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Forex for Absolute Dummies 


 
Forex (foreign exchange) refers to the foreign currency 
exchange market, the world’s largest financial trading 
market.  Pass yourself as a forex expert with these buzz 
words: 
• Bid – to buy 
• Ask – to sell 
• Liquidity – financial ease of transaction, i.e. cash 
• Trading volume – the amount traded 
• Bid/ask spread – the difference between the proposed 


buying price and the actual selling price 
• OTC – over the counter 
• Exchange rate – the difference between currency values; 


for instance, a Canadian dollar is valued at .86 of a US 
dollar 


• Hedge funds – large mutual funds companies that 
control vast amounts of money and are able to 
manipulate the value of a currency through speculation 


• Central bank – the national bank of a nation, which 
usually exerts control over the value of that currency 


 
Forex trading is  the investment in the currency of one 
nation.  Multinational Corporations doing business across 
national boundaries find value in keeping their cash 
reserves in a variety of countries, and holding their funds in 
a myriad of ways.  For example, a UK corporation may hold 
a percentage of its working capital in UK pounds, but if it 
does quite a bit of business in USA it may also maintain a 
percentage of its money in dollars, in US banks.  Individual 
investors over the decades have discovered that there is 
profit to be made in investment and speculation in the 
currency markets. 
 
Take the case during the 70’s when the German DM swung 
rapidly in value.  It was worth anywhere from 1.2 marks to 
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the US dollar to 3.5 US marks to the dollar.  When the mark 
was worth 2.5 it was beneficial to spend dollars buying 
marks, since the mark would buy more goods or services at 
that rate.  As the mark bottomed out 1.7 to the dollar there 
was less incentive.   
 
Surprisingly, the forex market itself is not unified.  One can 
find many small forex markets specializing in trading 
various currencies.  The most commonly traded currencies 
in forex speculation are the US dollar, the Australian dollar, 
the British pound sterling, the Japanese yen, and the 
European Euro.  Currency values vary depending on the 
market in which an investor is speculating, so there is really 
no such thing as a single, unified dollar rate, but instead 
there are multiple dollar rates, which vary according to the 
market where the trade is occurring.   
The major cities in which trades occur include New York,  
London,  and Tokyo.  It’s a 24 hour process. When Asian 
trading ends, European trading commences, and when 
European trading ends, then American trading opens.  
Naturally, when American trading ends, it is time for Asian 
trading to open house once more… and so on.   
 
Currently, the most actively traded currency is the US 
dollar, involved in 90% of all trades.  This is followed by the 
Euro involved in 36% of all trades, then by the yen in 20% 
and the pound in 17%.   
 
Our fastest rising currency in trade is the Euro, however the 
US dollar is still the favored anchor point-- and the 
currency watched so as to judge how others will react.  
Differences in value of currencies come from the current 
events.  GDP growth, inflation dips, interest rate swings, 
budget and trade deficits, surpluses and other economic 
conditions all shift currency values.  Investors, for this 
reason, follow the news very closely.  There are 24 hour 
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cable news channels and many web sites devoted to news 
that aid currency speculators. 
 
The forex market is highly susceptible to rumors.  In fact 
the central banks of countries frequently manipulated local 
currency value by sowing rumors about interest rate hikes 
and other economic propaganda that impacts the value of 
the domestic currency. When this news is false it is called a 
dirty float- and it dismays the market. 
 


***** 
 


Money Management Basics for Forex Traders 
 
Money management in the foreign exchange currency 
market requires educating yourself in a variety of financial 
areas.  First, a definition of the foreign exchange currency 
or forex market is called for.  The forex market is simply the 
exchange of the currency of one country for the currency of 
another.  The relative values of various currencies in the 
world change on a regular basis.  Factors such as the 
stability of the economy of a country, the gross national 
product, the gross domestic product, inflation, interest 
rates, and such obvious factors as domestic security and 
foreign relations come into play.  For instance, if a country 
has an unstable government, is expecting a military 
takeover, or is about to become involved in a war, then the 
country’s currency may go down in relative value compared 
to the currency of other countries. 
 
There are five major forex exchange markets in the world, 
New York, London, Frankfurt, Paris, Tokyo and Zurich.  
Forex trading occurs around the clock in various markets,   
Asian, European, and American. With different time zones, 
when Asian trading stops, European trading opens, and 
conversely when European trading stops, American trading 
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opens, and when American trading stops, then it is time for 
Asian trading to begin again.   
 
Most of the trading in the world occurs in the forex 
markets; smaller markets for trade in individual countries.  
Simply put forex trading is the simultaneous buying of one 
currency and selling of another.  Over $1.4 trillion dollars, 
US of forex trading occurs daily and sometimes fortunes are 
made or lost in this market.  The billionaire George Soros 
has made most of his money in forex trading.  Successfully 
managing your money in forex trading requires an 
understanding of the bid/ask spread. 
 
Simply put the bid ask spread is the difference between the 
price at which something is offered for sale and the price 
that it is actually purchased for.  For instance, if the ask 
price is 100 dollars, and the bid is 102 dollars then the 
difference is two dollars, the spread.  Many forex traders 
trade on margin.  Trading on margin is buying and selling 
assets that are worth more than the money in your account.  
Since currency exchange rates on any given day are usually 
less than two percent, forex trading is done with a small 
margin.  To use an example, with a one percent margin a 
trader can trade up to $250,000 even if he only has $5,000 
in his account.  This means the trade has leverage of 50 to 
one.  This amount of leverage allows a trader to make good 
profits very quickly.  Of course, with the chance of high 
profits also comes high risk.   
 
People who do forex trading do so because they are 
attracted by 24 hour trading days, by strong liquidity – 
unlike stocks, buying and selling is almost instantaneous – 
and the fact that forex trading usually occurs without 
paying commissions. 
 
Like many other speculative investments, a key part of 
money management for the forex trader is only using 
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money that can be put at risk.  It is wise to set aside a 
portion of your net worth and make that the only money 
you use in forex trading.  While the chances of good profits 
are there, if you should have a problem and get wiped out, 
you’ll only have a limited amount of money placed at risk.   
Also remember that the market is n constant motion.  
There are always trading opportunities.  If a currency is 
becoming stronger or weaker in relation to other currencies 
there is always a chance for profit.  For instance, if you 
believe that the Euro is gong to become weak compared to 
the US dollar then selling Euros is a good bet.  If you 
believe that the dollar is going to become weaker than the 
yen, or the pound sterling, then selling dollars is wise.  
Staying current on the news and current events in the 
countries whose currency you hold is a smart move.  Many 
people reach points where they can predict currency 
changes based on political or economic news in a given 
country.  Remember though that forex trading is 
speculation, so be careful when managing your funds and 
only invest what you can afford to risk. 
 


***** 
 


Foreign Exchange Markets – A General Overview 
and Structure  


of the Forex Market 
 
In the beginning countries would trade with each other 
using the barter system. If one nation needed lumber but 
had cattle, they would trade one product for another.  This 
was pure trading.  This type of economy has many 
limitations, but served mankind well for many centuries.  
However, nations quickly saw the benefit of having a 
system of exchange, and while some cultures used pretty 
rocks, or animal teeth, precious metals quickly became 
established methods of exchange. God and silver were the 
most popular.  Initially gold and silver coins were used, and 
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in fact the name of the British standard currency, the 
pound sterling, came from the Hasterling region where gold 
coins were made, and originally meant coins of the 
Hasterling’s.  Up until World War I most nations had 
central banks that supported the value of their currencies 
and most used gold as the standard.  Paper money was 
printed and it legally could be exchanged for gold but this 
did not often happen.  Since it was rarely converted, some 
banks and some nations believed they no longer needed to 
keep reserves of gold in their vaults, as the US once did 
with Fort Knox.  Inflation then occurred.   
 
Near the end of World War II a conference known as 
Bretton woods had many nations reach an agreement on a 
reserve currency system based on the US dollar.  The World 
Bank and other organizations agreed, and a fixed exchange 
rate system was reached.  The value of the dollar was fixed 
on a certain amount of gold, and other currencies were 
fixed on value to the dollar.  Currency trading after this 
however has evolved and currencies have grown in value, 
and gone down in value, leading to fluctuation.   
 
Today traders take advantage of the fluctuation in value 
among currencies through the forex or foreign currency 
markets.  It is quite common to see a trader who suspects 
that the value of the Euro will go up against the yen or the 
dollar and follow the old axiom of “buy low and sell high.”  
On of the ways this is done is through margin trading.  With 
margin trading a trader doesn’t have to have all the money 
in an account that is being traded.  If a trader has 10,000 
and works with a one percent margin, he is able to trade 
$100,000 in currency. This adds great leverage to the trade 
and makes forex trading very attractive to many who are 
looking for a large and quick return on their investments.  
Forex traders are also attracted to the low costs associated 
with trading since most trades are without commission. 
The fact that there is a 24 hour trading cycle is also 
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attractive to many.  Traders have opportunities for large 
profit, but they also have risk inherent.  An aggressive 
trader may experience profit and loss swings of up to 30% 
in a day.  This can be 30% to the good, or to the bad, so 
forex trading requires education and courage as well as 
capital.  However there are no daily limits and no 
restrictions on trading hours other than the weekend when 
markets are closed.  For this reason there are always 
opportunities.  Money will always be made.   
 
Much of the forex trading that occurs however is not with 
individual investors or speculators.  Many commercial 
organizations have currency exposures that are created due 
to import and export activities.  This is reason enough for 
many to engage in forex trading.  However, financial 
institutions remain the biggest players in the forex market.  
Banks, brokers, mutual funds and other major financial 
institutions are actively involved in forex trading.    
 
Some nations in the past have complained about hedge 
funds and other large institutions involved in forex trading, 
saying that they have intentionally devalued their 
currencies to make quick profits. George Soros, the famous 
billionaire who is involved in politics, has been accused of 
this practice by the government of Indonesia.  Whether it is 
true or not, and if true whether it should or should not be 
done is not for this article.  However, when institutions 
control such large amounts of money, the chance of 
manipulation does exist.   As long as foreign currency is 
traded, there will be such accusations. However, the forex 
market remains a way to achieve substantial financial gain. 
 


***** 
 
Earn Thousands  Hourly (with a Forex Simulator.) 
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Test-driving an online forex demo account is the preferred 
method of potential traders to minimize risk.   A demo 
account readily allows a cautious person to go online and 
observe exactly how a paid account would work.  Think of it 
like playing the popular wargame Command and Conquer: 
you send in the troops (gobs of fictitious money), make a 
few tactical maneuvers (invest in speculative exchanges) 
and conquer territories (reap profit).   
 
It can be addictive. Without investing and risking any real 
money, the investor plays with ghost money in an account 
and initiates buys and sells the same way it would be done 
in reality.  The software used for these demo accounts  
parallels what the real trading platform does. Real figures 
are pulled from exchanges, trend charts are generated, and 
profits are calculated from buy/sell maneuvers., A trader 
sees at the end of the day the net loss or gain should real 
money had been used in the transactions. 
 
Even a novice can trade.  Let’s assume an investor pretends 
to open a margin account with ten thousand dollars.  He 
watches trends in the currency markets and believes that 
the dollar will go up in value against the British pound.  The 
demo software empowers him to purchase at a ten to one 
margin; he then authorizes a buy of one hundred thousand 
dollars of dollars and sells one hundred thousand dollars of 
Pounds.  There will be a spread, or difference, which 
accumulates to the gains, or “profit”.   
 
Why invest time with demo accounts?  Simple. It’s safe to 
learn the currency trade without having real money to lose.  
 
Think of it like crashing your car in driving simulators or 
doing crazy rolls in an F-14 - on a Playstation. You stretch 
your creativity, test your reflexes and build your skills all 
behind the safety of a highly immersive computer screen.  
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Your mind gets a full reflex workout without incurring 
damage to property and incurring lawsuits!  
 
The same holds true for forex trading.  Spending time with 
a demo account allows the potential trader to gain skills 
and learn the ins and outs  of the game and the market 
place.  A person is then able to see if they truly have the 
instincts necessary for the market and have sufficient 
knowledge to “play with the big boys.”   
 
Almost all online companies involved in forex trading offer 
demo accounts, sometimes free and sometimes for a small 
fee.  Even if a fee is paid, it is usually worth it because a 
forex trader can flex his skills and knowledge for vast 
profits after spending some time practicing with the forex 
demo software.   
 
Setting up a demo account requires nothing more than a 
valid email address and your name. Upon activation, you 
will have access to the usual charts, graphs, ordering 
system and even prediction tools. The latter are quite 
interesting, particularly predictive implements based on 
Fibonnacci… but take care that such tools can never predict 
swings in the market. Too many social, political and 
environmental variables cause erratic fluctuations and no 
software can ever take those into consideration.  
 
Richard Peyton, my good friend,   benefited from a forex 
demo account.  After months of study of the forex market, 
Jackson was convinced that he could make a go of it as a 
day trader in the forex market.  His girlfriend, however 
wasn’t convinced and feared the inherent risk.  She 
considered forex nothing more than sophisticated 
gambling. 
 
Richard went to a brokerage company online that he felt 
held good reputation. He set up a demo forex account and 







 15


began to make trades as though he were using real money.  
After several days, on paper, Richard garnered consistent 
profit.  He continued learning and  his confidence increased 
that he grew anxious to open a real forex account and invest 
a percentage of disposable income.  His girlfriend also saw 
how on paper he had made a nice profit and relaxed, 
withdrew her objections.     
 
Today Richard and his family do very well financially 
through forex trading, With a demo account, he leapt into a 
world of vast financial potential and built a fortune. He 
retired his day job. 
 


***** 
 


Eight Key Aspects in Selecting Your Forex Broker 
 
As you decide upon a forex broker there are many factors to 
take into account. 
• Trust 
• Experience 
• References from past clients 
• Level of success 
• Amount of advice to be given 
• Convenience 
• Amount of margin offered 
• Speed 
 
The aforementioned are important.  In any financial 
transaction it is important to trust the broker you work 
with.  This trust is garnered by the experience level the 
broker has.  Of course there are some new brokers starting 
out who are quite trustworthy, but most people would 
rather work with an experienced broker. For that reason 
most new brokers attach themselves to a firm where they 
can be mentored and gain experience.   
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References from previous clients are vital.  If your broker 
has helped someone else is successful in the past and that 
person is willing to speak up for him that says a lot.  You 
can gage the level of success your broker has had by 
speaking with past clients and seeing how well they did 
working with this broker.   Next, take a look at the amount 
of advice your broker is willing to give you.  Of course, you 
make your own decisions and will never take another 
person’s word for everything, but it is good to have 
knowledge to work with, and advice from an experienced 
broker is key information to factor in.  Convenience is also 
impotent.  If you live in California then an Ohio broker 
might not be the best choice.  But in the age of the internet 
that factor has become less relevant.  With fax and email 
where you and your broker live has become less important.   
 
Pay attention to the margin offered.  Margin is used to 
leverage your money.  A broker who gives you a 50 to one 
margin is more valuable than one who gives you 20 to one.  
And of course speed.  Is your broker quick?  Does he return 
phone calls and emails promptly?  If so, perhaps you can 
work with him. 
 
Remember that the broker serves as a trusted advisor and 
someone that you may be working with for years to come so 
choose the relationship carefully.  Ask friends and 
acquaintances who are active in forex trading what broker 
they use and how they met.  It is quite possible that you can 
get a referral from a friend or acquaintance you trust and 
acquire a good forex broker that way. 
 
An alternative method to find a forex broker is to go online.  
There are message forums, chat rooms, and email groups 
through portals like Yahoo, Google and MSN that contain a 
wealth of information.  Getting onto one of these online 
communities and asking other people for advice is the way 
that many people found their broker.  If a broker has 
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several clients in an online community who are happy with 
what he has accomplished for them, then that is a good 
indication that you might be happy with him as well.  Take 
advantage of the number of people who are on the internet 
and join some of these online communities. Ask question 
and you’ll probably learn a great deal from the experiences 
that other people have had.  Also find trade journals, 
magazines and ezines to subscribe to.  Read as much as you 
can about the subject of forex trading before going into it. 
Become a smart shopper and smarter trader. 
 
Locating a superb forex broker is a job in itself. When you 
visit with a forex broker you are in essence conducting an 
employment interview to determine if this is the broker you 
wish to handle your financial affairs, so be thorough. Ask 
plenty of questions.  Ask for references.  Don’t be shy.  Also 
check with other people in the office of the broker and see if 
you would trust them to fill in for your broker if he were not 
available.  And, see if the broker is willing to offer you a 
demo account to use to get in some practice before you 
actually make an investment.  If the broker is able to do so 
and encourages you then it means that the broker wants 
educated clients and is not just out for the quick buck.  See 
what kind of training and tutoring the broker is willing to 
offer.  A good broker will offer to answer your questions 
and help you through the learning process.   
 


***** 
 


Winning strategies with Forex Charts   
 
As you read forex charts, remember that the two 
fundamental approaches for online forex trading: 
fundamental analysis and technical analysis.   
 
Fundamental analysis doesn’t rely on forex charts. It 
scrutinizes political and economic indicators to  determine 
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trades.  Charts here are deployed as used as a secondary 
reference.   
 
Technical analysis on the other hand, attempts to predict 
price swings by analysis of historical price activity.  Those 
who use technical analysis study the relationship between 
price and time.   
 
The most actively traded pair of currencies is the Euro and 
the US dollar, so we will use them in our example.  The 
dollar is on the right hand side of the chart and the Euro is 
on the left hand side.  The currencies are expressed in 
relationship to each other in pairing.  Forex charges will 
always display how much of the currency on the right hand 
side is necessary to buy a unit of the currency on the left 
side.  Looking at the typical EU-USD, chart you will notice 
the last price displayed per given date.  This number is 
always emphasized.  The time is tabbed horizontally across 
the bottom of a chart and the price scale is displayed 
vertically along the right hand edge of the chart.  The time 
and the price are set in all caps to help the trader remember 
that technical analysis rests upon the relationship between 
time and price.   
 
The trader observes the price and time movement on a 
chart.  These include bars, lines, point and figure, and 
Japanese candle sticks-- the most favored method.   With 
the candlestick method there is a large, red section that is 
the body of the candlestick. Lines protrude from the top 
and bottom and they are the upper and lower wicks.  When 
you look at all the candles on a chart it is apparent that 
bodies come by difference sizes. Sometimes no body exists 
at all.  
The same is true with wicks.  Candle wicks come by many 
difference sizes;  there may be no wick at all.  The length of 
the body and the length of the wick are determined by the 
price range for the candle.  Longer candles will have had 
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more price movement during the time that they were open.  
The top of a candle wick is the highest price for that 
currency while the wick’s bottom is the lowest price.  A 
currency is bullish when the close of the candle is higher 
than the open.  In simple terms this means that there were 
more buyers than there were sales during the opening time 
period.  Sometimes the candles will not have wicks.  The 
price opened and it dropped off until it closed.   
 
Forex charts don’t offer bullet proof trading hints, but they 
can help a trader. Past trends do have their place in forex 
trading as most traders will admit, and using the charts to 
track historical trends can assist a trader in making a snap 
decision. 
 
The online investor typically joins a service that provides 
realtime  charts that updates on currency activity.  Charts 
can be checked on a minute to minute basis.  For those who 
primarily do their trading based on historical accuracy this 
can ease the burden of prediction.   
 
Most forex traders however use a combination of 
fundamental and technical analysis.  They may chart 
historical trends, but they will also pay close attention to 
political, cultural and economic indicators within a region.   
They might use charts and other techniques to check 
correlation between political climate and currency 
fluctuations.  But even the most sophisticated technical 
analysis software or tool has its limitations.  A trader must 
be prepared to take risks… and invest money that is not 
needed for the immediate future. 
 
 


***** 
 


Vital Tactics to Minimize whopping Forex Losses 
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Forex trading has one goal:  to make money.  Remember, 
that like any speculative venture, there is a potential for 
loosing money.  The same holds true with the stock market 
the commodities market, and the money market.  Any 
investment that has a chance of great gain poses a certain 
level of risk.  As a forex trader you  want to minimize your 
chance of risk.  Observe the following Best Practices: 
 
• Stay informed.  Peruse the current events magazines 


and political  journals.  Know how the global political 
and social landscapes. Have been shifting 


• Brush up on economics.   A college refresher course can 
keep you out of the red.  Journals by economists like 
John Maynard Keyes, Kenneth Galbraith and Walter 
Williams can help you guesstimate potential forex 
uptrends.    


