearish. The call

writer (the term used for the seller of options) feels the underlying futures price will stay the same
or fall; the put writer thinks it will stay the same or rise.

Both puts and calls have finite lives and expire prior to the underlying futures contract.

The price of the option, its premium, represents a small percentage of the underlying value of the
futures contract. In amoment, we look at what determines premium values. For now, keep in
mind that an option's premium moves along with the price of the underlying futures. This
movement is the source of profits and losses for option traders.

Who wins? Who |loses?

The buyer of an option can profit greatly if his view is correct and the market continues to rise or
fall in the direction he expected. If he iswrong, he cannot |ose any more money than the premium
he paid up front to the option writer.

M ost buyers never exercise their option positions, but liquidate them instead. First of all, they

may not want to be in the futures market, since they risk losing afew points before reversing their
futures position or putting on a spread. Second, It is often more profitable to reverse an option that

still has some time before expiration.

Option Prices

An option's price, its premium, depends on three things: (1) the relationship and distance between
the futures price and the strike price; (2) the time to maturity of the option; and (3) the volatility of
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the underlying futures contract.

The Put

Puts are more or less the mirror image of calls. The put buyer expects the price to go down.
Therefore, he pays a premium in the hope that the futures price will drop. If it does, he has two
choices. (1) He can close out hislong put position at a profit since it will be more valuable; or (2)
he can exercise and obtain a profitable short position in the futures contract since the strike price
will be higher than the prevailing futures price.

Part 12: A Safety Net (of sorts)

Through the control offered by the exchanges, and government regulation, trading in the
commodities markets does offer some limited protection from manipulation. The use of prudent
orders does a so offer some protection from loss.

The Short Futures Position

This simply means taking a short position in the hope that the futures price will go down. Thereis
nothing to borrow and return when you take a short position since delivery, if it ever takes place,
doesn't become an issue until some time in the future

Part 13 : Limit and Stop-L oss Orders

"Limit orders" are common in the futures markets. In such cases, the customer instructs the broker
to buy or sell only if the price of the contract he is holding, or wishes to hold, reaches a certain
point. Limit orders are usually considered good only during a specific trading session, but they
may also be marked "G.T.C." good till canceled.

Maximum Daily Price Moves

Sometimes futures prices in certain markets will move sharply in one direction or the other
following very important news extremely bad weather in agrowing area or a political upheaval,
for instance. To provide for more orderly markets, the exchanges have definite daily trading limits
on most contracts.

M ost futures exchanges use formulas to increase a contract's daily trading limit if that limit has
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SHORT COURSE ON COMMODATIES TRADING

been reached for a specific number of consecutive trading days. Also. in some markets, trading
limits are removed prior to expiration of the nearby futures contract. For other contracts, including
stock index and foreign currency futures, no trading limits exist.

The Commodity Exchange Act

Trading in futures is regulated by the Commodity Futures Trading Commission, an independent
agency of the United States government. The CFTC administers and enforces the Commodity
Exchange Act.

The End
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