• Read periodicals like the Asian Wall Street Journal and 
Business Investors Daily. 


• Fire up  a practice demo account and get a feel of  the 
game before jumping into the market. 


• Befriend a broker you trust. 
• Cultivate friendships with other traders into active 


trading. 
• Understand historical trends and their impact on the 


charts. 
• Take a short course on forex trading to get your skills up 


to speed. These cost under $200 and can help you avoid 
$20000 losses 


• Research forex on the Internet. Forums provide great 
sources of information 


• And finally,  invest money that you can actually afford to 
lose if worse comes to worse.  Then you won’t be out of 
the game completely. 


 
The stroke-prone are discouraged to dive into Forex trading 
.  Jerry Sparks was a forex trader who did very well for 
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years.  He followed all of the rules.  His college degree was 
in history with a minor in political science and he went back 
and took extra courses in economics and business.  Jerry 
stayed informed. He watched CNN, CNBC, MSNBC and Fox 
News often. He went to all the major web sites and read 
several magazines.  He also spent time with a demo account 
before he got into the market in a big way.  Jerry was 
determined to make a killing, and he eventually did.  Jerry 
also only invested money that he had designated as risk 
capital.  He could still live without it if needed. 
 
Sam Franks, Jerry’s friend, didn’t do as well.  Sam never 
took an economics course in his life and in fact was bored 
by Economics.  He knew nothing of history or politics and 
didn’t even know who John Maynard Keyes was.  Sam took 
his life savings and invested in forex trading without having 
spent time practicing with a demo account.  He knew 
nothing of the currencies he was trading, and didn’t know 
what historical trends were, or what activity was occurring.  
He knew nothing of inflation, and in the end he lost some of 
his money.  The difference in these two people is important. 
One was prepared and the other was not prepared. One 
made money and the other did not. One did his homework 
and one neglected it.  What you can learn from this is that it 
is better to be prepared. 
 
By knowing something about other countries and the 
activities happening over there, you’ll be better able to 
make educated guesses.  For instance, if there is a great 
deal of inflation in a country, you may not want to invest in 
its currency.  However, if you are hedging against that 
currency you may do well.  Remember that it is never too 
late to learn.  There are many good courses available online, 
and offline.  There are many great books to read.  Many 
economists write newspaper and magazine columns and 
many have web sites you can go to.  By doing so you’ll be 
able to learn at the feet of the masters.  See how their minds 
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work, and what currencies they are currently investing in, 
and you’ll be in a better place when it comes time to make 
those hard decisions yourself.    Also going online and 
meeting other people in forums and chat rooms who share 
your interest will give you more insight and knowledge.  
Like anything else in life, forex trading is a job that you 
must prepare for. The better educated you are, and the 
better prepared you are, the more likely you will be to be 
successful. 
  


***** 
 


Five KickAss Strategies in Forex Trading 
 
As you consider forex trading as a profit making venture, it 
is important to work out winning strategies beforehand if at 
all possible.   Making decisions regarding your forex trading 
and developing a strategy can be seen as your foundation.  
With your strategy you will optimize your risk with respect 
to the expected reward, or put the odds in your favor.  
Trading strategies should be disciplined and limit risk, 
while placing you at the most favorable advantage in the 
market.  One strategy is the simple moving away average, 
which is based on a technical study over twelve periods, 
with each period fifteen minutes in length.  This is a good 
example of a trading decision that is arrived at through 
strategy. 
 
A handy rule is used in this strategy.  When currency price 
crosses above the twelfth period, simply move away it is a 
signal to stop and reverse.  In this way a long position will 
be liquidated and a short position will be established, both 
using market orders.  This system will keep trades always in 
the market, with either a short position or a long position 
after the first signal.   
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Another strategy is to study support and resistance levels.  
This is another technical analysis strategy and derives 
support and resistance.  The idea is that the market tends to 
trade above support levels and trade below resistance 
levels.  If either a support or a resistance level is broken, 
then the market will follow through is the direction given.  
These levels can be determined by analysis of the chart and 
assessment of where the chart has encountered unbroken 
support or resistance in times past.   
 
Anther tactic perceived to be exotic is called the balloon 
strategy.  A balloon option is an option that balloons, or 
increases in size when triggers are reached.  For example, if 
an investor believes that the dollar will gain strength 
against the Euro in the near future and is currently trading 
at 100, the investor will see 110 as being strong resistance, 
but the investor also believes it will be broken.  So, rather 
than buying straight dollars at 100 for the next six months 
the investor will purchase at “at the money” balloon call 
with a 110 trigger and multiple of two.  The investor will 
then own a 100 call in USD110mm.  But if the dollar and 
Euro ever trade at or above 110, the 110 call will double to 
USD 20mm. 
 
Pay heed to the  double bottom strategy.  The double 
bottom is significant to the short term trader as double 
bottoms indicate a possible major change in sentiment and 
trend.  The pattern is used on all times frames, and many 
powerful intraday and long term bull markets are conceived 
from this setup.  Double bottoms reflect strong support 
levels.  When prices fail to break support in the down 
trending markets on more than one occasion we see 
powerful changes of trend.  These reversal signals are 
meaningful.  The most common entry point where a trader 
will open on a double bottom trade is on a move through 
the high of the two troughs.  This high will represent 
secondary resistance, and when penetrated confirms a price 
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reversal.  The stops are placed around the lows of he patters 
because a move below lows negates the pattern premise.   
 
Study the popular  strategy based on the ichimoku chart.  
These charts are following indicators, which identify 
support and resistance levels and create trading signals in a 
way that is similar to moving averages.  A big difference 
however between the two is that the Ichimoku chart lines 
shift forward in time, creating wider support and resistance 
zones and decreasing the risk of trading false breakouts.  
They are calculated using information on trend existence, 
direction, support and resistance.  
 
The four main lines are: 
 


• Turning Line = (Highest High + Lowest Low) / 2, for 
the past nine days 


• Standard Line = (Highest High + Lowest Low) / 2, 
for the past twenty-six days 


• Leading Span 1 = (Standard Line + Turning Line) / 
2, plotted twenty-six days ahead of today 


• Leading Span 2 = (Highest High + Lowest Low) / 2, 
for the past fifty days, plotted twenty-six days ahead 
of today’s date. 


 
Now as you select a strategy, devote as much study as 
possible to increase your chances of gain and profit. 
 


***** 
 


What is Fibonacci and What’s It’s Relation to the 
Forex Market? 


 
Fibonacci strategies in forex trading are tactics for 
anticipating and capturing significant turns in stocks, stock 
indices and exchange-traded funds. They use classic 
principles and applications of Fibonacci numbers and a 
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trading system known as the Elliott Wave.  The idea is to 
calculate and predict key turning points in the markets, 
analyze business and economic cycles and identify 
profitable turning points in interest rate movement.   Many 
forex traders benefit from the system and from Fibonacci. 
But, who is Fibonacci? 
 
Up from 1170 to 1250 Fibonacci was the name used by the 
Italian mathematician Leonardo Pisano.  The son of 
Guilielmo and a member of the Bonacci family, Fibonacci 
himself sometimes used the name Bigollo, which may mean 
good-for-nothing traveller. A brilliant mathematician who 
wrote several books, Fibonacci was a genius ahead of his 
day.  He is most well known today for the sequence 1, 1, 2, 
3, 5, 8, 13, 21, 34, 55, etc, which figures prominently in what 
is today known as Fibonaccian mathematics, and has a 
quarterly scholarly journal devoted to it.  Fibonacci 
introduced the western world, which until that time had 
used the Roman numeral system, to the modern decimal 
system, imported from Babylonia.   The Fibonacci number 
sequence are studied as part of number theory and have 
applications in the counting of mathematical objects such 
as sets, permutations and sequences as well as in computer 
science.  
 
Fibonacci asserted that Arabic numerals were simpler and 
more efficient than Roman numerals. He roamed 
throughout the Mediterranean world of his day and studied   
under the major Arab mathematicians of the day, and 
returned to Pisa   around 1200. In the year 1202, when he 
was 32 years old, he published what he had learned in The 
Book of Calculation. In it he showed the practical 
importance of this new to Europeans number system by 
applying it to commercial accounting and to conversion of 
weights and measures.  He also showed how to apply it to 
the calculation of interest, money-changing, and many 
other applications. The book was well received in educated 
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Europe and it had a profound impact on European thought.  
Still the use of decimal numerals did not become 
widespread until the invention of printing almost three 
hundred years later.  Fibonacci was honored to be a guest of 
the Holy Roman Emperor Frederick II who was a fan of 
mathematics and science. In the year 1240 his city, the 
Republic of Pisa honored him by paying him a salary from 
the city. 
 
Currently, Fibonacci’s numbers are deployed in the run 
time analysis of Euclid’s algorithm determining he greatest 
common divisor of two integers.  It was also used by Yuri 
Matiyasevich to solve Hilbert’s tenth problem.  The 
numbers are also used in a formula about diagonals 
Pascal’s triangle.  He said that every positive integer can be 
written uniquely in a way as the sum of one or more distinct 
Fibonacci numbers and inn that way the sum does not 
include any two consecutive numbers, which is called 
Zeckendorf’s theorem.  A sum of Fibonacci numbers that 
satisfies these ideas is a Zeckendorf representation.    They 
are also used for tuning of musical interments in art to 
determine the size of formal elements.   
 
The numbers are frequently found in nature. They have 
been found in the patterns of leaves, grass and flowers, and 
branching in bushes and trees.  Fibonacci numbers can also 
be found in the arrangement of tines on a pine cone, in 
raspberry seeds and other natural areas.  Commonly 
Fibonacci numbers are seen in fractal Fuchsian groups and 
Kleinian groups, and in the solutions to reaction diffusion 
differential equations.  Genes too and enzymes often show 
Fibonacci patterns.   
 
lauded as a genius, he was able to see patterns that escaped 
most others, and only in the modern age of computers are 
his numbers and patterns able to be utilized anywhere near 
what he envisioned them to be used for.  His translation of 
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Arabic numerals to replace the rather limited and bulky 
Roman system of numerals is a debt the entire modern 
world owes to him.  And certainly serious forex traders also 
owe a debt to this man from Pisa.   
 


***** 
 


The Allure of Forex Trading Against the Stock 
Market 


 
Forex trading entices more more people than the stock 
market does and for many reasons.  Among the reason is 
the chance of a much greater return.  Foreign currency 
fluctuations of just one or two percent, occurring on a daily 
basis, have a chance of returning great rewards to an 
investor who catches a wave of change and properly plans 
his entrance and exist strategy.  Many people also like the 
fact that more leverage is available with foreign currency 
exchange.  For example, 10,000 dollars can be leveraged to 
purchase as much as 100,000 dollars through margins.  
This allows the chance of great returns, even at only one 
percent, with less risk than might otherwise be necessary. 
 
Furthermore the market works 24 hours a day for forex 
trading while the stock market is only open during business 
hours.  Also many people point out that most forex trading 
is done without paying commissions, which can amount to 
significant savings. 
 
Folks who don’t understand forex and have some 
experience with the stock market immediately think that it 
is risky and has low profit margins, some would say tiny.  
They get this idea however because less information in 
available on forex than other types of trading.  Forex 
requires a trader to education himself.  Rather than just 
turning on CNN or CNBC, a forex trader needs to read 
newsletters and find other ways of self-education. 
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Being open 24 hours a day and simply being huge is a big 
benefit for forex trading.  A forex trader can literally work 
24 hours a day, moving from the Asian market to the 
European to the American.   Couple this with the leverage 
opportunities then the chances of large profit with forex are 
phenomenal. 
 
On the flip side stocks have their advantage in that a person 
can invest in the stock market without really knowing that 
much and probably do fine. If an investor buys blue chip 
stocks they are unlikely to go down in value.  For long term 
savings stocks are fine, but the short term large gains are 
definitely to be found with forex.  
 
Surprisingly, many people don’t realize how large the forex 
market is.  It is so huge that no single investor can corner 
the market as has happened in the past with some stocks, 
and also with some precious metals and commodities. 
 
Forex  turns off potential visitors as people deem it to be 
risky.  Pension funds rarely invest in forex.  However for 
the smart investor who has time to become educated, forex 
can be the way to go.  The billionaire George Soros is a 
prime example of someone who has done well with forex.  
He shorted the British pound sterling and made $2 billion 
in profit at one point.  He also makes over 60% returns on 
the Quantum Fund, which he owns and has over $4 billion 
under management.  Of course, Soros has also lost money, 
but he says “I simply make a lot of money when I am 
right…and lose as little money as possible when I am 
wrong.”  Soros admits to being right only about half the 
time, but does very well when he is right.  Soros’s 
philosophy is to look at a country and its stock market and 
see if current trends are wrong.  If he believes that a current 
trend is overshot then he goes opposite it, and makes a 
killing. 
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On October 1987 the stock market crashed and George 
Soros lost a staggering $200 million in just one day!   His 
reply to this was stoic, "I made a very big mistake, because I 
expected the crash to come in Japan, and I was prepared 
for that, and it would have given me an opportunity to 
prepare for the falloff in this country, and actually it 
occurred in Wall Street and not in Japan. So I was wrong!" 
While this mistake cost him a great deal, it wasn’t the end 
of the world.  Soros philosophy is if he is right, he makes a 
ton of cash, and if he is wrong he pays for his mistake and 
keeps on moving.  A prime example of how good money can 
be made in forex by investors who are willing to study, 
learn, invest and take risks.  While not for the timed, the 
chances of a good return from forex make it the place for 
daring entrepreneurs to try their hand. 
 


***** 
 


Predicting Forex Trading – Implications for You 
 
For forex traders, knowing how to forecast the Forex can 
make the difference between trading successfully and losing 
money. When you begin learning about Forex trading, it is 
vital that you understand how to forecast the Forex trading 
market. 
 
Experts use two popular methods to forecast forex 
movements. Each system is used to understand how the 
Forex works and how the fluctuations in the market can 
affect traders and currency rates. The two methods that are 
most often used are called technical analysis and 
fundamental analysis. Both methods differ in their own 
ways, but each one can help the Forex trader understand 
how the rates are affecting the currency trade. Most of the 
time, experienced traders and brokers know each method 
and use a mixture of the two to trade on the Forex. 
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The first technique used in forecasting foreign currency 
exchange is called technical analysis. This method uses 
predictions by looking at trends in charts and graphs from 
past Forex market happenings. This system is based on 
solid events that have actually taken place in the Forex in 
the past. Many experience Forex traders and brokers rely 
on this system because it follows actual trends and can be 
quite reliable. 
 
When scrutinizing technical analysis in the Forex, there are 
three basic principles that are used to make projections. 
These principles are based on the market action in relation 
to current events, trends in price movements and past 
Forex history. When the market action is looked at, 
everything from supply and demand, current politics and 
the current state of the market are taken into consideration. 
It is usually agreed that the actual price of the Forex is a 
direct reflection of current events.  
 


The price movement fluctuations are another factor when 
using technical analysis. This means that there are patterns 
in the market behavior that have been known to be a 
contributing factor in the Forex. These patterns are usually 
repeating over time and can often be a consistent factor 
when forecasting the Forex market. Another factor that is 
taken into consideration when forecasting the Forex is 
history. There are definite patterns in the market and these 
are usually reliable factors. There are several charts that are 
taken into consideration when forecasting the Forex market 
using technical analysis. The five categories that are look at 
include indicators, number theory, waves, gaps and trends. 


These can be quite complicated for those who are 
inexperienced using the Forex. Most professional Forex 
brokers understand these charts and have the ability to 
offer their clients well-informed advice about Forex trading. 
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Another method that savvy brokers and traders in the 
Forex use to predict the trends is called fundamental 
analysis. This method is used to forecast the future of price 
movements based on events that have not taken place yet. 
This can range from political changes, environmental 
factors and even natural disasters. Important factors and 
statistics are used to predict how it will affect supply and 
demand and the rates of the Forex. Most of the time, this 
method is not a reliable factor on its own, but is used in 
conjunction with technical analysis to form opinion about 
the changes in the Forex market. 
 
When fundamental analysis is used to forecast the Forex, it 
is important to remember that this method only homes 
onto what should happen in a certain market based on 
current events. Unlike technical analysis, it does not look at 
trends or the history of the market to make a forecast. It 
looks at current supply and demand, seasonal cycles, 
weather and the current state of the government all over 
the world. 
 
For those interested in diving into  Forex trading, a basic 
understanding of how the system works is essential. 
Understanding both forecasting systems and how they can 
predict the market trends will help Forex traders be 
successful with their trading. Most experienced traders and 
brokers involved with the Forex use a system of both 
technical and fundamental information when making 
decisions about the Forex market. When used together, 
they can provide the trader with invaluable information 
about where the currency trends are headed. 
  


***** 


A Five minute Course in Forex  – What You Need to 
Know to Get Started 
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Foreign currency exchange, is all about money. Money from 
all over the world is bought, sold and traded. On the Forex, 
anyone can buy and sell currency and with possibly come 
out ahead in the end. When dealing with the foreign 
currency exchange, it is possible to buy the currency of one 
country, sell it and make a profit. For example, a broker 
might buy a Japanese yen when the yen to dollar ratio 
increases, then sell the yens and buy back American dollars 
for a profit. 
 
Both Forex and the stock market have some similarities, in 
that it involves buying and selling to make a profit, but 
there are some differences. Unlike the stock market, the 
Forex has a much higher liquidity. This means, much more 
money is changing hands everyday. Another key difference 
when comparing the Forex to the stock market is that the 
Forex has no place where it is exchanged and it never 
closes. The Forex involved trading between banks and 
brokers all over the world and provides twenty-four hour 
access during the business week. 
 
Another disparity between the stock market and the Forex 
is that Forex trading has much higher leverage that the 
stock market. When someone decides to invest in the 
Forex, they can expect much higher profits when they are 
experienced and understand how it works. There can also 
be the potential for losing much more money as well. 
 
For those who are just getting started in the Forex, many 
brokers provide the service of trading using the mini-Forex 
system. This has a smaller minimum deposit, usually $100. 
This makes it easier for those learning how to trade on the 
Forex to have less of a chance of losing a lot of money and 
to learn how the system works. 
 
You’ll find a lot of buzzwords when dealing with the Forex. 
Learning to trade on the Forex can be somewhat 
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complicated for the novice trader. When looking at the 
names used in the Forex, a symbol is composed of two 
parts. The first one that is used is one currency and the 
second half of the symbol is the second currency that is 
being used. The symbol “usdjpy” means “US dollars” and 
Japanese yen. It is important to learn what currency 
symbols mean when learning about the Forex. There are 
many books and websites dedicated on teaching traders 
about using the Forex. 
 
For those engaged in the Forex, a broker is usually a good 
idea. Brokers are professionals when it comes to trading on 
the Forex and their experience is invaluable, especially to 
the new trader. When it is time to find a broker, there are 
several factors to consider. One thing to look for when 
choosing a Forex broker is to go with someone that offers 
low spreads. The spread is calculated in pips, or the 
difference between the price at which currency can be 
purchased and the price it can be sold at any given time. 
Because Forex brokers do not charge a commission, they 
will make their money off of the spreads, or the difference. 
When choosing a broker, look at this information and 
compare that with other brokers. 
 
Also, when looking at a Forex broker, look for one that is 
backed by a well known financial institution. Forex bankers 
are generally associated with large banks or other types of 
financial institutions. If a broker is not with a large bank, 
keep looking. In addition, find a broker that is registered 
with the Futures Commission Merchant (FCM) and that is 
regulated by the Commodity Futures Trading Commission 
(CFTC). Making sure that the broker is properly registered 
and backed by a large bank or institution ensures that you 
are getting a reliable broker that is experienced in trading 
on the Forex. 
 







 34


When looking for a broker, check to be certain that the 
broker has access to the latest research tools and data. It is 
important that brokers understand and have access to 
charts, graphs, news and data that are in real time. This will 
ensure that the broker is making wise decisions based on 
accurate Forex forecasting. Also, look for a broker that can 
offer a wide range of account options. They should offer 
mini-accounts with a smaller minimum deposits and a 
standard account. This will give anyone interested in the 
Forex the opportunity to trade at a level where they feel 
most comfortable.  
 
 


***** 
 


Top Five Economic Drivers that Spur Forex 
Trading 


 
You’ll discover many factors that affect the Forex . When 
learning to trade on the Forex is it important to know and 
understand the various factors that cause the Forex to 
fluctuate from day to day. The foreign exchange market will 
change depending on the several economic factors that play 
a role in the movement of currency. 
 
When analyzing the Forex, economic factors and indicators 
are released by the government or by private organizations 
that can look in depth at economic performances. The 
economic performances from any country can be analysis 
by these indicators. The economic reports measure a 
country’s economic health, in addition to government 
policies and current events. 
 
Frequently, a reputable broker can look at economic 
indicators and can give advice on which trades will be the 
best. Reports on these indicators are released at scheduled 
times and can tell if a certain country is experiencing 
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improvement in the economy or if it is on the decline. 
When the prices fluctuate, a great deal one way or the 
other, the price can be affected. 
 
Among the top economic indicators used when analyzing 
the Forex is current events and the state of the economy in 
any given nation. Factors such as unemployment numbers, 
housing statistics and the current state of a country’s 
government can all affect the changes in the Forex. When a 
country is feeling good about the current state of affairs in 
their country, the prices of the Forex will reflect this. When 
a nation experiences political unrest, large amounts of 
unemployed workers and inflation, the rate of the currency 
will also be reflected. Sometimes, this indicator tends to be 
overlooked, but can serve as an important gauge in the 
fluctuations of the Forex. 
 
Another economic indicator that is used when looking at 
the foreign exchange market is the gross domestic product, 
also called the GDP. This is normally considered the widest 
and broadest measure of the economy in a country. The 
gross domestic product represents the total market value of 
all goods and services that are normally produced within 
any given country. This is usually measured in the time 
frame of a year, and not in weeks or months. Using a larger 
time period gives good statistics on the products and 
services that are produced in the country. This indicator is 
not used alone when forecasting the Forex. Usually the 
gross domestic product is considered a lagging indicator, 
meaning that is a measurable factor that changes after the 
economy has already began to follow a certain trend.  
 
The third economic factor that is often used in analyzing 
the Forex is the retail sales reports. This is the total receipt 
of all retail stores in any country. Usually, this 
measurement is not every single retail sale, but is a sample 
of diverse retail stores throughout the country. This is 
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considered a very reliable and important economic 
indicator because of the consumer spending patterns that 
are expected throughout the year. This factor is usually 
more important that lagging indicators and give a clear 
picture of the state of the economy in any country. 
 
The industrial production report is another reliable 
economic indicator in the foreign exchange market. This 
shows the fluctuation in productions in industries such as 
factories, minds, and utilities. The report looks at what is 
actually produced in relation to what the production 
capacity can be over a period of time. When a country is 
producing at a maximum capacity in this way, it can 
positively affect the Forex and is considered ideal 
conditions for traders. 
 
The final  economic factor used to analyze the Forex is the 
consumer price index or the CPI. The consumer price index 
is the measure of the change in the prices of consumer 
goods in 200 categories. This report can tell whether or not 
a country is making or losing money on their products and 
services. The exports that a country has are very important 
when looking at this indicator because the amount of 
exports can reflect a currency’s weakness or its strength.  
 
The Forex is affected by many factors. These factors usually 
follow a certain trend so it is important to understand how 
each factor works in forecasting the Forex. Some are good 
indicators alone while others should be used together for 
accurate Forex predications. 
 


***** 
 


Bird’s Eye of the Euro’s Performance in the 
Currency 
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The Forex, also called the foreign exchange market is the 
largest and most liquid trading market in the world. Unlike 
the stock exchange, the Forex does not have a certain 
trading place or closing time. Instead, over $2 trillion are 
traded and sold every day. The Forex never closes and 
trading takes place twenty-four hours a day during the 
business week. 
 
You’ll come across six major currency pairs that are used 
and traded each day on the Forex. These six pairs account 
for up to 90 percent of the trading activity each and every 
day. These include the euro and the US dollar (EUR/USD), 
the Japanese yen and the US dollar (JPY/USD), the US 
dollar and the Swiss Franc (USD/CHF), the Australian 
dollar and the US dollar (AUD/USD), the British pound 
and the US dollar (GBP/USD) and the US dollar and the 
Canadian dollar (USD/CAD).  
 
Each of these currencies operates a little differently in the 
Forex and fluctuates a little on a daily basis. The Euro is 
very important in the foreign exchange currency. It does 
not just represent one country, but a total of twelve 
countries in Europe. The countries that are members of the 
European Union and recognize the Euro as currency are 
Austria, Belgium, Finland, France, Germany, Greece, 
Ireland, Italy, Luxembourg, Netherlands, Portugal, Spain, 
and Sweden. Out of the fifteen members of the European 
Union, only two do not recognize the euro as the official 
currency.  These are Denmark and the United Kingdom. 
Sweden only began using the euro in 2005. 
 
As of writing the euro is comparative to the US dollar and is 
worth about 90 cents to the dollar. In 1999, all of the 
European countries locked the value of their own 
currencies in relation to the euro. This means that all of the 
currencies were worth about the same as the euro. These 
countries soon began using the euro as their currency so 







 38


that the money could be used across the borders and used 
without the need for getting other forms of currency. This 
transition helped make the euro worth more and become a 
more accepted form of currency. 
 
The use of a single currency across many countries has both 
advantages and disadvantages in relation to the Forex. One 
of the biggest benefits of the euro is that the exchange rate 
is lowered, thus making investment across borders easier. 
There are risks in the changes in the value of the currency. 
This means that companies find it risky to import or export 
outside their currency zone and that profits could be 
lowered. Using a unified form of currency eliminates this 
worry. It creates a more risk free import and export area, 
which already relies heavily on intra-European exports. 
 
Another boon to many countries using the euro is that it 
eliminates the need for conversion fees. When a person or 
business has the need to exchange currency, there is a fee 
involved. Most financial institutions charge some sort of 
percentage for conversion and while it is a relative small 
amount, it adds up. Multiple changes add up all across 
Europe. Eliminating these fees saves the economy in the 
long run. 
 
When speculating the Forex and the way the euro performs, 
it is also important to remember that using one form of 
currency creates a deeper financial market. This means that 
the European markets are much more liquid than in the 
past. There is more competition with the euro not that it is 
more widely accepted and used. The idea that it will created 
a deeper financial market means it will affect they way the 
consumers spend the currency all across the continent. This 
will in turn, lead to increased amounts of money that is 
spent on the stock market. 
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Now that the euro has become one of the major currencies 
in the world, trading for it and with it will increase on the 
Forex. The Forex is usually dominated by the US dollar, but 
the euro is making a strong stand. The use of this currency 
all over the European countries is appealing in many ways 
and it is widely accepted all over the world. Both businesses 
and individuals benefit from the use of the euro in these 
countries without the worry of having the exchange the 
money as much as in the past. 
 


***** 
 


The Japanese Yen Stands Up To the US Dollar  
 
The Japanese yen is the official currency of Japan and after 
the euro and the US dollar is the most widely traded form 
of currency on the Forex. The foreign exchange market can 
trade currencies from all over the world with each other. 
There are many individuals who trade on the Forex to make 
a profit. When doing this, it is important to understand how 
each form of currency works in relation to others. The 
Japanese yen is very comparable to the US dollar on the 
Forex market. 
 
The Japanese yen gained recognition as currency in 1870 
and was modeled after the monetary system in Europe. 
After War World II, the Japanese yen lost most of its value 
due to instability. Now, the yen has more value and 
compares more consistently with the US dollar. 
 
The value of the Japanese yen is mostly determined in the 
foreign exchange markets and by simple supply and 
demand. When a yen holder wants to exchange that form of 
currency for other currencies in order to purchase goods, 
services or assets, the money is traded on the Forex. When 
the demand for the yen is high, the value goes up. Until the 
Bretton Woods System collapses in 1971, the value of the 
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Japanese yen was set at Y360 per US $1. Those prices 
helped stabilize the Japanese economy. When that system 
was done away with, the value of the yen compared to the 
US dollar became more competitive. Up to that point in 
time, the yen was undervalued. 
 
Over time, the Japanese government was concerned that if 
the value of the yen rose, it would hurt the export business 
in Japan. They thought it might make Japanese products 
less competitive and would negatively affect the industry. 
This is when the Japanese government often intervened 
with the Forex to affect the value of the yen. This was not 
helping and the value of the yen climbed steadily. When the 
increased costs of oil began to change from 1974 to 1976, 
the yen began to depreciate. There were several fluctuations 
of the yen during the late seventies and early eighties as the 
price of oil increased. The yen was weak compared the US 
dollar until the late eighties when the value began to rise 
because of the trade surplus that was taking place in Japan. 
 
When the big push came to invest in overseas companies 
and products, the yen began to have more value. Japan 
currently enjoys incentives from overseas investments. 
With the large rise in the value of the yen, Japanese 
companies began to search for lower production costs and 
costs associated with importing and exporting. 
 
With the popularity of exchanging and trading the 
Japanese yen to US dollars, the exchange rates on the Forex 
are important. The exchange rates represents the link 
between on country and their partners in other countries. 
The trading between countries can either negatively or 
postively affect the relative price of goods and services that 
are being traded at any one give time. The exports and 
imports, the assets and the profit from these trades all 
affect the currency rates. Japan is major import and export 
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country. The yen is widely used and recognized on the 
foreign exchange market. 
 
Over time, the fixed, or constant, rates can be predicted by 
looking at a wide variety of factors including the 
government policies of a country, current events, supply 
and demand and even consumer attitudes. The Forex 
boasts flexible rates, which means that the rates are always 
changing based on the trade flows, interest rates, rates of 
inflation and the prediction of future events. 
 
Remember when comparing the Japanese yen to the US 
dollars that the foreign exchange market is the most liquid 
market in the world. It is not like the stock market. Money 
is constanly changing hands from financial instiutions to 
other institions. It takes an experienced broker or 
profeessional that knows and understand the various 
currencies and trends to understand to trade sucessfully on 
the Forex market. The Japanese yen is more comparable to 
the US dollar now than it was in the past. It is one of the 
major currencies that is traded every single day on the 
foreign exchange market. 
 


***** 
 


How to Maximize Relative Strength Analysis  
 
The relative strength analysis is a technical paper that 
allows investors and brokers to make informed decisions 
about trading on the Forex. The Forex, also known as the 
FX or foreign exchange market is the most liquid of all 
markets in the world. Over two trillion dollars changes 
hands everyday through the foreign exchange market. 
There are many factors that affect both the stock market 
and the foreign exchange market. 
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When investors and brokers look at the relative strength 
analysis, they enjoy the big picture of how the trends in the 
Forex should go. This analysis allows brokers to see current 
trends in the foreign exchange market and allows them to 
know if they are interested in buying or selling currency at 
any given time. This can help an investor or financial 
institution make educated decisions on which markets are 
gaining and which ones are losing. 
 
You’ll come across many factors that affect the exchange 
rate in the Forex. These factors can include political events, 
governmental policies, inflation, and current trends in the 
importing and exporting business, consumer opinions and 
even natural disasters all over the world. The relative 
strength analysis looks at all of these factors. The past 
trends in the Forex are also taken into consideration, but 
are not the only thing that is looked at when forecasting 
this type of market. 
 
The relative strength analysis compares all foreign currency 
and the exchange rates every day. The report will then be 
sorted by their strength rating and ranked according the 
previous week’s rating. This report relies on at least 45 
weeks of data so that sustained growth can be seen with 
ease. Using this analysis promises to be one of the most 
valuable tools of forecast the trends in the Forex. In 
addition, it can show the rating of stocks and rate them into 
which ones are the strongest. The stock market has a direct 
relation to the foreign exchange market because it reflects 
current trends in buying and selling, which will increase or 
decrease the value of currency. 
 
The current trend in predicting the trends in the Forex is to 
use not only the relative strength analysis, but to also look 
at other factors such as the stock market barometers and 
economic factors. When investors and brokers look into all 
of these factors when forecasting the Forex, it makes for a 
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highly reliable means of predicting trends. This can be the 
vital difference between making money and losing money 
on the foreign exchange market.  
 
It is generally agreed that for a currency trader, it is 
important to understand how the methods and tools are 
used in both the Forex and the stock market. All currencies 
are different and the currency rate reflects the value of one 
currency in relation to another. When there is a noticeable 
change in the value of currency, one or both values will be 
affected.  Using these methods of comparing the relative 
strength analysis to the Forex can offer currency traders 
with an opportunity to better forecast their trades. 
 
There are several benefits to using the relative strength 
analysis when attempting to forecast the Forex. When an 
investor looks at the relative strength of a certain stock, it 
affects the foreign exchange rate. One with a strong relative 
strength is ideal, but the value on these will not be low. 
Investors can look at a stock that is increasing in values and 
used the relative strength to measure whether or not this 
particular stock is moving up because it has a history of 
increasing or if it has a sustained high value. Stocks with a 
good relative strength over a constant, steady time period 
are good performers in the Forex market.  
 
When using the relative strength analysis in relation to the 
foreign currency exchange, it is possible to tell which 
markets are performing well and which ones are not. The 
key is finding the markets and currency that are moving up 
on the ranking scale. It is important to remember that like 
stocks, the Forex is affected by a variety of factors. The 
relative strength analysis can help investors find which 
ones are good investments. This report is based mostly on a 
stock’s closing price and the relative strength analysis is 
based on gains and losses. The report can calculate the 
markets report for any period in time. 
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***** 


 
Crossing Currency – The Implications to Traders? 


 
Learning to trade on the foreign exchange, also called the 
Forex, market can be both exciting and profitable. In order 
to trade successfully on the Forex it is essential to 
understand the way the market works, the terminology and 
the trends. Brokers and financial institutions are often the 
best way for traders to learn how to use the Forex for profit. 
 
When an investor or individual wants to trade one type of 
currency for another, it is called exchanging currency, or 
crossing currency. Currency crossing is the main goal of 
trading on the Forex. For example, if a business or investor 
has US dollars and needs to trade those into Japanese yens, 
a broker would do this on the Forex. Many investors trade 
currency to make a profit. When a certain type of currency 
is bought at a low exchange rate, the currency can be sold 
once the rate increases to turn a profit. 
 
Crossing currency on the Forex is one of the most profitable 
ways to earn money for many investors. The Forex is unlike 
any other type of market in the world. The foreign exchange 
market is extremely liquid and involves over two trillion 
dollars everyday. The top three currencies that are most 
traded on the Forex are the US dollar, the Japanese yen and 
the Euro. All of these currencies are traded the most out of 
all other forms of currency. 
 
Learning to cross currency in the Forex can be complicated. 
The biggest factor in trading on the Forex is having 
knowledge about the Forex and how it works. In addition, 
there are many benefits of using the Forex for trading. 
Crossing currency gives traders the leverage to make large 
profits while keeping the risk of losing capital to a 
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minimum. In ideal conditions, an investor that puts in 
$500 could potentially make over $100,000.  
 
With the foreign exchange currency being so large, it is very 
liquid. Crossing currency using the Forex allows a large 
amount of flexibility for the trader and investor. The Forex 
gives the trade the ability to buy and sell currency quickly 
so that they are never stuck in any investment. When 
investors use online trading as their form of crossing 
currency, the trading platform can be pre-set to the 
preferences of the trader. If the trade is not going as 
expected, the platform can be set to stop the trade, allowing 
the trader to lose less money while using the Forex. 
 
Crossing currency also allows traders and investors to 
profit in rising and falling markets. This is another 
difference between the stock market and the foreign 
exchange market. With the stock market, an investor can 
only make money when the shares are on the rise. When 
there is a falling “bear” market or the stocks decline, 
investors cannot make money on the stock market. When 
crossing currency in the Forex, this is not true. This is one 
appealing factor of trading on the Forex. Investors can 
make large amounts of profits when a currency pair is 
either up or down. Crossing currency in the right direction 
can always make profits. 
 
Another appealing benefit of using the Forex for currency 
crossing, or trading is that the Forex is always open. When 
investing the in the stock market, the trading is limited to 
when the market is open. It has a definite closing time 
during the business week. This is not true of the foreign 
exchange currency. The Forex is open all the time and does 
not close. Traders benefit from the ability to trade twenty-
four hours a day using the Internet.  
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Learning to trade on the Forex can be easy when new 
investors go through an experienced broker or financial 
institution. Also, there are many ways to learn how to trade 
on the Forex using free demo accounts available on the 
Internet. These websites offer valuable resources and free 
ways for the new investor to practice using the Forex. This 
is very important for those who want to learn the ins and 
outs of crossing currency before opening an actual account. 
Mini Forex accounts are also a good way for the new 
investor to trade currency without having the risk of a 
regular account. A mini account allows traders to use a 
smaller amount of money as their initial investment.  


***** 


Costly Forex Trader Mistakes 
 – Forget Your Mistakes and Move On! 


 
Learning anything new can lead to mistakes, but making 
mistakes can be the natural part of the learning process. 
When learning to trade or invest in the Forex, mistakes can 
lead to lose of profits and can become expensive. A good 
investor will understand the market they are using for 
trading. Whether you are new or experienced, you can still 
make mistakes. There are common errors that many 
traders and investors make when trading on the Forex. 
With a little research, you can learn how to avoid common 
Forex trader mistakes and how to learn to move on. 
 
Using too much margin when trading or investing on the 
Forex can lead to costly mistakes. Margin is the use of 
borrowed money to purchase securities. While it is true that 
using margins can help you make more money, it can also 
make your losses bigger. When new investors look at 
margins as “free” money, they have the potential to lose 
much more money in the Forex. Margin is not free money 
and using is too much can end up making more debt than 
profits. You would not buy stocks using a credit card, so you 
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would not use margins to trade currency.  When investors 
use margins when trading on the Forex, it requires the 
investor to have to watch their investments much more 
closely than when margins are not used. Margins should 
never be used if the investor does not have the experience 
or time to closely monitor their trades. 
 
Another common, but costly mistake is when investors buy 
and trade on unfounded tips. This is one of the most 
common mistakes, even with more experienced traders. It 
is easy to be tempted to buy or trade currency or even 
stocks when you overhear someone talking about the next 
big “thing”. Sometimes this can be helpful, but more often 
than not, it will only lead to losses, not profits. Do not fall 
victim of investing and trading based on tips you hear or 
read about on television or on the Internet. If you hear 
about a trade that interests you, then best tip is to do some 
research and talk to your broker before trading or investing. 
You can also benefit from getting a second opinion about a 
Forex tip before buying, selling or trading any form of 
currency. 
 
Not understanding how the foreign exchange market works 
is yet another costly mistake that new traders and investors 
make. Understanding the terminology and terms used in 
the Forex is very important to new traders. There are 
tutorials and free demos widely available on the Internet 
that allows traders and investors to learn how to use the 
Forex to their advantage. In addition, it is wise to choose an 
experienced broker that can help you trade and invest in 
the Forex. These brokers should know everything about the 
Forex and can help traders and investor make wise choices. 
Find a broker that is tied with a good financial institution 
and that has experience in the Forex. 
 
Also, another common mistake is when traders and 
investors buy or sell when the rate on currency is cheap. 
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Sometimes this is a good move, but just because the rate is 
low, does not mean that it will profit the investor. Instead 
of choosing a currency to buy or trade, it is best to look at 
all of the factors that affect the exchange rate and look at 
the trends and history. Avoid buying or selling any currency 
just because the rate is low. Most of the time, there is a 
distinct reason why these rates are low. Research the trends 
of the currency and find out, which ones are the best profit 
makers when trading on the foreign exchange market.  
 
Last of all, another common mistake that costs money for 
both new and experienced traders is that they 
underestimate their trading abilities. Some investors feel 
that they do not understand the Forex well enough to trade 
to their fullest ability. Anyone with willingness to learn the 
Forex can profit with some education and research. It can 
take some time to learn the aspects of the foreign exchange 
market, but even new investors can learn how to trade with 
success.  
 


***** 
 


Trading and Intervention – Optimizing the Market 
 
When trading on the foreign currency exchange market or 
the Forex using trading and intervention techniques can 
offer traders benefits. When traders look to intervention as 
a means of seeing where the Forex is heading, it can 
indicated that some currencies should be higher or lower 
depending on what is going on in that country. 
 
Intervention of the Forex is not unusual. When there is a 
large tragedy or debt in a country, the value of that nation’s 
currency will drop. There was a time when the budget 
deficit of the United States caused the value of the dollar to 
decline very rapidly in relation to the Japanese yen. This 
caused the Japanese yen to rise very quickly. When this 
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happens, brokers and Forex traders can forecast, or 
speculate that an intervention is likely. Intervention makes 
the value of a currency to either rise or fall depending on 
how the government wants it to move, even if it is short 
term. 
 
When experienced brokers and Forex traders understand 
when intervention is likely, it creates the opportunity for 
the trader to profit by acting quickly. Using intervention as 
a means of trading on the Forex means that a trader must 
be up to date on current events from around the world and 
must be able to act upon the trends very quickly. In 
addition, it can be very risky to trade on intervention trends 
and there is the potential for the trader to lose a large 
amount of capital in a very short amount of time. 
 
In order to completely understand the foreign exchange 
market and they way currency moves, it is necessary to 
understand economics from around the world. The Forex 
solely revolves around currency and their value in relation 
to each other. The value of the currency plays a huge role in 
both domestic and global economics.  
 
Intervention is also directly related to the value of the 
currency and to the central banks. Currency obtains the 
value by supply and demand and by the government, or the 
central bank. When a currency is subjected to being valued 
it is called floating. When a government sets the rates of the 
currency, it is called fixing. This means that a country’s 
currency is compared against another major currency, 
usually the U. S. dollar. 
 
Intervention in the Forex usually happens during times of 
economic instability. Since currencies are always traded in 
pairs, then a large and significant movement of the rates in 
one direction or the other will directly impact the other. 
Any time nation experiences instability due to inflation, 
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speculation, disasters or growing national debt, the other 
country will feel the affects as well. Most of the time, the 
results of this are not felt immediately, but over a long 
period of time. This times lapse allows the government or 
central banks to act accordingly and gives them time to 
intervene if necessary. 
 
When looking at charts of the way the foreign currency 
market performs, interventions are usually noticeable on 
graphs and charts. The intervention may not be made 
public, but an experience trader can look at these graphs 
over a period of time and tell when a government has 
chosen to intervene with the currency rates.   
 
Knowing when an intervention is going to occur is not 
always easy. It may be very difficult for the untrained trader 
to know when this is going to happen. However, for those 
who have experience trading on the Forex, predicting an 
intervention can be as easy as looking at certain indicators. 
Usually, interventions occur when the same price levels as 
occur as previous interventions. This is not always true 
since some central banks choose not to intervene, but it a 
good indicator most of the time. Another indicator of when 
the Forex undergoes intervention is when there are verbal 
clues. A government might talk about intervening, but it 
might not happen for a long time. Other times, 
interventions will happen with no warning. 
 
When trading on the Forex, it is a good idea to make 
decisions that are informed and will benefit you. If you are 
inexperienced with trading on the foreign currency 
exchange, look for a good broker that is backed by a well-
known financial institution.  
 


***** 
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Understanding Forex Options 
 
There are many different options a trader can use when 
trading on the foreign currency exchange or Forex market. 
Any trader can find which option works best for their 
personal needs when they look at all of the different options 
that are available. Using options when trading on the Forex, 
offers many benefits to the trader.  
 
When trading on the Forex, there are two major types of 
options available to traders. The most common option is 
call the call/put option, which works similar to stock 
options and the other called single payment option trading, 
or SPOT. This option gives traders more flexibility when it 
is done properly. 
 
With the two types of options that are usually used on the 
Forex, the traditional option allows the buyer the right but 
not the obligation to purchase something from the option 
seller. This means that the buyer is not locked into a trade 
or purchase at any set time or prince. If trader purchases a 
Forex option to buy two lots of euros to dollars at a certain 
price, this is called a call/put trade. If the pair is below a set 
amount the trade does not turn a profit and the buyer will 
lose the premium. If however, the pair rises, then the buyer 
has the option, or the choice, to gain two lots at the initial 
price. Then the pair can be sold for a profit to another 
buyer. 
 
Within the traditional Forex options, there are two sub-
categories. These include the American-style traditional 
option, which allows the trader or broker the option of 
buying or selling at any point until the expiration of the 
pair. The other one is the European-style option. This Forex 
option allows the buyer to make a purchase only at the time 
of the expiration. 
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There are several advantages for using the traditional 
options when trading on the Forex. One major benefit is 
that traditional options have lower premiums that the 
SPOT options. The American-style option is also good for 
traders because it allows for more flexibility because the 
options can be bought and sold before the expiration. One 
disadvantage of the traditional Forex option, though, is that 
these options can be harder to set, maintain and execute 
that SPOT Forex options. 
 
Single payment options trading, or SPOT for short are easy 
to trade and are often the most popular among traders. 
When a trader inputs the scenario of their ideal trade and 
obtains a premium quote, they receive a pay out, or makes a 
profit, if that scenario is successful. The SPOT option 
converts the option to cash and gives the trader a payout on 
the transaction. Using the SPOT option when trading on 
the foreign currency exchange is really just a matter of 
knowing and understanding which scenarios will be 
profitable, setting those parameters and letting it play out. 
If the trader is correct and the scenario does in fact take 
place, then the trader has made a profit. If not, they 
experience a loss. The loss is the trader’s premium. There 
are many different scenarios that can take place using the 
SPOT option and for traders this is usually seen as a big 
advantage over the traditional Forex option. However, one 
disadvantage is that usually the SPOT options have much 
larger premiums and will cost more than the traditional 
options. 
 
Many Forex brokers and traders like to use options when 
trading on the foreign currency exchanges. The options 
have an appeal that most traders like. When using either 
the traditional options or SPOT options, the risk is limited 
to the option premium, which is the amount that is paid to 
purchase the option. Also, there is the potential to earn an 
unlimited amount of profits when using these types of 
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options. With these options, less money is needed to pay up 
front. Additionally, the options are popular among traders 
because they get to set the price and expiration date. These 
are not pre-set or pre-defined like some options. Options 
are also appealing to many traders because they can be use 
to hedge to limit the amount of risks. Many brokers and 
traders enjoy the flexibility that Forex options offer. When 
learning to buy, sell or trade on the Forex, it is important to 
learn and understand these types of options before setting 
up any kind of account. 
 


***** 
 


        
 


What Compels Traders to Forex Markets 
 
With the Forex market being the biggest financial market 
on the globe, it is no wonder millions of people are drawn 
to it.  When it comes to investing, currency trading it where 
it’s at right now.  It is one of the fastest growing investment 
forms to date.  It is important to note however that 
although the Forex is called a “market” by name, it is not a 
traditional “market”.  All trading is done over the telephone 
or via computers.  There is no central location for the 
trading in any country.  It is actually a cash inter-bank or 
inter-dealer system formed in 1971.  This was the time 
when floating exchange rates came about.  The Forex is 
huge today, with over 3.5 trillion levels exchanged each day.  
It is clearly one of the most popular forms of trading 
worldwide.   


 


Availability 


 


One of the best features of the Forex market is that it never 
closes.  This is a system that takes place all day long, every 
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day of the year.  There are people in every country that are 
waiting to trade.  You could wake up at 2 in the morning, no 
matter where you are, and expect to find trading occurring 
in full force.  The availability of the market is something 
that is very appealing to some people.  When dealing with 
foreign currency, there is no other way.  The market must 
remain open for 24 hours because of the time differences 
and such.  Traders capitalize on the wide range of trading 
time and appreciate that aspect of the Forex.  With other 
markets that close daily, there is sometimes a sense of 
anxiety about what may or may not happen overnight.  This 
is not an issue with the Forex market.   


 


Excitement 


 


Along with its never ending trading, the Forex is attractive 
to many traders because of the excitement it can bring.  
Trading is something that can be very exciting and the 
Forex offers never ending excitement for those willing to 
partake.  The Forex market is so large, with $1.5 to $3.5 
trillion dollars per day, that it allows nearly perfect 
liquidity.  The size alone makes this market a joy ride for 
traders.  If you are looking for endless excitement, you will 
be glad to know that you can certainly find it in the Forex 
market.  Unlike the other markets, the Forex is great 
because you can enjoy that excitement all day long.  You 
won’t have to deal with the anxieties that occur with other 
markets after closing time.  You can know that no matter 
what, the Forex will be open and you will be able to deal 
with business as needed.  This adds a fun element to 
trading with the Forex, which can be removed by stress in 
other markets.   
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It’s For Everyone 
 
In previous times, the market was only for the rich.  One 
had to typically place at least a $1million cash deposit down 
with the bank to even begin trading.  This made it difficult 
for anyone but rich people to trade.  Today however, the 
Forex is open to smaller scaled traders as well.  Most of the 
traders are actually doing so from home.  Lower margin 
requirements are very attractive to the smaller traders.  
They allow them to participate with the larger traders on 
the same scale, but at a more equal position.  With the 
Internet thriving year after year, home based traders can 
get in with the larger traders via their computer, which was 
not always the case.  Before, only large traders could even 
access the Forex at any level.  Today, the Forex is for 
everyone.   


 


As you can see, the Forex market is one that offers 
excitement, availability, and opportunity.  These three 
reasons are what draw millions of people to the Forex each 
day.  It is something that once you try it, you will not want 
to stop.  The opportunities are endless, which is why the 
Forex is a popular topic in business schools today.  If you 
are interested in learning this market, check with your local 
college to see if there are any classes offered about the 
topic.  You will need to be aware of the rules and 
regulations before you begin trading.  Once you have the 
information you need, jump on in and start trading right 
away! 


 


***** 


 
The Power of the Bollinger Band Technical 


Indicator in Forex Markets 
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The Bollinger Band technical indicator is an analytical 
technique developed by John Bollinger.  It helps those who 
use it compare volatility and relative price levels over a time 
period.  The whole system involves three bands that are 
supposed to collectively show the majority of a security’s 
price action.  These bands include a moving average, an 
upper band (the average plus 2 standard deviations), and a 
lower band (the average minus 2 standard deviations).   
 
If you are interesting in learning more about the Bollinger 
Band technical indicator system, you should check with 
your local university to see if they offer investing classes 
that cover this topic.  In order to use the system effectively, 
you will need to know a great deal about how it works and 
understand each component.  You may be able to read and 
learn from a book yourself.  Others may need to have that 
class instruction atmosphere to fully understand the way 
this system works however.  While this system is steady, the 
way people use it can determine how it works.  There are 
several ways to deal with the Bollinger Band technical 
indicator.  You can use these rules to help you get started. 
 
Relativity 
 
The first thing to remember is that the Bollinger Bands only 
provides a relative definition of both high and low.  You can 
take the definition and compare price action and indicator 
action, but only at relative levels.  You can use these 
findings to make decisions about buying and selling.  Keep 
in mind that volatility and trend are built into this formula, 
so you won’t need to deal with them otherwise.   
 
Indicators 
 
You can use the bands with momentum, volume, open 
interest, and market data in order to gather indicators.  
When you do this however, remember that you should not 
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directly relate the indicators to each other.  You can use one 
indicator that deals with volume and another indicator that 
deals with open interest at the same time.  However, you 
cannot use two indicators that deal with volume together.  
So, be sure that you understand that only one indicator of 
each type should be used.  If you don’t follow this rule, the 
Bollinger Bands will not be accurate.   
 
Price 
 
One thing you can use the Bollinger Bands for is to clarify 
pure price patterns.  You will be able to see tops and 
bottoms and momentum shifts in prices.  Price is 
interesting when gathered using the Bollinger Bands 
because it goes up the upper band and down the lower 
band.  You can successfully use the bands to get patterns in 
price and then act in the best interest of your investment. 
Using this system can help you make smarter and more 
profitable investing decisions overall.  
 
The Average 
 
When dealing with the average band, you need to note that 
the default parameters of 20 periods are simply defaults.  
They are not always representing what the actual 
parameters of the market are.  Your average should always 
be a detailing of the middle-term trend.  It may not always 
be the best for crossovers however.  Also be sure to 
lengthen the number of standard deviations if the average 
is lengthened.  If the average is shortened, you must 
shorten the number of standard deviations as well.  You 
must always keep the average logically consistent for the 
Bollinger Bands to work as they are intended.   
 
Remember that when you are dealing with the Bollinger 
Bands technical indicator system that what you see is not a 
signal to buy or sell.  You must take in all the information 
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the Bollinger bands provide in order to make the best 
investment decision.  While the Bollinger Bands technical 
indicator system is a great way to take a look at patterns 
and gain helpful insight, it is not a system you should use to 
base your entire investing strategy upon.  Investing is 
something that often has more to do with life than 
numbers.  When you are investing, be sure that you allow 
the numbers and calculations to weigh on your decision.  
However, be sure that you also listen to yourself and your 
gut instinct with investing.  Those who listen to their gut 
instincts often do very well when it comes to investing.  So, 
trust yourself and let everything simply come as welcomed 
assistance.   
 


***** 
 


Nasty Investment Myths in the Forex Markets 
 


Many new Forex market traders have misconceptions about 
the entire system.  They see people making money trading 
with the Forex market and automatically assume they can 
easily do the same.  What they tend to forget it that there is 
strategy and research done in order to make successful 
trades and profits from trading.  If you are new to the Forex 
market system, don’t get caught up in popular investment 
myths.  Be sure that you know exactly what to expect and be 
realistic when trading.   
 


Hedging  Your Investments 
 
When you are trading and investing in any market, 
including the Forex, you must have the discipline needed to 
be successful.  Although the system is enormous and there 
is a lot going on that you won’t be involved within, you 
must actively protect your investments.  Your investments 
will not be protected just because they are in the market.  A 
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lot can change throughout a day, so you have to always be 
aware of what is going on in order to be fully protected to 
your best ability.  You should always make logical and 
researched decisions when trading.  It is not a system to use 
to “get rich quick”.  It is a serious financial system that can 
break your pocket if you are not careful.   
 
One thing to remember when trading and trying to protect 
your investments however will be that you must take risks 
to gain.  Along with taking a large risk, can come a large 
success or large loss.  You have to be prepared for the 
worst.  You can do this by educating yourself as much as 
possible on the trading system and your investments.  The 
more you know, the better prepared you will be to make 
successful decisions.  If you are unsure about a system of 
trading, like the Forex, be sure to take classes and read 
about the system before you begin trading.  Only trade 
when you are certain you are ready to begin.  Even after you 
learn what you need to know about the system and are a 
seasoned trader, there are times when you will have losses.  
The system is not one that protects your investments or 
your money in general.  So, be prepared and aware of this 
issue.  Being realistic can really help you gain more success.   
 
Leverage 
 
Leverage is something that is both great when it comes to 
the Forex and possibly dangerous.  Trading currencies 
offers a high level of leverage.  Those who don’t have a lot of 
money to begin with can use leverage to gain more money.  
When used correctly, you can often do this in short 
amounts of time.  Most people think however that this is 
something that can be done easily.  Those who use leverage 
to their potential are often those with years of experience in 
trading.  Some people tend to follow the myth that anyone 
will be able to easily use leverage to get rich fast. This is 
simply not true.  You must be a trader with an excellent 
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knowledge of the system in order to make leverage work to 
your maximum advantage.   
 
Another thing to keep in mind is that just because you are 
trading with a minimum marginal deposit does not mean 
you should trade at levels above your portfolio.  The myth 
that you can get away with this every time is not true.  You 
should not over leverage yourself.  By trading in small 
amounts, you will be able to make safe investments that 
will not result in huge losses.  You will win some and lose 
some, especially when you are first starting out.   
 
When it comes to the Forex market, you should know that 
what you assume to be true may not be true at all.  You may 
think that you can use the Forex market to protect your 
investments.  You have learned from reading this however 
that the Forex may not protect your investments, and one 
should be diligent in watching their investments in order to 
avoid anything catastrophic.  You may also think that you 
can get rich quickly using the Forex market.  The truth is 
that short term trading, which is notorious for turning 
profits quickly, is not for the beginner.  Those who have 
traded for years may try short term investing, but it is very 
risky indeed.  Lastly, you may think that leverage will help 
you “play with the big boys” and still stay safe.  This can be 
a horrible assumption and many people will over leverage 
themselves if they are not careful.  So, do research, be 
smart, and think before you act when dealing with the 
Forex.   
 


***** 
 


Decoding  Interest Rates Correlation with the 
Foreign Exchange Markets 


 
The foreign exchange market, sometimes known as the 
Forex market, is one that is affected by several things.  The 
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market itself is becoming one of the most popular forms of 
trading today.  It once was reserved for the richest of the 
rich, however today with lower minimums; this is a market 
that draws people from all financial levels.  The attractive 
thing about this market is both its leverage and it liquidity.  
Many people with a grand background in the Forex system 
can take very little money and turn it into a lot using the 
foreign exchange market.  However, when you have 
expertise in the foreign exchange market, you must also be 
aware of things that affect it.  Being aware of these things is 
part of making logical and rational decisions of trading.   


 
Interest rates are something that drives the foreign 
exchange market.  While currency prices are what the 
market is all about, interest rates have a direct affect on 
those prices.  Therefore, to be able to understand the 
current foreign exchange market, one must understand the 
current conditions of each individual interest rate.  While 
economic and political conditions are also among the 
things that greatly affect the Forex, there is nothing that 
affects it more than interest rates.  Something to remember 
is that money often follows interest rates.  When the 
interest rates raise, investors will want to capitalize high 
returns and you will see money flowing into the country.  
When one country’s interest rates rise, their currency is 
seen as being stronger than other currencies.  This happens 
because investors seek more of that currency to profit more.  
Otherwise, it is seen as a good thing when interest rates rise 
and a bad thing when they fall.   


 
Government participation in the Forex is not an uncommon 
action.  Sometimes governments will flood the foreign 
exchange market with their own domestic currency.  This 
action may seem foolish to someone who knows nothing 
about the foreign exchange market, however to those who 
know it well, it makes perfect sense.  When governments 
flood the Forex with their own domestic currency, they are 
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attempting to lower the price.  When they buy their own 
domestic currency, they are attempting to raise the price.  
One might know this strategy as Central Bank intervention.  
Governments do this to help their overall economy.  This is 
a type of action that keeps the foreign exchange market 
strong and steady.  When you have extremely large players 
making appearances to keep everything as fair as possible, 
you create an attractive market. 


 
While interest rates can drive the market for a short time, 
the nature of the foreign exchange market makes it difficult 
for them to drive it for a long period of time.  The design of 
the market, with it being large in size and volume, restricts 
interest rates from having complete control over the 
system.  Many times however, experts try to figure out 
when interest rates will rise or fall.  The most common 
thing they do in order to keep up with rates is to pay 
attention to economic inflation indicators.  Sometimes 
investors and experts will also listen to speeches from 
politicians and other influential people.  They can pick 
apart clues in order to make a guess before the 
announcements are made.  Most of the time, there is a little 
advance notice before interest rates move.   
 
As you can see, the influences of interest rates on the 
foreign exchange market are strong.  They can help 
determine which countries’ currencies are the strongest.  
This of course is relative to all other currencies in the 
market at the time.  When you think about the rise and fall 
of interest rates, you can remember that when interest rates 
fall, it is typically a good thing for investors and for 
domestic currency.  When rates fall, it is not such a great 
thing.  When rates stay low for an extended period of time, 
the market may seem a little dull, however the great thing 
about the foreign exchange market is that when 
government gets involved, which it usually does at these 
down times, there is hope for improvement.  So, if you are 
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beginning to learn about the foreign exchange market, 
don’t forget to pay attention to the rise and fall of interest 
rates around you in order to make the best investment 
decisions possible.   


 
***** 


 
 


Assimilating Trading Trend and Ranges in Forex 
Trading 


 
When you choose to start trading in the Forex market, 
which is often call the foreign exchange market, you will 
need to bone up on a little trading vocabulary.  Learning 
specific terms and what they mean are essential before you 
even think about using real money to trade.  You would 
never get into a pilot’s seat and try to fly a plane without 
ever having taken flying lessons.  The same goes for foreign 
exchange market trading.  You need to be fully aware of 
what you are doing.  This is a market that is not quickly 
learned, so you should never assume that once you jump 
into it, you will learn as you go.  While some people opt to 
do that, they typically end up losing an adequate sum of 
money because they were not as prepared as they should 
have been.  Knowing the importance of trading trends and 
ranges in Forex trading is very important.  If you are 
thinking of trading in the Forex market, be sure you know 
what these terms mean and their implications.   
 
Trading Trend 
 
When price moves consistently in one direction in the 
Forex, a trend occurs.  When the direction is higher, the 
trend is often called bullish.  When the direction of the 
price is moving lower, the trend is often called bearish.  
These terms are relative of course.  When you define a 
trend, you should always remember that price peaks and 
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troughs are in the same direction.  When you are dealing 
with a bearish trend, remember that price highs and lows 
are moving lower.  Likewise when you are dealing with a 
bullish trend, they are moving higher.   
 
Often when trends occur, it is possible to draw support 
lines under one that is moving higher (an uptrend).  You 
can also often draw resistant lines above one that is moving 
lower (a downtrend).  Once you see these lines break, it can 
be assumed that the trend is complete.  At this point there 
is a possibility that the trend will begin to reverse.  When it 
does reverse, you will need to know the pattern of what that 
entails.   
 
Trend Reversal 
 
When you hear of a trend reversal, it simply means that the 
direction of market prices is changing.  Often you will see 
trend reversals following a four step pattern.  Usually, this 
includes the market making a new high, the trend line 
being broken, the market making an intermediate low, and 
a new rally that does not match the first high.  Many times 
you will see prices break the previous low however.  You 
may come across terms such as Double, Triple Tops, and 
Bottoms, which are all trend reversal patterns.  Head and 
shoulders patterns are also popular reversal patterns.   
 
Trading Range 
  
The trading range is actually a sideways chart pattern. It is 
often used to represent a resting period before the original 
trend is resumed.  You may see these when you are charting 
trends and should know what they imply. 
 
Often trends are very important to investors.  Those who 
engage in trend-following are people who look at major 
trends and make decisions in the direction of the trend.  
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This can be a good strategy, but you must know a great deal 
about trends and the market in general in order to use this 
technique successfully.  Beginners are not usually very good 
at tracking trends and using trend-following techniques.  
One thing that you should also note is that some price 
movements are trendless.  This means that they have no 
clear direction, which makes trend-following nearly 
impossible.   
 
Remember, that in order to fully understand trends, you 
must be educated in the ways of the market and foreign 
exchange in general.  Beginners should not rely heavily on 
foreign exchange market trend tracking.  Once you get 
more experience you can begin looking into tracking more 
and more.  However, be aware that different things affect 
and influence the Forex.  These influences can change what 
people expect trends to be.  Therefore, you should be a 
seasoned trader in order to rely on the trends and ranges 
alone.  Educate yourself on these terms and learn to 
recognize them in the actual market.  After all, learning the 
terms is one thing and being able to see them in reality is 
different.  
 


***** 
 


Hedging for Protectionin the Forex Market 
                                                                                                                                
For those who are not familiar with the Forex market, the 
word “hedging” could mean absolutely nothing.  However, 
those who are regular traders know that there are many 
ways to use this term in trading.  Most of the time when you 
hear this phrase it means that you are trying to reduce your 
risk in trading.  It is something that everyone who plans to 
invest should know about.  It is a technique that can protect 
your investments to some degree.   
 
What Is It? 
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While hedging is a popular trading term, it is also one that 
seems a little mysterious.  It is much like an insurance plan.  
When you hedge, you insure yourself in case a negative 
event may occur.  This does not mean that when a negative 
event occurs you will come out of it completely unaffected.  
It only means that if you properly hedge yourself, you won’t 
experience a huge impact.  Think of it like your auto 
insurance.  You purchase it in case something bad happens.  
It does not prevent bad things from happening, but if they 
do, you are able to recover a lot better than if you were 
uninsured.   
 
Anyone who is involved in trading can learn to hedge.  
From huge corporations to small individual investors, 
hedging is something that is widely practiced.  The manner 
in which they do this involves using market instruments to 
offset the risk of any negative movement in price.  The 
easiest way to do this is to hedge an investment with 
another investment.  For example, the way most people 
would deal with this is to invest in two different things with 
negative correlations.  This is still costly to some people; 
however, the protection you get from doing this is well 
worth the cost most of the time.  When you begin learning 
more about hedging, you start to understand why not many 
people completely know what it is all about.  The 
techniques used to hedge are done by using derivatives.  
These are complicated instruments of finance and most 
often only used by seasoned investors.   
 
Is There A Downside To Hedging? 
 
When you decide to hedge, you must remember that it 
comes with a cost.  You should always be sure that the 
benefits you get from a hedge should be more than enough 
to make it worth your while.  You should make sure the 
expense is justified.  If it is not, then you should not hedge.  
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The goal of hedging is not to make money.  You will not 
make large gains by hedging yourself.  You have to take 
some risks in order to gain.  Hedging is intended to be used 
to protect your losses.  The loss cannot be avoided, but the 
hedge can offer a little comfort.  However, even if nothing 
negative happens, you will still have to pay for the hedge.  
Unlike insurance, you are never compensated for your 
hedge.  Things can go wrong with hedging and it may not 
always protect you as you think it will.   
 
Should I Hedge? 
 
Keep in mind that most investors never hedge in their 
entire trading careers.  Short-term fluctuation is something 
that the majority of investors do not worry with.  Therefore, 
hedging can be pointless.  Even if you choose not to hedge 
however, learning about the technique is a great way to 
understand the market a bit more.  You will see large 
corporations and other large traders use this and may be 
confused at why they are acting this way.  When you know 
more about hedging you can fully understand their 
strategies.   
Whether you decide to use hedging to your advantage or 
not, you will benefit from learning more about it.  You can 
use it like an insurance policy when trading.  You should 
remember however that hedging can be costly.  Always 
check to make sure the costs of hedging will not run against 
any profits you may or may not make.  Be sure those costs 
are realistic and that your need for hedging is realistic as 
well.  You will be able to use hedging to help cut your 
potential losses, however hedging will never guard against 
the negatives altogether.  Learning about it will give you a 
better understanding at how large traders work the system 
however, which can in turn make you a better player in the 
trading game. 
 


***** 
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Guidelines for Trading in Forex Markets 


 
Being new to trading in Forex markets can be a little 
intimidating.  Although many people desire to learn about 
trading in the Forex, those who begin learning about the 
trading system find the rules and strategy tactics to be 
overwhelming at times. While there are rules that you will 
simply learn along the way, such as price limits and such, 
there are a few steadfast rules you should know before you 
make your first move in the Forex market.  Use these three 
rules to help you get started and successfully maneuver 
throughout the foreign exchange market.   
 
Don’t Over Leverage Your Portfolio 
 
When you are just starting out in the Forex, it can be really 
easy to get caught up in the leverage of the market.  The 
great thing about leverage is that someone who is not 
investing as much as other larger traders can play with the 
“big boys” and potentially makes a good profit. An investor 
can expect to only need to back their investment up to 4% 
in most cases.  This can get some people in trouble 
however.  When you choose to abuse this system, you can 
end up with a lot of debt.  You should never over leverage 
your portfolio.  Be responsible when trading and remember 
that you are trading larger amounts that you probably have 
in your portfolio.  Keeping yourself grounded is the best 
way to make sure you use the Forex market to your best 
potential. 
 
Know When to Quit 
 
Another simple rule for trading in the Forex market is to 
know when to quit.  In turn, this can also mean knowing 
when to let things stay as they are.  There are no way 
around having occasional trades that have a negative 
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impact on your finances.  Not every trade you make will be 
a hugely successful one.  If life were fair, this may not be 
true, but in the foreign exchange market, where things 
change by the minute, there is no way to guarantee every 
trade will reap rewards.  Keep in mind that even the most 
seasoned foreign exchange market traders have bad trades.  
Your ultimate goal in trading in the Forex should be to try 
to come out with more wins than losses.   
 
To make it easier to come out ahead at the end of the day, 
you should always know when to fold on a deal.  Never let 
deals that you know are losing simply happen because you 
are praying something will change or to save your pride.  Be 
sure to get out losing the least amount of money as 
possible.  This is a strategy every great trader uses.  Watch 
your trades closely so you can get out when you should.  If 
you have researched the trade before, you will know what 
the breaking points likely are and be able to make this 
decision easily.  Knowing when to leave well enough alone, 
alone, is another thing you must learn.  Learn to be patient 
with your trades, especially if they are not in a negative 
position.   
 
Research Trades 
 
Researching trades beforehand can seem very boring.  
However, you should never make an order in the Forex 
market without knowing exactly what you expect to 
happen.  You can look at trends and the history in order to 
get a better idea of what to expect.  If you simply go out into 
the market with no background on the issues, you will likely 
lose a lot of money.  So, take the time to do a little research 
before you begin.   
 
Place Stop Loss Orders 
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You should always be familiar with a stop loss order before 
you begin trading in the Forex market.  The stop loss order 
is something that should be places right along with your 
entry order.  This type of order protects you from a 
potential loss getting out of hand.  If the market takes a 
dive, you will be protected with the stop loss order.  You 
must figure out however, before placing the order, at what 
point you would want to cut your losses.  You should always 
do this way before placing an order.  Although you may find 
that many traders do not utilize the stop loss order process, 
you will find that the more successful traders use it often.   
 


***** 
 


The PayOffs of Forex Signals? 
 
Many new traders are clueless when it comes to the Forex 
market.  They know that they want to participate and learn, 
however they are not sure where to begin.  Some companies 
are aware of this and try to lure these people into 
purchasing Forex signals.  These companies claim that 
these Forex signals can really help the new traders to get a 
feel for what is going on in the market and for what works.  
New traders often pay for these signals, thinking that they 
will profit from the information.  Sometimes the traders do 
profit and sometimes they don’t.  There is a lot of 
controversy over Forex signals and whether they are worth 
the buck.  Some experts feel they are not worth anything 
while other new traders seem to think they are.  The fact is 
that each trader must decide these things by themselves.  If 
you are new to the Forex, and want to know more about 
Forex signals, check out this information below.  You will 
be able to notice who you should use if you decide to pay for 
Forex signals, what precautions to take, and how to go 
about signing up.  You will also learn what you can do 
instead if you choose not to pay for Forex signals.   
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Where You Get Them 
 
Many experts warn new traders against paying for Forex 
signals.  Although it may seem like an attractive idea to 
newer traders, it can lead to trouble.  First, a new trader 
would need to trust the person who was selling the signals. 
This in itself can be a difficult thing.  Finding someone that 
you trust is unlikely.  Experts agree that if someone is 
selling Forex signals for cash, then they are probably not 
great traders.  Otherwise they would be making their living 
from the Forex market.  Therefore, you probably should not 
purchase from them.  If you did, the Forex signals would 
not likely pay off for you.   
 
Free Trials & Audits 
 
If you decide that you really want to go ahead and purchase 
those Forex signals, there are few things you should think 
about.  First, you should only work with those who give you 
a free trial.  When it comes to legitimate businesses, they 
will be willing to allow you to test their information before 
committing to the full cost.  If the business is not willing to 
do this, you should probably take your business elsewhere. 
You also should think about getting audited results from 
the provider.  This is a great way for you to feel better about 
working with the company and to get real results from their 
Forex signals.  If a company is unwilling to give out this 
information, you should go elsewhere as well.  If you are 
going to spend money on information that you hope with 
help you, and not hurt you, you should be working with 
someone who is willing to open up with real previous 
results.  A company that believes in their information is 
easier to trust than one that seems to be hiding something.   
 
What Else You Can Do 
  







 72


If you’re new to the system and you really want some help 
getting started, apply for a free account from a Forex 
broker.  These accounts don’t allow you to trade with real 
money, but they are perfect for those who wish to learn a 
little about the Forex market.  You can use these demo 
accounts to learn the rules of the Forex as well as to gain a 
little insight on trading and research.  There are many 
brokers who offer these accounts in hope that once you 
learn about the Forex, you will open a traditional account 
through them.  Once you do decide to open a traditional 
Forex account, be sure to start with a small deposit until 
you get everything underway.  When you start small, you 
won’t be as afraid to make moves because you will know 
that you have little to lose.  You should also remember that 
trading via the demo account and trading with a traditional 
account is a lot different psychologically.  There is 
something that makes people take more risks when using 
“phony money”.  So, just beware of these things and behave 
accordingly when trading at first.   
 


***** 
 


Forex Quotes Can Lead You Places 
 
Trading in the Forex market should not be a spur of the 
moment decision.  You should research and evaluate every 
move you make to be a successful trader.  When you are 
trying to evaluate what trading moves you should make, it 
is often necessary to look at Forex quotes to help you decide 
what to do.  Although this may seem simple enough, many 
new traders have no idea how to even read a Forex quote.  
Before you make your first trade, be sure that you are 
informed on how to read and use Forex quotes.  If you are 
not educated on the matter, you will likely lose money 
because of lack of knowledge on the subjects pertaining to 
the Forex market.  
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Reading a Foreign Exchange Quote 
 
When you first look at a foreign exchange quote, or Forex 
quote, you will likely be a little confused.  It can be very 
confusing however once you learn how to read the Forex 
quote; you will gain a lot about the system itself.  The first 
letters listed are the abbreviation for the first currency in 
the quote.  This currency is considered the base currency.  
The value of this currency is always 1, unless otherwise 
noted.  You may see things such as USD/JPY, USD/CHF, 
and USD/CAD. When you see these currencies with 
numbers behind them, such as USD/JPY 112.01, it means 
that one US dollar is equal to 112.01 Japanese yen.  When 
the base unit and the quote rises, it means the dollar has 
gotten stronger and the other currency has weakened.   
 
There are several exceptions to this rule however.  When 
dealing with the British pound (GBP), the Australian dollar 
(AUD), and the Euro (EUR), things are a bit different.  You 
may see something that looks like GBP/USD 1.6366.  This 
means that one British pound equals 1.6366 US dollars.  
When you are dealing with these situations, remember that 
when you see the quote rising, the US dollar is weakening.  
A higher quote typically means the first currency (the base 
currency) is getting stronger.  When the quote is lowering, 
the base currency is getting weaker.   
 
 
Where to Learn More 
 
Trying to decipher what Forex quotes mean can be 
challenging.  Quotes can really help you decide what’s going 
on in the market and help you make trading decisions.  
However, you really need to know more about quotes than 
just how to read them.  You should learn different trends 
that are seen via Forex quotes and be able to apply them to 
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the market today.  When you can easily do this, you will 
find it easy to use the foreign exchange market to make 
profits.   
 
If you are interested in learning more about how to read 
and use Forex quotes, there are several things you can do.  
You can first decide to learn on your own.  When you decide 
this, you should visit reputable websites in order to conduct 
your studying.  You can also get new books on the subject 
and read on what the quotes mean and how they can help 
you.  Many people love to engage in self-study because it 
gives them freedom.  When you are learning on your own, 
you can do it at your own pace.  You can go through things 
as quickly or as slowly as you need to and really soak up 
information you need.  Self-study can be done during lunch 
breaks or late at night.  Some people would rather have a 
more traditional approach to learning however.   
 
Forex markets are a large part of the curriculum at most 
business schools today.  If there is a business school in your 
area, you may want to contact them about taking a course 
on the subject.  If you are someone who has the time to 
spare, taking a course with others interested in learning is a 
great idea.  The class may cost more than a book you can 
buy, but hands-on-learning is often the best form of 
education.  You will likely learn about markets, trading, 
strategy, and more.  So, if you are interested in learning 
with a group, a course is likely the best option for you.  
When you become more educated on the subject, you will 
be able to see exactly why knowing all about Forex quotes 
can be important in successful trading.   


***** 


Three Key Attributes of the Forex Market 


While there are many characteristics of the Forex market, 
there are three that help new traders learn exactly what the 
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foreign exchange market is all about.  These characteristics 
are those that every new trader should know long before 
they make their first trade.  The Forex system is one that is 
made to encompass the entire globe.  It can be difficult to 
interpret and even more difficult to trade successfully 
within.  Knowing how the system works is the first step to 
being a successful trader however.  So, before you even 
think about opening a Forex account, be sure that you are 
familiar with the foreign exchange market’s geographical, 
functional, and participant characteristics.   


Geographical Characteristics 


The Forex is a huge market that encompasses the entire 
globe.  This is a market that spans from the United States to 
Europe, to China, and back.  There is no area it cannot 
touch.  This is one thing that makes the market so popular.  
There is simply something for everyone with the Forex 
market.  It is easily accessed due to it being open all day in 
every country.  Its 24 hour access makes it even more 
attractive for investors.  No matter what time of day you 
want to trade, there will be someone trading in some 
distant location around the world.  Although there is 
trading in the Forex in every corner of the globe, the major 
exchanges are Singapore, Hong Kong, Tokyo, Bahrain, 
London, New York, San Francisco, and Sydney.  The 
geographical characteristics of the foreign exchange market 
can help new traders realize the size and volume of the 
Forex.  It is simply unmatched in volume and size.  This 
makes the Forex a powerful tool for investors everywhere.   


Functional Characteristics 


The entire Forex market functions to transfer purchasing 
power.  This is done between countries.  When trades are 
made, they are allowing partners to convert currency 
revenues into their domestic currency.  When one country’s 
purchasing power is strong, another country’s may be 
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weaker.  It also functions to obtain and provide credit for 
international trade and to avoid an exchange rate 
catastrophe.  When it comes to international trade, the 
Forex is helpful because it can help the movement of goods 
between countries and offer credit for financing.   


Participant Characteristics 


There are two main parts to the foreign exchange market.  
The first part is the interbank, which is often called the 
wholesale market.  The second part is the client, which is 
often called the retail market. Throughout these two 
categories, there are approximately five different types of 
participants.    The bank and non-bank foreign exchange 
dealers are those that buy at bid prices and sell at asking 
prices.  This helps the efficiency of the market as a whole.  
An interesting thing to note is that by trading currencies, 
banks often make up to 20% of their profits.   


Individuals and commercial and investment firms make up 
the second type of participants.  This group consists of 
importers, exporters, tourists, and other portfolio investors.  
They use the market basically to help them invest.  These 
are often those participants that use the Forex to hedge, 
which is a way to reduce their risk.   


Speculators and arbitragers are the third group type that 
seeks to profit from the foreign exchange market.  These 
people are those that are out to make money for 
themselves.  They are acting in their own self interest.  They 
seek profitable rate changes in order to help them profit 
and try to profit with the least possible risk involved.  Large 
banks are sometimes a part of this group.   


Central banks and treasuries are also involved in the Forex.  
They use it to change the value of their own currency, or to 
at least attempt to do so.  This is something that they do 
with reserves.  Their motive is not to profit but to influence 
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the market.  They want the value of their domestic currency 
to benefit their interests.   


Lastly, foreign exchange brokers are the last of the five 
groups involved in the participant characteristic of the 
Forex.  These participants are those who facilitate trading 
but are not partners in the transaction.  They typically 
charge a fee for their service, which is most often on a 
commission scale.  They are often seen as go betweens for 
large traders.   


***** 


The Global Market Makes the Forex Market Go 
Round 


You may wonder if it’s possible to day trade currencies 
along with trading stocks. Yes, it is possible to day trade 
currencies as well as trading stocks. In case you have ever 
wondered how the foreign exchange market, or Forex, 
works, here is an overview of some of the markets basic 
features. 


 


First and foremost there are the foreign exchange rates, 
which is the proportional value of two currencies. To be 
more specific, it’s the required quantity of one particular 
currency to sell or buy a unit of another currency. There are 
two methods used to express a foreign exchange rate. The 
most common method would express the amount of foreign 
currency that is needed to buy one U.S. dollar. For instance, 
if a foreign exchange quote expressed as USD/CND at 
1.4300, this means that one U.S. dollar can be exchanged 
for 1.43 Canadian dollars, and vise versa.  


 


The second method is when the foreign exchange rate is 
expressed under the terms that the USD amount can be 
exchanged for one unit of a foreign currency. For instance, 
if a quote of CND/USD at 0.6700 means that one Canadian 
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dollar can be exchanged for the same 0.6700 USD. When 
the USD is not used to convey an exchange rate, then the 
“cross rate” term is used to convey the proportional values 
between the two currencies. For instance, if the quote is 
DEM/SFR at .7000, this means that on German Mark can 
be exchanged for only .7 Swiss Francs. 


 


Basis points are normally when the foreign exchange rate is 
expressed by a whole number followed by four decimal 
points. For example, 0.0001 is called a basis point. 
Therefore, if an exchange rate rises from 1.4550 to 1.4590, 
then the currency is said to have changed by 40 basis 
points.  


 


The forex market is used to invest in other countries or 
even to buy foreign products. Sometimes individuals or 
firms who wish to buy foreign currencies or products, may 
need to get hold of some of the currency, beforehand,  from 
the country in which they wish to do business with. Also, 
the exporters may require payment for services or goods in 
their own currency, or in USD, which is accepted 
throughout the world. 


 


In the Forex market, a majority of selling and buying of 
foreign currencies throughout the world is taken place, 
mostly by the large commercial banks, who are the major 
traders in the forex market. With five major institutions 
based throughout the world in New York, London, 
Frankfurt, Zurich and Tokyo, the forex market is 
considered the largest financial market in the world by far, 
with the multitude of trading volumes exceeding 1.5 trillion 
USD on most days. 


 


Consisting primarily of world wide network interbank 
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traders who are connected together by computers and 
telephone lines, forex traders are incessantly negotiating 
prices among one another. These artful negotiations 
normally ensue in a market bid, or asking price, for a 
specific currency which is then introduce continuously into 
computers to be displayed on official quote screens. When 
the forex exchange rates are quoted between banks, this is 
called “Interbank Rates.” 


 


The foreign exchange spreads are when the exchange rates 
in the forex market are cited as a two tier “bid” or “ask” 
rate. For instance, when a USD and a DEM is cited as 
1.6000/15, the forex trader who cites this exchange rate is 
agreeing to buy the DEM’s at 1.6000 and sell them at 
1.6015. The “spread” is the actual difference between cites 
of purchase and cites of sale and also illustrates the profit 
expected from the transaction for the forex trader. The 
“spread” may vary comprehensively on any specific 
currency, all depending on the currency’s strength or 
weakness, and even it’s past history or prospective 
volatility. 


 


Many individuals may not be able to get hold of some 
foreign currencies at forex rates unless they become 
licensed traders through forex. Instead, those individuals 
may be able to come across foreign currency through a 
commercial bank, which may charge the individuals with 
either a commission or a higher spread than those reigning 
in the forex market. Sometimes these commercial banks 
will even charge individuals both commission and higher 
spread as to enable the bank to make a reasonable profit 
from the transaction. 


 


***** 
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Six Tactical Trading Tips for the Forex Newbie 


For those of you who are new to the forex market, or 
even for those of you who are considering becoming a 
forex market trader, this article is for you. Welcome to 
forex 101, where you will learn exactly who forex is 
and what it does. Also for the forex newbie’s, you will 
find a list of six trading tips that will help you in your 
transactions.  


 


For those of you who are new to the forex trading 
market, first you will need to know the meaning of the 
term “forex” which stands for FOReign EXchange 
market. This pertains to the international foreign 
currency exchange market where currencies of all 
kinds are bought and sold. The forex market got its 
start back in the early 1970's when floating currencies 
and free exchange rates were first introduced. At this 
time, the forex market traders were the only players 
on the market to decide upon the value of one type of 
currency against another, all solely based upon a 
particular currency’s supply and demand.  


 


The forex market is very unique for a number of 
reasons. First of all, this is one of the few markets that 
require very little trading qualifications and is free 
from any external control and can not be manipulated 
in any way. As the largest financial market, with 
trades reaching up to 1.5 trillion U.S. dollars, or USD, 
the money moves so fast, it’s impossible for a single 
investor to substantially affect the price of any major 
foreign currency. In addition, unlike any stock that is 
rarely traded, forex traders are able to open and close 
any positions within seconds, because there are 
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always a number of willing buyers and sellers.  


 


1. To open a forex account, all you have to do is simply 
fill out an application and provide all the necessary 
identification. The application will include a margin 
agreement will state if the broker will be allowed to 
intervene with any trade when it appears too risky. 
This agreement is made to protect the interests of the 
broker because most trades are done by using the 
broker’s money. However, once you have established 
an account, you can fund it and begin trading in the 
forex market. 


 


2. In order to become a successful trader, you will 
need to adapt your own trading strategy. There is no 
one strategy that will work for all the traders, each 
individual trader will need to develop their own 
approach to the market. While some traders may relay 
solely on technical analysis, others may prefer a more 
fundamental approach, while the more successful 
traders use a combination of both. Each individual 
trader will need to learn the best approach for them 
selves in order to gain a more comprehensive 
overview of the forex market in order to prepare for 
any entry and exit points.  


 


3. Understand that prices move by trends. Forex has a 
popular saying, “The trend is your friend.” there are 
certain movements that have been studied over many 
years in order to identify a pattern in the trend. These 
trends need to be understood in order to understand a 
good trading strategy. For small accounts that are 
$25,000 and under, trading with a trend may help 
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improving your odds when compared to bi-directional 
trading. Most newbie’s will look to trade in any 
direction, when they should be trading with a trend.  


 


4. Before you take any position, look over the top five 
currencies to make sure you’re not missing 
something. The top five foreign in forex are: 
USD/Yen, Swiss franc/USD, Euro/Yen, Euro/USD 
and Pound/USD.  


 


5. For newbie’s, it would be safest to have two 
accounts because you learn as you play the trading 
game. Keep one real account, one that you will 
actually use to trade real money; and the second 
account should be a demo, one that you can use to test 
alternative moves in the trading game. You can easily 
use your demo account to shadow the trades in your 
real account so you can widen your stops to see if you 
are being too conservative or not.  


 


6. Always examine the one hour, four hour and daily 
charts that concern your trades. Although you can 
trade at 15 and 30 minute time intervals, doing so 
requires a handful of dexterity. 


 


***** 


 


Spreading you’re the Eggs in Your Forex 
Basket  


Learning how to manage your money is the critical 
difference between who will win and who will lose in 
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the business of forex market trading. If 100 forex 
traders begin trading by using a system with 60% of 
winning odds, only about 5 of those traders would see 
a profit by the end of the year. Despite those 60% 
winning odds, only 95% of those forex traders will lose 
because of poor money management skills. Many 
traders don’t realize that anyone entering any trading 
system must have great money management skills in 
order to succeed. After all, traders enter the forex 
system to make a profit, not to lose money. 


 


Money management will stand for the amount of 
money you will put on a trade and the risks you are 
willing to accept for that trade. In order to diversify 
your forex trading strategies, it’s very important to 
understand the concept of managing money and also 
to understand the difference between managing 
money and trading decisions. There are a number of 
different strategies to use that will aspire to preserve 
your balance from any high risk liabilities. 


 


First off, you will need to understand the term “core 
equity.” Basically the core equity illustrates the 
starting balance of the account and what amounts are 
in the open positions. It’s very important to 
understand the meaning of core equity because your 
money management will greatly depend on this 
equity. For instance, if you have an open account with 
a balance of $5,000 and you enter a trade with $1,000 
that makes your core equity $4,000. If you enter 
another trade for another $1,000 then your core 
equity would be $3,000.  
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It would be better to begin diversifying your trades by 
using several different currencies, because by only 
trading one currency pair, you will generate very few 
entry signals. For example, if you have an account 
balance of $100,000 and have an open position for 
$10,000 then that makes your core equity $90,000. If 
you choose to enter on a second position, then 
calculate the 1% of risk from your core equity, but not 
your starting account balance. This would mean that 
the second trade would not exceed $900. Then if you 
decide to enter a third position, with core equity of 
$80,000 then the risk from that trade should not 
surpass $800. The key is to diversify the lots between 
all currencies that have a low correlation.  


 


For instance, if you wanted to trade EUR/USD and 
GBP/USD with a $10,000 (1% risk) standard position 
size in money management, then it would be safe to 
trade $5,000 in each EUR/USD and GBP/USD. This 
way, you will only be risking 0.5% on each position.  


 


It’s very important to understand the strategies of the 
Martingale and the Anti-Martingale, when trying to 
diversify your forex trading strategies. The Martingale 
rule means: increasing your risks when you’re losing. 
This strategy has been adopted by gamblers 
worldwide who claim that you should increase the 
sizes of your trades even when you are losing. 
Basically, gamblers use this rule in the following way: 
Bet $20, if you lose bet $40, if you loose bet $80, if 
you lose bet $160, if you lose bet $320, etc.  


 


Ultimately, the strategy is to assume that if you lose 
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more than four times, then the chances to win become 
bigger and as you add more money, you will be able to 
recover from your loss. Although there are many 
people who choose to use this strategy, the truth is, 
the odds are still the same 50/50 even regardless of 
the previous losses. Even if you lose five times in a 
row, the odds for your sixth bet, and even those there 
after, are still 50/50. This is an easy mistake made by 
those who are new to the trading business. For 
instance, if a trader started with a $10,000 balance 
and lost four trades of $1,000 a piece for a total of 
$4,000 then the traders remaining balance would be 
$6,000. If the trader thinks there is a higher chance of 
winning the fifth trade and increases the size of the 
position four times, enough to recover from the loss, 
then if the fifth trade loses the trader will be down to 
$2,000. A loss like this can never be recovered back to 
the $10,000 starting balance. Any experienced trader 
would never use such a risky gambling tactic, unless 
the traders’ goal was to lose all the money in a short 
period of time.  


 


***** 


 


Deciphering Key Patterns in the Foreign 
Exchange Market 


Forex works by making transactions in foreign 
currencies that are not centered on an exchange like 
the New York Stock Exchange (NYSE) instead; they 
take place world wide through telecommunications. 
The forex trade is open 24 hours a day beginning on 
Sundays in the afternoon until Friday afternoon. 
There are dealers to quote all the major currencies in 
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nearly every time zone through out the world. After 
the investor decides on what currency to purchase, the 
transaction is made through one of those dealers. 
Some of these dealers can even be found online. It’s 
very common for investors to speculate currency 
prices by obtaining a credit line, as small as $500, to 
greatly increase the potential profits and losses. The 
term for this is “marginal trading.” 


 


The term marginal trading is used for trading with a 
borrowed capital. Many traders find marginal trading 
appealing because forex investments can be made 
without using a real money supply. This method 
allows investors to invest more money with fewer 
costs for transfer and to open a bigger position with a 
small capital.  


 


When trading in the forex market, it’s best to develop 
a pattern of recognition in order to become a 
successful trader. The forex markets often display a 
specific pattern that repeats over time across assorted 
time scales. Forex traders can develop an expertise by 
acquiring the information around the patterns and 
then discovering how to recognize these patterns for 
what they are.  


 


Let’s use an analogy of a medical student who is 
learning how to diagnose a disease, for instance, 
pneumonia. Every disease is defined by a distinct set 
of symptoms. By running the right tests and making 
ethical observations of the patient in question, the 
medical student will be able to collect all the 
information needed to recognize that the disease is 
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indeed pneumonia. A medical student can never 
become an expert doctor until he has seen a number 
of patients, thus gaining practice in putting the pieces 
of the puzzle together rapidly and correctly. 


 


The brightest illustration of gaining the trading 
expertise is through pattern recognition and the large 
literature on technical analysis. Many of the technical 
analysis books look like the books that are carried 
around by medical students. They attempt to combine 
market symptoms into identifiable patterns that are 
aimed to help the trader diagnose the market. Some of 
these patterns may be chart patterns, while others 
may be based on identifying cycles and 
configurations, and so on. Like the medical student 
turned doctor, each technical analyst must cultivate a 
level of expertise by recognizing the various markets 
and by learning how to identify the patterns.  


 


Notice how the pattern recognition and research 
answers lead to very dissimilar approaches to the 
training of forex market traders. The traders tend to 
learn how to improve their trading by doing their 
research by learning how to use more sophisticated 
tools, collect more data, expose the best predictors, 
and so on. However, from a pattern recognition 
advantage point, being successful at trading will not 
come from conducting more research. Instead, 
gaining the knowledge directly from the experts and 
through a great deal of practice will lead to the solid 
development of competence. The research viewpoint 
fundamentally treats trading as a type of science. Like 
scientists, we gain our knowledge by unveiling new 
observations and pattern recognition through a 
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perspective that treats trading as a functioning 
activity. We gain our expertise through our mentors 
and by constantly practicing the trades.  


 


It would seem that this type of expertise could be 
acquired by learning pattern recognition from other 
experienced traders and then attaining the experience 
well enough to identify them on your own.  
Traditionally, this is how it’s done, but because 
pattern recognition normally entails a dependable 
measure of judgment, it makes it very hard to 
establish outside efficacy once it leaves the hands of 
the experts. Simply put, an expert trader may be able 
to utilize more information in trading than he can 
actually verbalize. Expert traders often describe their 
work in terms of monetary value and unpredictability 
patterns, but it may be the way that the patterns are 
used that makes all the difference between novice and 
expertise. Although the experts may be able to 
distinguish patterns in their work, it remains unclear 
if their greatness lies in the patterns themselves.  


 


***** 


 


Global Expansion and It’s Impact upon Forex 
Market 


The foreign market originated in 1973 and more than 
three decades later, the forex market has been 
expanding and developing into the robust worldwide 
market it is today. Even so, currency or money has 
always been in our society, in one form or another, 
since the ancient time of the Pharaohs. The first 
currency dealers started in the Middle East, where 
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these “moneychangers” exchanged coins from one 
country to another. When paper bills were introduced 
as a transferable monetary resource, the transactions 
became easier for all the traders. The strengthening 
and development of economies were strongly 
encouraged by forex and the international trading, 
bringing many benefits to all the countries involved.  


 


In order to establish the current forex market, several 
modifications had to be made. The first of the major 
changes occurred towards the end of World War II 
with the Bretton Woods Accord in 1944. Three great 
countries, the United States, France and Great Britain 
gathered together at the Bretton Woods to organize a 
new worldwide economical order. This is when the 
U.S. dollar, or USD, became the monetary standard 
form of currency that dealers would use when 
determining the values of other currencies on the 
forex market. Before the U.S. dollar became the 
standard currency, the British pound was the main 
currency that was used to compare other currencies 
on the forex market. During this time, nearly half of 
Europe was in disarray while the United States 
remained unharmed by WWII. In hopes to create a 
more stable foreign exchange trading environment 
which would help restore the worldwide economies 
and stabilize the international economic state of 
affairs, the Bretton Woods Accord was established.  


 


While the Bretton Woods Accord survived until 1971, 
a new agreement soon followed in the December of 
that year, entitled the Smithsonian Agreement. 
Although the Smithsonian Agreement was quite 
similar to the Bretton Woods Accord, it also allowed 
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for additional fluctuation within the forum of the 
foreign exchange market. As no new agreements were 
made, this was replace with the current free floating 
system, allowing the governments in forex trading to 
either peg or semi-peg their currencies or allow the 
currencies to simply freely float. The free floating 
system became officially mandated in 1978. Currently, 
all major currencies move independently from the 
other currencies implementing the services of forex 
dealers. Because there are no limitations on currency 
dealers and investors who want to trade currencies in 
an open and free foreign exchange market, there has 
been an inflow of speculation by brokerage houses, 
independent broker dealers, future trading brokers, 
hedge funds, banks as well as individuals.  


 


The forex market is driven by the enormous scope for 
profit potential among the currency dealers, along 
with the supply and demand. The free floating system 
is more practical for today’s forex market which 
undergoes a change in the currency rate 
approximately every 4.8 seconds. After loosely 
evolving from a connection of financial centers to one 
integrated market, the foreign exchange market is 
now playing an exceptional role in a country’s 
economy. The forex market has expanded worldwide, 
reflecting the constant growth of international trades. 
When considering the size of the forex market, it’s 
important to understand that any transactions made, 
whether it’s with a future trading broker or an 
independent broker, will ultimately lead to more 
transactions. This is mostly due to the brokerage 
establishments as they readjust their positions 
whether to manage or off set their risks. 
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Today’s foreign exchange market is a truly worldwide, 
24 hour a day trading zone, with most of the currency 
trading amidst the currency dealers in London, New 
York and Japan. The only time that currencies stop 
trading is on Friday when Japan closes its business 
and then there is a one day window before Europe 
steps in on Monday morning to open for business. 
Companies that sell and buy foreign currencies as part 
of their business like independent brokers and 
currency dealers, only make up a small percentage of 
forex trading. The majority of forex trading comes 
from banks, investment companies and brokerages. 
As more currency traders discover the foreign 
exchange markets potential for earning and raising 
capital, the market continues to develop and grow 
steadily. Forex reaches a daily turnover of at least 30 
times more than any other U.S. market. 


 


***** 


 


Top Currencies to Ogle in the Forex Trading 
Game 


The prices of currency are influenced by a number of 
reasons, like political and economic conditions in the 
issuing country. Interest rates, inflation and political 
stability are all factors in the prices of any currency. 
Although governments can try to control their 
currency prices by lowering the price, this is also 
called flooding the market, or by raising the price and 
buying on a large-scale. Although the volume of forex 
is sizable, it’s still impossible to have any control of a 
market for any length time and because market forces 
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normally prevail in the long run, forex has become 
one of the fairest investment opportunities made 
available. 


 


In the world of forex, each currency is given its own 
three letter code that is used in the forex quotes. The 
most common and widely used currencies used in the 
forex market are USD (U.S. dollars), GBP (United 
Kingdom pounds), JPY (Japanese yen), CAD 
(Canadian dollars), EUR (European euros), AUD 
(Australian dollars) and CHF (Swiss francs). These 
currencies have been the top foreign currencies to 
watch in the forex trading game. The prices of the 
foreign currency exchanges are specified in pairs by 
the forex quotes. By using a currency pair of U.S. 
dollars and European euros in the example below, the 
first currency is called the base (which is always at 1) 
and the second currency is called the quote (which 
shows how much it costs to buy one unit of the USD, 
or base currency): 


USD/EUR = 0.8419 


When reversed, this is the cost of USD to buy one 
euro: 


EUR/USD = 1.1882 


 


The base currency is growing stronger when the price 
of the quote currency goes up, therefore only one unit 
of the base currency can buy more of the quote 
currency. However, if the quote currency begins to fall 
then the base currency will become weaker. All forex 
quotes are perceived as a “ask” or a “bid” price. The 
ask price is what sellers will sell the base currency at, 
while at the same time be buying the quote currency. 
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The bid price is what the buyers will pay for the base 
currency, also while selling the quote currency. For 
example, a symbol bid ask of: 


USD/CAD 1.2392 1.2397 


This shows that you can buy one U.S. dollar for 1.2397 
Canadian dollars, or you can also sell one U.S. dollar 
for 1.2392 Canadian dollars. You can find the 
exchange rates in cross country charts that list 
numerous types of currencies with their values against 
one another. There are also currency conversion 
calculators, all of which are readily available online.  


 


Along with the U.S. dollar, United Kingdom pound, 
Japanese yen, Canadian dollars, European euros, 
Australian dollars and Swiss francs as some of the top 
currencies to watch in the forex trading game; some 
new currencies have been emerging. Be sure to keep 
an eye out on these emerging currencies: CNY (China 
yuan), CZK (Czech koruna), HKD (Hong Kong dollar), 
HUF (Hungarian Forint), INR (Indian Rupee), KRW 
(Korean Won), MXN (Mexican Peso), PLN (Polish 
Zloty), SGD (Singapore dollar), ZAR (South African 
Rand), and THB (Thai Baht). These currencies may 
not be one of the top currencies now, but they can 
make for some good investments. Taking two 
examples out of all of the emerging currencies: 


 


The China yuan is only limited to financial institutions 
and onshore companies and is not liquid. Currently 
the USD/CNY rate is about 8.2770 and is being closely 
managed by the central bank (PBOC). The Chinese 
government has resisted all calls for them to revalue 
their currency; but as the Chinese government 
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continues to strengthen their banking systems 
and make reforms in their economic policies, 
there is likely to be a possible call for opening 
spot trading. The interbank money market 
does not go beyond four months. 


 


The Czech koruna is a convertible, yet free 
floating currency that has been floating around 
since May 1997. All foreign investors have 
unrestricted access to these local markets. 
London banks continue to be very active in 
currency trading and accounts for nearly 60% 
of the daily turnover. This market is liquid for 
about five years. The Interest Rate Swaps, or 
the IRS, is mainly driven by offshore banks. 


 


***** 


 


Exotic Currencies Hit the Forex Markets 


 


The exotic currency is defines as a currency 
with little liquidity and limited dealing. The 
exotic currency is neither a minor nor a major 
currency. Some of the currencies that are 
considered minor are the Australian dollar, the 
Canadian dollar and the New Zealand dollar. 
Some of the currencies that are considered 
major are the Japanese yen, the Euro, the 
British pound, the Swiss francs and the 
German mark. All exotic currencies play a very 
important role in the forex market and are just 
as important as all the major currencies. 
 
The foreign exchange market has played a very 







 95


important role as the sole domain for financial 
institutions, most major banks and for the 
central banks like the United States Federal 
Reserve. The foreign exchange market has 
made some substantial profits that are made 
annually by these banks and financial 
institutions and these are now offered to you.  
 
All countries are now becoming more 
dependent on one another due to the increase 
in worldwide trade and foreign investments. 
The state of a country’s economic activity can 
cause the country’s currency to fluctuate, 
considering how the economic factors can alter 
the structure of a currency’s interest rate. The 
monetary health of a particular country 
depends on whether the currency either 
appreciates or devalues. 
 
Some banks make between 40-60% of their 
profits from trading currencies when they 
allocate around 20-30% of their funds into the 
foreign exchange market. Until recently, the 
American public has been unaware of the forex 
market because the foreign currency market 
had not been financially accessible to the 
general population of traders and investors; 
also, because of the minimum account 
requirement, which was beyond the means of 
the average trader or investor. Now that the 
situation has changed, instead of needing a 
minimum of $200K to open an account, a mere 
$10K can be used to open an account.  
 
The foreign exchange market is dominated by 
these five major currencies: the U.S. dollar 
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(USD), the British pound (GBP), the Japanese 
yen (JPY), the European euro (EUR) and the 
Swiss franc (CHF). All five of these currencies 
rank highly in their activity and popularity thus 
accounting for more than 70% of trading in 
North America alone. Other currency’s that are 
traded, though not as easily, are the more 
exotic currencies including the New Zealand 
dollar (NZD), Australian dollar (AUD), 
Canadian dollar (CAD) and the French 
franc(XPF). The minor currencies, which can 
also be considered as exotic currencies, account 
for between 3-7% of the total market volume. 
Together, all the major and minor currencies 
represent all the hard currencies that are 
currently being traded in the forex market. 
 
Top three most traded currency in the world: 
 
The U.S. dollar Index is the currency that gives 
relative strength to the Dollar. The Index 
reflects the statistical weaknesses or strengths 
of the trend of the U.S. dollar (USD). If the 
index figure is fairly large, then the U.S. Dollar 
is stronger, likewise if the index figure is 
smaller, then the U.S. dollar has become 
weaker. The Dollar has become weaker over the 
past two decades, mostly because of the world’s 
low opinion of financial policies that result in 
prominent budget deficits. 
 
The European euro and Europe has taken its 
first steps toward what many economists call 
“Euroland” with its single currency, the Euro. 
Europe’s eleven nations that use the euro are: 
France, Spain, Belgium, Italy, Portugal, 
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Austria, Finland, Luxembourg, Ireland, the 
Netherlands and Germany. These eleven 
nations consist of about 300 million people 
and also account for almost 20% of the 
worldwide economy. The European Union in 
addition represents America’s largest foreign 
market, which is twice the size of Japan and 
Canada combined. Trade flows between Europe 
and the United States has been roughly in 
balance for over nearly a quarter of a century, 
whereas in Asia, the U.S. runs large trade 
deficits.  
 
Japan, along with its Japanese yen, continues 
to be one of the most undisputed global 
economic powers of today’s market place. Since 
WWII, the Japanese government has been 
applying all of its energy and resources into 
developing its economy into one of the biggest 
economic powers in the world. The Japanese 
yen has become the third most traded currency 
in the world. 
 


***** 
 


Time lining Daily Forex Trading – So, 
when should you trade? ? 


 
In today’s foreign exchange market, investors 
and traders can literally trade currencies 
worldwide 24 hours a day, in any trading zone. 
The top three currency trading is among the 
currency dealers in London, Japan and New 
York. These currencies are being traded 24 
hours a day and the only time that currencies 
stop trading is on Friday when Japan closes its 
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doors. There is a one day window after Japan 
closes before Europe steps in on Monday 
morning to open for business.  
 
Companies that sell and buy foreign currencies 
as part of their business, like independent 
brokers and currency dealers, only make up a 
small portion of the foreign exchange currency 
trading. With a majority of trading come from 
banks, brokerages and investment companies. 
As even more currency traders become aware 
of the foreign exchange markets potentiality for 
earning and raising capital, the forex market 
will continue to develop and grow at a steady 
pace. The forex market reaches an average 
daily turnover of 30 times higher than any 
other U.S. market. 
 
Along with the drive for supply and demand, 
the forex market presses on as the enormous 
scope for profit potential among the currency 
dealers is steadily rising. The forex market also 
uses the free floating system that is considered 
more practical for today’s foreign exchange 
market which can experience a change in the 
currency rates at an estimated 4.8 seconds. 
After developing from connective financial 
centers to one unified market, the forex market 
is taking on a prodigious role in the country’s 
economy. Having expanded worldwide, the 
forex market is reflecting the constant growth 
of all international trades and their countries. 
When you consider the size of the foreign 
exchange market, it would be important to 
understand that any transactions that are made 
with a future trading broker or an independent 
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broker, can lead to more transactions. This can 
be due to the brokerage businesses as they 
work to readjust their positions.  
 
In order to be an effective day trader, you must 
understand your overall portfolio and its 
sensitivity to market unpredictability. This is 
especially important when trading foreign 
exchange currencies, because these currencies 
are priced in pairs and no single pair will trade 
completely independently of others. Once you 
gain an understanding of these correlations 
and how they can change, then you can use 
them to your advantage to control your 
portfolio’s exposure.  
 
Correlations Defined 
There is a reason for the interdependence of 
foreign currency pairs, for instance, if you were 
trading the British pound (GBP) against the 
Japanese yen (JPY) or GBP/JPY pair, then 
you’re trading a type of derivative of the 
USD/JPY and GBP/USD pairs. Therefore, the 
GBP/JPY must be slightly correlated to one or 
both of the other currency pairs. Even so, the 
interdependence amongst these currencies will 
stem from more than the fact that they are in 
pairs. While there are some currencies that will 
move one right behind the other; the other 
currency pairs can move in different directions 
that often result in a more complex force. In 
the financial world, correlation is the statistical 
measure of a relationship between two 
securities. 
 
Then there is the correlation coefficient that 
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ranges between -1 and +1. The correlation of +1 
indicates that two currency pairs can move in 
the same direction nearly 100% of the time. 
While the correlations of -1 indicates that two 
currency pairs are likely to move in the 
opposite direction 100% of the time. If the 
correlation is zero, this indicates that the 
relationships between the currency pairs will 
be completely at random.  
 
Yet, it’s clear that correlations are not always 
stable. Correlations do change, as the global 
economic system and other various factors can 
change on a daily basis, making the ability to 
follow the shift in correlations very important. 
The correlations of today may not be in line 
with the long term correlations between any 
two currency pairs. This is why it’s suggested to 
take a look at the past six months trailing 
correlation to provide a more clear perspective 
on the average relationship between the two 
currency pairs. This change comes from a 
variety of reasons, with the most common 
including a currency pair’s predisposition to 
commodity prices, the diverging monetary 
policies and unique political and economic 
circumstances. 
 


***** 
 


The Best Forex Software Need Not Be 
Expensives 


 
If you’re interested in getting started in playing 
the field in forex trading, then you will find that 
there are a large number of software programs 
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available. Whether the software programs you 
need are desktop based or web based, either 
one can be used in your forex trading. There 
are many brokers who offer their clients 
software packages free of charge or they can be 
a part of opening a trading account with a 
particular brokerage. Normally the software 
that will come with your open trading account 
is the very basic model, with the bare minimum 
of what you can use, or even need. 
Occasionally, these brokers will offer extra 
features at a cost. So when you’re considering 
which broker to open an account with, you may 
want to consider what software packages they 
offer to correspond with your account. There 
are many web site’s that offer free demo 
accounts, allowing you to download different 
packages so you can try before you buy. Using a 
free demo account will give you a better idea of 
what software you would like to use and will 
help prevent buyers remorse.  
 
The basic software’s available are the desktop 
and the web based. Which ever one you choose 
will depend on your preference and other 
technical constituents. The forex market is 
obviously very dynamic which means that you 
will want to get the software that is the most 
reliable and up to date connection to the data 
as possible. Now, let’s talk about your internet 
speed connection. Your internet speed 
connection is a very important factor and if you 
plan on playing the forex game, you will need 
to go from dial up to either DSL, even 
broadband if you can afford it. The faster it is, 
often the better. Your internet connection 
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speed is a major factor when considering what 
forex trading software to use.  
 
Another great consideration would be one of 
online security. Most web based forex software 
is generally more secure than the desktop 
based software packages. If you choose the 
desktop software, then all of your information 
and your data are stored in your hard drive, 
making all your valuable information 
vulnerable to a number of security infractions. 
If a virus invades your computer, then all of 
your personal data and the integrity of your 
trading system can be jeopardized. If you’re 
hard drive crashes, then all of your important 
data will be lost forever. Another threat would 
be those hackers who can hack their way into 
your computer and gain access to all of your 
personal information and trading systems.  
 
If you decide to go with the web based trading 
software then most of the maintenance and 
security issues are handled by the provider of 
the package. The internet based foreign 
exchange systems are readily hosted on secure 
servers, like the servers that credit cards are 
processed on. This will give you more 
protection, with less hassle, as your data is 
encrypted. Along with this protection, your 
software provider will protect you from losing 
data by providing mirrors and backups of your 
account data.  
 
You may also find that internet based software 
is more convenient, aside from the extra 
security when you’re considering on what 
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software would best suit your needs. Moreover, 
the software will run on your regular web 
browser, so there won’t be any software you 
would have to download, meaning you will 
always have access to the most current features 
and versions of that software. In addition, if 
you frequently travel, you are sure to 
appreciate being able to log in to the internet 
from any computer and have all of your 
information immediately accessible.  
 
Whatever option you decide to use, choose the 
forex trading software that you personally find 
easier to use. Just because particular software 
works wonders for your friend or colleague, 
doesn’t mean it will work the same for you.  
 
If you’re new to the trading game, then it would 
be best to have two accounts, one with your 
software of choice and one demo account. 
Considering that you learn as you play the 
trading game, you can keep one account that 
you will actually use to trade real money; and 
the demo account, to use to test any alternative 
moves. You can also use your demo account to 
overshadow the trades in your real account so 
you can see if you are being too conservative. 
 


***** 
 


Top Traits of a Seasoned  Trader 
 
Forex trading on the internet is the quickest 
way to use your investment capital to its 
maximum. The foreign exchange markets can 
offer certain advantages to the smaller and 
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larger traders, thus making the foreign 
exchange currency trading more preferable 
than the other markets such as stocks, options 
and all of the traditional futures. Here are some 
of the top reasons why you will want to use the 
forex trading on the internet, in order to 
become a more successful forex market trader.  
 
1. Forex is the largest market, trading at a 
volume of almost two billion, giving forex 
traders virtually unlimited flexibility and 
liquidity. That’s over three times larger than 
the equity market and over five times larger 
than futures.  
 
2. Forex trading can fit into anyone’s schedule 
because it is available on the internet 25 hours 
a day, 7 days a week. There is no waiting for 
markets to open; they are always open day in 
and day out. This flexible schedule makes the 
forex market extremely attractive to those 
professional and potential traders and 
investors.  
 
3. Forex trading on the internet encompasses 
buying one currency while simultaneously 
selling another currency; therefore you have an 
equal opportunity to make a profit no matter 
what direction the currencies are heading. 
Another great advantage to consider is that 
there are currently only fourteen pairs of 
currencies to trade. Compare those fourteen 
currencies to the thousands of stocks, options 
and futures when you’re considering the pros 
and cons of delving into the trading game. 
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4. Investors and traders are flocking to the 
forex internet trading as a way to gain a higher 
leverage to their investments. Some brokers 
even offer margin ratios of 200/1 in open forex 
trading accounts. There are also those mini-
forex accounts that can be opened for a 
minimum of $200, offering a margin of 0.5%, 
where $50 in trading capital will control a ten 
thousand unit currency position. 
 
The forex prices are often predictable, allowing 
the currency prices to create trends that can be 
followed to allow the technically trained forex 
trader to able to spot, and even take advantage 
of, the many entry and exit points. One of the 
best parts about forex trading on the internet is 
that there is no charges for commissions, any 
exchange fees or any other hidden fees. The 
forex market is a very easy market to research 
the countries and currencies involved. The only 
fees come from the forex brokers, who only 
make a very small percentage of what the 
bid/ask price is. Plus, there is no need to 
calculate any commissions or fees when 
completing a trade and your transactions are 
made a confirmed within seconds. Also because 
this is all done electronically, with no people 
involved, there is not much that can slow you 
down.  
 
For the newbie’s in the forex trading game, you 
will need to know the forex terminology. Here 
is a list of some basic terms and concepts you 
will need to know in forex trading:  
 
Spot Market- The market for buying and selling 
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currencies that are usually for settlement 
within 2 business days, also known as the value 
date. For example: USD/CAD = 1 day.  
 
Exchange Rate- This is when the value of one 
currency is expressed in the terms of another. 
For instance, the EUR/USD has an exchange 
rate of 1.3200, and then 1 Euro is worth 1.3200 
USD.  
 
Currency Pair- All currencies must be sold in 
pairs. There are two currency’s that make up an 
exchange rate, so when one currency is bought, 
the other is simultaneously sold and vise versa. 
 
Base Currency- This is the first currency in a 
pair. 
 
Counter Currency- This is the second currency 
used in a pair. The counter currency can also be 
known as the “terms” currency. 
 
Broker- This is a firm that will match a buyer to 
a seller for a small fee or commission.  
 
Sell Quote- This quote is normally displayed on 
the left side and represents the price that you 
can sell the base currency for. The sell quote is 
also referred to as the “bid” price. For instance: 
EUR/USD quotes 1.3200/03, and then you can 
sell one Euro for 1.3203 USD.  
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Buy Quote- This quote is normally displayed on 
the right side and represents the price that you 
can buy the base currency for. The buy quote is 
also referred to as the “ask” or “offer” price. For 
instance, EUR/USD quotes 1.3200/03, and 
then you can buy one Euro for 1.3203 USD. 
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***** 
Can the Emotions in Forex Trading 


“Go with your gut.” 
 
When it comes to forex trading, that’s a trading 
strategy that is bound to lose you money – 
unless your gut is highly trained and 
impervious to emotion. The trick to making 
money in the currency exchange market is to 
avoid making emotional decisions and follow a 
carefully thought out strategy that takes the 
current market and history into account. 
 
Forex trading is a highly volatile market. 
Emotions tend to run high – and low – and 
either of those extremes can influence your 
trading decisions, unless you have a strategy 
planned in advance, and stick to it, no matter 
what you THINK you’re seeing at the moment. 
The keys to success in Forex are system, 
analysis and perseverance. Note that emotion 
is not one of them. Going with your gut is a 
losing proposition in forex trading. 
 
Letting your emotions rule your decisions can 
hurt your trading in several different ways. It’s 
the reason that most experienced traders tell 
novice traders that they need to develop a 
system – and stick to it no matter what. The 
system tells you when to buy, what to buy, 
when to trade and what to trade for. By sticking 
to your system even when you want to fly in the 
face of accumulated data, you’ll maximize your 
profits. 
 
A system based on technical analysis of 
historical market trends is one of the most 
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potent tools that you can utilize if you’re just 
getting started in forex trading – and many 
traders with years of experience continue to use 
their system to keep the profits rolling in. In 
fact, many will tell you that when their ‘gut 
instinct’ and their system collide, the system is 
almost always right. 
 
The third key is perseverance. Analysis of 
trends in the market will show you that the 
market moves in dips and spurts within overall 
patterns that are predictable. No trend moves 
smoothly in an up or down line – there are 
inevitable periods of time when values 
suddenly spiral up or down based on some 
outside factor. These are the times when 
emotion can hurt your portfolio. When a 
currency that you’re holding takes a sudden dip 
south, it’s tempting to succumb to panic 
trading, cut your losses and run even if your 
system tells you to hold on. On the other hand, 
it’s easy to catch the rising excitement as a 
trade starts increasing in value and scramble to 
buy more of the same. These are exactly the 
times to rely most heavily on your trading 
system. It will tell you exactly when to trade for 
maximum profit. 
 
Using a mechanical system takes the emotion 
out of your trading, eliminating one of the key 
factors that people fail. Your system doesn’t get 
stubborn about proving a theory. It isn’t 
swayed by bad news, or elated by good news. It 
doesn’t hold onto a bad trade hoping against 
hope that if it just holds on long enough, the 
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trend will turn around and become a 
moneymaker. 
 
To be effective, your system – whether you 
develop your own or adopt one created by 
someone else – should identify the entry point 
of your trade, the exit point of your trade, 
mitigating factors, and an exit strategy. In 
laymen’s terms that means: 
- Under what conditions should I acquire a 
currency? 
 For instance, you may have a buy order 
for when a particular currency drops more than 
5 pips because your analysis tells you that 
that’s likely to be as low as it goes. 
 
- Under what conditions should I trade that 
currency for another – and which one? 
 There are two reasons to exit – to 
maximize your profit, or minimize your loss. 
That means you have a set stop-loss order and 
a set take-profit order at which point to cash 
out your trade. 
 
- What factors will I allow to change that 
decision? 
 If you’re not careful, this is where 
emotion will sour deals for you. While the 
money market moves in predictable patterns, 
there are always individual variations of a 
trend within those patterns. If you’ve taken 
those variations into account, it will be far 
easier to decide when a factor really does make 
a difference, and when it’s just wishful 
thinking. 
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- How will I trade out of a currency? 
 Your exit strategy may be as simple as ‘a 
stop-loss order when my loss hits 5% or a take-
profit order when I’ll make 40% profit’. 
 
By employing a system to tell you when to get 
in, out or stick, you’ll minimize the impact of 
your emotions on your trading and maximize 
your proft. 
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***** 
Failsafe Facts to Guarantee Failure in 


Forex Trading 
 
Forex trading – it’s one of the most exciting 
new ‘games’ in town. The stakes are variable 
enough that almost anyone can play, and the 
potential winnings are high enough to tempt 
even the most conservative into the running. 
There’s something romantic and dashing about 
trading in money – a cachet that stock, bonds 
and mutual funds just don’t have. With trillions 
of dollars changing hands everyday, it seems 
like everyone’s got a fail-safe method that will 
make you rich overnight. Here are nine failsafe 
facts that will guarantee that you fail in forex 
trading. 
 
1. There is a failsafe method to make money 


on every trade.  
Just like there’s no such thing as a free 
lunch, there’s no such thing as a failsafe 
method. You WILL lose money on some 
trades, it’s inevitable. Expecting to always 
win is a guarantee that you will hang on to 
trades long past the point that an 
experienced trader would have found an 
out. 


2. You don’t need to know anything about the 
market to make money in it.  
Not knowing your playing field is a sure way 
to hit every bump and hole in it. It’s not 
enough to read a few articles from your 
dealer. You need to make a concentrated 
effort to understand the forces that drive 
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the market so you’ll know the best times to 
make a move. 


3. You can play a winning game by making 
frequent trades with small profits.  
If your goal is to make a few hundred 
dollars a day, you may be ahead of the 
game, but you’re seriously limiting your 
profit potential. The only people getting rich 
on frequent tiny trades are the dealers 
taking commission on them. 


4. You don’t need a plan to make money in the 
currency market – making money IS a plan.  
Trading without a well-thought out plan is 
like jumping out of a plane without a 
backup chute. Your plan is what keeps your 
eye focused on your goal, and gets you 
through the inevitable losses. Currency 
trading isn’t a short-term game, but most 
new traders (95%) quit within the first year 
because they didn’t have a plan to follow. 


5. If you stick with a losing trade long enough, 
it will turn around. 
Sticking with a losing trade is a good way to 
lose more money. When a deal isn’t going 
the way that you expected, it’s hard to admit 
that you were wrong and get out – but it’s 
the best way to avoid losing even bigger 
money. Winning on one trade isn’t going to 
make you rich overnight. Consistently 
knowing when to get out – whether it’s to 
cut your losses or grab your winnings – is 
the way to be a successful currency trader. 


6. Where there’s smoke, there’s fire. 
Rumors are just that – rumors – 99% of the 
time. If you want to win at the game, base 
your trades on reality, not hearsay. On the 
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other hand, rumors can alert you to look at 
what’s really happening and make a 
decision based on the movement that you 
see. 


7. The more currencies you trade, the better 
your chances are of scoring a big profit. 
The more you know about a currency, the 
easier it is to predict how and when it will 
move. The more intimately you understand 
the way it behaves, the better your chances 
are of consistently making successful trades 
in that currency. If you’re trying to focus on 
too many different currencies, you’ll be 
spreading yourself too thin to really get to 
know any one of them. 


8. Thinking long-term and trading short-term 
is a sure way to make money in the long 
run. 
That’s one of those logical fallacies that 
sound good on the surface. Look at it more 
closely though. If you’re trading in the short 
term, then you need to keep your eyes on 
the short term rather than trading to what 
you think the market will be in a week. 
Today is today – if you make your best 
trade today every day, you’ll consistently be 
ahead of the game. 


9. The way to make money in forex is to 
always have a trade in motion. 
Sometimes there just isn’t a trade that’s 
going to profit you. Making a trade just to 
make a trade is a sure way to do yourself no 
good – and possibly a great deal of harm. 
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***** 


Mind Games – The Psychology of Forex Market 
Trading 
When it comes to trading on the Forex market, 
winning is a matter of the mind rather than 
mind over matter. Any trader who’s been in the 
game for any length of time will tell you that 
psychology has a lot to do with both your own 
performance on the trading floor and with the 
way that the market is moving. Playing a 
winning hand depends on knowing your own 
mind – and understanding the way that 
psychology moves the market. 
 
Studying the psychology of the market is 
nothing new. It doesn’t take a genius to 
understand that any arena that rides and falls 
on decisions made by people is going to be 
heavily influenced by the minds of people. Few 
people take into account all the various levels 
of mind games that motivate the market, 
though. If you keep your eye on the way that 
psychology influences others – including the 
mass psychology of the people that use the 
currency on a daily basis – but neglect to know 
what moves you, you’re going to end up hurting 
your own position. The best Forex coaches will 
tell you that before you can really become a 
successful trader, you have to know yourself 
and the triggers that influence you. Knowing 
those will help you overcome them or use 
them. Are you saying ‘Huh?” about now? 
Believe me, I understand. I felt the same way 
the first time that someone tried to explain how 
the mind games we play with ourselves 
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influence the trades and decisions that we 
make. Let me break it down into more 
manageable pieces for you. 
 
Anything involving winning or losing 
large sums of money becomes 
emotionally charged. 
All right. You’ve heard that playing the market 
is a mathematical game. Plug in the right 
numbers, make the right calculations and you’ll 
come out ahead. So why is it that so many 
traders end up on the losing end of the market? 
After all, everyone has access to the same 
numbers, the same data, the same info – if it’s 
math, there’s only one right answer, right?  
 
The answer lies in interpretation. The numbers 
don’t lie, but your mind does. Your hopes and 
fears can make you see things that just aren’t 
there. When you invest in a currency, you’re 
investing more than just money – you make an 
emotional investment. Being ‘right’ becomes 
important. Being ‘wrong’ doesn’t just cost you 
money when you let yourself be ruled by your 
emotions – it costs you pride. Why else would 
you let a loser ride in the hope that it will 
bounce back? It’s that little thing inside your 
head that says, “I KNOW I’m right on this, 
dammit!” 
 
Bottom line: You can’t keep emotions out of the 
picture, but you can learn not to let them 
control your decisions.  
 
To most people, being right is more 
important than making money. 
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Here’s the deal. The way to make real money in 
the forex market is to cut your losses short and 
let your winners ride. In order to do that, you 
have GOT to accept that some of your trades 
are going to lose, cut them loose and move on 
to another trade. You’ve got to accept that 
picking a loser is NOT an indication of your 
self-worth, it’s not a reflection on who you are. 
It’s simply a loss, and the best way to deal with 
it is to stop losing money by moving on – and 
really move on. Moving on means you don’t 
keep a running total of how many losses you’ve 
had – that’s the way to paralyze yourself.  This 
brings us to the next point: 
 
Losing traders see loss as failure. 
Winning traders see loss as learning. 
Not too long ago, my twelve year old son told 
me that before Thomas Edison invented a 
working light bulb, he invented 100 light bulbs 
that didn’t work. But he didn’t give up – 
because he knew that creating a source of light 
from electricity was possible. He believed in his 
overall theory – so when one design didn’t 
work, he simply knew that he’d eliminated one 
possibility. Keep eliminating possibilities long 
enough, and you’ll eventually find the 
possibility that works. 
 
Winning traders see loss in the same way. They 
haven’t failed – they’ve learned something new 
about the way that they and the market work. 
 
Winning traders can look at the big 
picture while playing in the small arena. 
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Suppose I told you that last year, I made 75 
trades that lost money, and 25 that made 
money. In the eyes of most people, that would 
make me a pretty poor trader. I’m wrong 75% 
of the time. But what if I told you that my 
average loss was $1000, but my average profit 
on a winning trade was $10,000? That means 
that I lost $75,000 on trades – but I made 
$250,000, making my overall profit $175,000.  
It’s a pretty clear numbers game – but how do 
you keep on trading when you’re losing in trade 
after trade? Simple – just remember that one 
trade does not make or break a trader. Focus 
on the trade at hand, follow the triggers that 
you’ve set up – but define yourself by what 
really matters – the overall record. 
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***** 
Ride the Wave – The Elliott Wave 


Theory for Forex Markets 
One of the best known and least understood 
theories of technical analysis in forex trading is 
the Elliot Wave Theory. Developed in the 1920s 
by Ralph Nelson Elliot as a method of 
predicting trends in the stock market, the Elliot 
Wave theory applies fractal mathematics to 
movements in the market to make predictions 
based on crowd behavior. In its essence, the 
Elliot Wave theory states that the market – in 
this case, the forex market – moves in a series 
of 5 swings upward and 3 swings back down, 
repeated perpetually. But if it were that simple, 
everyone would be making a killing by catching 
the wave and riding it until just before it 
crashes on the shore. Obviously, there’s a lot 
more to it. 
 
One of the things that makes riding the Elliot 
Wave so tricky is timing – of all the major wave 
theories, it’s the only one that doesn’t put a 
time limit on the reactions and rebounds of the 
market. A single In fact, the theories of fractal 
mathematics makes it clear that there are 
multiple waves within waves within waves. 
Interpreting the data and finding the right 
curves and crests is a tricky process, which 
gives rise to the contention that you can put 20 
experts on the Elliot Wave theory in one room 
and they will never reach an agreement on 
which way a stock – or in this case, a currency 
– is headed. 
 
Elliot Wave Basics 
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� Every action is followed by a reaction.  
 It’s a standard rule of physics that 
applies to the crowd behavior on which the 
Elliot Wave theory is based. If prices drop, 
people will buy. When people buy, the demand 
increases and supply decreases driving prices 
back up. Nearly every system that uses trend 
analysis to predict the movements of the 
currency market is based on determining when 
those actions will cause reactions that make a 
trade profitable. 
 
� There are five waves in the direction of the 
main trend followed by three corrective waves 
(a "5-3" move).  
 The Elliot Wave theory is that market 
activity can be predicted as a series of five 
waves that move in one direction (the trend) 
followed by three ‘corrective’ waves that move 
the market back toward its starting point.  
 
� A 5-3 move completes a cycle.  
 And here’s where the theory begins to 
get truly complex. Like the mirror reflecting a 
mirror that reflects a mirror that reflects a 
mirror, the each 5-3 wave is not only complete 
in itself, it is a superset of a smaller series of 
waves, and a subset of a larger set of 5-3 waves 
– the next principle. 
 
� This 5-3 move then becomes two 
subdivisions of the next higher 5-3 wave.  
 In Elliot Wave notation, the 5 waves that 
fit the trend are labeled 1, 2, 3, 4 and 5 
(impulses). The three correcting waves are 
called a, b and c (corrections). Each of these 
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waves is made up of a 5-3 series of waves, and 
each of those is made up of a 5-3 series of 
waves. The 5-3 cycle that you’re studying is an 
impulse and correction in the next ascending 5-
3 series. 
 
� The underlying 5-3 pattern remains 
constant, though the time span of each may 
vary. 
 A 5-3 wave may take decades to 
complete – or it may be over in minutes. 
Traders who are successful in using the Elliot 
Wavy theory to trade in the currency market 
say that the trick is timing trades to coincide 
with the beginning and end of impulse 3 to 
minimize your risk and maximize your profit. 
 
Because the timing of each sequence of waves 
varies so much, using the Elliot Wave theory is 
very much a matter of interpretation. 
Identifying the best time to enter and leave a 
trade is dependent on being able to see and 
follow the pattern of larger and smaller waves, 
and to know when to trade and when to get out 
based on the patterns you identify. 
 
The key is in interpreting the pattern correctly 
– in finding the right starting point. Once you 
learn to see the wave patterns and identify 
them correctly, say those who are experts, 
you’ll see how they apply in every facet of forex 
trading, and will be able to use those patterns 
to trigger your decisions whether you’re day 
trading or in it for the long haul. 
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***** 
   Five Ways to Avoid Forex Scams 


 
Whenever there is an opportunity to make 
large amounts of money, there will be people 
who are eager to jump right in and start 
making money. And where there are people 
who are eager to get rich quick with a 
minimum of effort on their part, there are 
fraudsters waiting to take their money. 
Experienced traders are wise enough to avoid 
the frauds – it’s the new traders who are most 
vulnerable to the forex scams that are slipping 
into the currency exchange market. 


 
The U.S. CFTC (Commodity Futures Trading 
Commission), which regulates futures and 
commodities trading, warns new investors to 
be wary of frauds and scams that promise huge 
profits from your investments, in and out of the 
Forex market. The CFTC has issued several 
Consumer Fraud Alerts in connection with 
foreign currency trading. They offer the 
following tips to help you avoid being 
scammed. 


 
Be skeptical of high-profit-low-risk 
come-ons.  
 
“I made $1900 in one minute!” touts 
one sidebar ad for a Forex trading 
company. Ads that promise high returns 
on small investments with little or no 
risk to you are tempting bait. The fact is 
that while there are certainly big profits 
to be made in forex, there are 
correspondingly large losses. And most 
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novice traders drop out of active trading 
by the end of their first year because 
they can’t afford the risk. 
 
Be suspicious. Period. 
Before you part with a penny, 
thoroughly check out the company or 
trader you’re planning to do business 
with. Check the CFTC’s consumer fraud 
alert page. Check to see if the company 
is registered with the CFTC, or is a 
member of the National Futures 
Association. Check to see if there’s any 
disciplinary action against the firm or 
company. Get even more basic. Get a 
valid address and telephone number, 
and verify that it belongs to the 
company. Check to be sure the person 
you’re dealing with actually works for 
the company. Especially if you’re doing 
business on the Internet, it’s very easy 
for a scammer to fake credentials. 
 
Be wary of sending money over the 
Internet. 
The Internet has made it incredibly easy 
for scammers to operate. It only costs 
$6.95 a month to have a professional 
looking web site hosted – that’s pennies 
a day to reach millions of potential 
marks. Before you part with credit card 
numbers, bank account transfer 
permissions or wire transfers, be sure to 
check out the company with all the 
authorities listed above. 
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Beware high pressure sales tactics. 
Legitimate dealers don’t need to contact 
you with unsolicited email, or pressure 
you into doing business with them. If 
someone is pushing you to invest right 
now, tonight, this moment, it should set 
off huge warning signals in your head. A 
real dealer is more concerned with 
keeping you as a customer for the long 
haul. He’ll be patient while you check 
out his credentials and reputation. A 
phony dealer can’t afford that luxury – 
he needs to get you on the hook right 
now, or risk losing his score. 
 
Be cautious of companies that tell 
you they’ll trade for you on the 
‘interbank’ market.  
The interbank market is a term for a 
loose network of currency traders that 
include banks, financial institutions and 
large corporations. Fraudulent currency 
trading firms often tell customers that 
they’ll trade for them on the interbank 
market where the prices are better. It 
should be a warning signal to you to stay 
away. 
 


While technically not ‘scams’, you should also 
be wary of paying good money for training 
courses that promise you systems that are 
‘guaranteed’ to earn you high profits. If the 
course advertises that their system will earn 
you huge profits with minimal risk, or 
guarantee you 40% return on your money in six 
weeks, take the promises with a huge grain of 
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salt. Experienced traders understand that the 
forex market is a time market – while it’s 
possible to make large amounts of money in 
short-term trades, finding those profitable 
trades is a matter of being in the right place at 
the right time… which means putting in the 
time and the effort to be there.  
 
They also understand that they’ll lose more 
often than they win – the trick is to keep your 
losses short and your profits long. Any 
company that guarantees that you’ll make a 
profit on all or most of your profits is coloring 
their advertising. Stick with trusted companies 
whose credentials you can verify and whose 
background you can check. 
 


***** 


Pivot Points in Forex – What They 
Are and How to Use Them 


You may hear that one of the handier tools in a 
forex trader’s toolbox is a pivot point 
calculator. Pivot points are one of the 
commonly used triggers for trading systems. If 
you’re new to the forex market, though, you 
may be foggy on exactly what pivot points are 
and what they can mean to your trading. 


 
In a nutshell, pivot points are exactly what they 
sound like – the point at which the market is 
expected to turn – if it’s been going down, a 
pivot point is the value at which it will reverse 
the trend and begin to climb. If it’s been rising, 
then the pivot point is where the sentiment of 
the traders will turn and begin a downward 
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trend. Obviously, being able to predict major 
movements in the money market is a valuable 
skill, since it hints at the where the market is 
moving and whether or not this is the time to 
trade or stick. 


 
Pivot point trading is an especially popular 
method of mapping out a trading strategy. It 
was originally used by floor traders in the stock 
market who liked it because it allowed them to 
gauge where the market was heading with just 
a few simple bits of information and 
calculations. By knowing the high, low, opening 
and closing points from the previous day, they 
could calculate a point at which the market had 
‘turned’ to head upward or downward. Pivot 
points can help predict where the market is 
going – and coupled with the resistance and 
support points, give you an idea how far in that 
direction it will go. 


 
There are a number of ways to calculate the 
pivot points for the day, but the most common 
– and easiest – is to average the opening, 
closing and high points for the last day’s 
trading. There are other pivot points that can 
be calculated from those numbers as well. 
Before we talk about how to calculate them and 
what they mean, let’s define a few terms: 


 
Pivot point – the point where the market 
reverses a current trend 
Resistance – A high point in a market 
chart that recurs regularly. Generally, it’s 
the point where the market (or currency) 
will begin a downturn 
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Support – A low point in the market chart 
that recurs regularly. Generally, it’s the 
point where the market (or currency) will 
begin to climb back up. 
 
Traditionally, support and resistance points 
are difficult to break through. Most of the 
time as the numbers approach that level; 
there will be a slight rebound in the other 
direction. An interesting phenomenon is 
that once a resistance or support point is 
broken, it tends to switch sides – a broken 
resistance will often become a support for 
prices on the other side of the line. 
 
The most common calculation for arriving 
at a pivot point is: 
 
Pivot: (High + Close + Low)/3 
Resistance: 2 * Pivot – Low 
Support : 2 * Pivot – High 
 
USD/EUR Date:02/03/06 14:40 
O=0.83174 H=0.83188 L=0.83167 
C=0.83188 
 
Given this data for Feb 3, 2006, the pivot 
points for Feb 4, 2006 would look like this: 
 
Pivot: 0.83180 
Resistance: 0.83193 
Support: 0.83172 
 


Those numbers give me some points on which 
to base my strategy for the day. If the market 
opens above the pivot point, it’s a bull market, 
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and most advisors would go for long trades, 
since the direction of the market is up. If it 
opens below pivot, it’s time to favor short 
trades and quick sales. 


 
There are two common sales strategies using 
pivot, resistance and support points.  


 
Breakout Trade: When a currency pair 
breaks through a resistance or support 
point, there’s usually a surge of activity 
around it. Buy if the charts show a break 
through a resistance, sell if the rate drops 
below a support point. 
 
Pullback Trade: When the exchange rate 
drops back from a high, most traders will 
buy, based on other information that’s 
available. It’s a tricky move, though, since 
the pullback could just be a temporary 
pause in the upward momentum, or the 
beginning of a downward rebound. 
 
Using pivot points to inform your strategy 
in day trading is a complex subject. You’ll 
find a great deal written about it by various 
gurus and experts. These basics can help 
you understand what you’re reading from 
them. 
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***** 


Predicting Trends  of the Oil 
Marketplace and Impact upon  Forex 


Trading 
Why should you worry about the price of oil if 
you’re not buying and selling oil?  
 
If you’re trading currencies, there’s one very 
good reason. Many of the most important 
currency trading pairs rise and fall on the price 
of a barrel of oil. The price of oil has been a 
leading indicator of the world economy for 
decades, and experts predict that that won’t be 
changing any time soon. The connection 
between the price of oil and the economy of 
many countries is based on a couple of simple 
facts: 
 
1. Countries with healthy supplies of crude oil 
benefit economy-wise from higher oil prices. 
 
2. Countries who depend on imports for their 
energy needs benefit from lower oil prices and 
lose when oil prices rise. 
 
3. When the economy of a country is strong, its 
currency is also strong in the forex market. 
 
4. When the economy in a country takes a 
downturn, its currency loses value in the 
currency exchange rate. 
 
The fluctuating oil prices of the past year – 
2005 – are a good example of what can happen 
when factors affect the price and supply of oil. 
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Remember from basic economy courses that 
higher oil prices act to put the brakes on 
consumer spending. This will be true as long as 
the major source of oil for industrialized 
countries is petroleum based. The price of all 
goods produced hinges on the price of a barrel 
of oil. If the oil prices rise, so do production 
and supply prices for most consumer goods. In 
addition, the expenses of individual consumers 
rise as they pay more to fuel their automobiles 
and heat their homes. The net result is a 
downward swing in the economy of the country 
until it hits a rallying point that starts it back 
on an upward trend. 
 
 
Experts who watch the oil market are split on 
which way oil prices are headed, and just how 
far. A little over a year ago, most pundits 
agreed that $40 a barrel was the upper limit for 
a barrel of crude oil. At the year’s beginning, oil 
had already broken that point, and was selling 
at $42.50 a barrel. The vagaries of the weather, 
world politics and actual capacity to meet 
demands have fueled one of the most volatile 
pricing years in recent memory. At one point, 
the price of crude broke $70 a barrel, an 
increase of 65% over the beginning of the year. 
And while prices dropped for a short period, at 
the end of the year, they were still 45% higher 
than at the beginning of the year. Since the 
turn of the year, prices have begun their climb 
again, and the majority of traders believe that 
we won’t see a reversal of that trend in the near 
future. The conservative predict a price of $80 
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per barrel. The more aggressive are calling it at 
$100. 
 
What will this mean for the currency trading 
market?  
 
In the currency market, exchange rates are 
often predicated on the health of a country’s 
economy. If the economy is robust and 
growing, the exchange rates for their currency 
reflect that in higher value. If the economy is 
faltering, the exchange rate for their currency 
against most other currencies also stumbles. 
Knowing that, the following makes sense: 
 
1. The currency of countries that produce and 
export oil will rise in value. 
 
2. The currency of countries that import most 
of their oil and depend on it for their exports 
will drop in relative value. 
 
3. The most profitable trades will involve a 
country that exports oil vs. a country that 
depends on oil. 
 
Based on those three points, the experts are 
keeping their eye on the CADJPY pairing for 
the most profitable trades, and here’s why. 
 
Canada has been climbing on the list of the 
world’s oil producers for years, and is currently 
the ninth largest exporter of oil worldwide. 
Since the year 2000, Canada has been the 
largest supplier of oil to the U.S., and has been 
getting considerable attention from the 
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Chinese market. It’s predicted that by 2010, 
China’s import needs for oil will double, and 
match that of the U.S. by 2030. Currently, 
Canada is positioned to be the largest exporter 
of oil to China. This puts Canada’s dollar in an 
excellent position from a trading perspective. 
 
Japan, on the other hand, imports 99% of its 
oil. Their reliance on oil imports makes their 
economy especially sensitive to oil price 
fluctuations. If oil prices continue to rise, the 
price of Japanese exports will be forced to rise 
as well, weakening their position in the world 
market. Over the past year, there has been a 
close correlation with rises in oil prices and 
drops in the value of the yen. 
 
If economy and history are to be heeded, the oil 
prices can’t continue to rise indefinitely. 
Eventually, consumers will bite the bullet and 
start cutting their demand for oil and gas. 
When that happens, the price of oil will either 
stabilize, or start heading back down toward 
the $40 a gallon that experts predicted it would 
never hit. 
 


***** 
 


The Magical Correlation between 
Exchange Rate and  Forex 


 
Exchange rates. Euros, dollars, yen, marks, 
francs; Floating exchange rates, pips, points – 
the whole concept of the exchange rate can be a 
daunting one for a beginning trader. But 
understanding how exchange rates work and 
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how they affect forex markets is essential if 
you’re going to last longer than the time it takes 
to make one /really/ bad trade. Get ready, get 
yourself your favorite soothing beverage, and 
let’s dive in to the mysterious workings of the 
exchange rate. By the time you’re done with 
your drink, you’ll have a better understanding 
of the way the exchange rate works and how it 
affects the money you make in your trading. 
 
What the heck is an exchange rate? 
The exchange rate refers to the relative worth 
of one type of currency against another. To 
make it very simple for you, let’s use an 
exchange rate with which you are already 
familiar – the exchange rate of dollars to 
dimes. Suppose you have 10 one dollar bills. 
You know that each of those dollar bills is 
worth 10 dimes. You could, if you wanted, go to 
the bank – or the corner store – and ask to 
exchange your 10 dollar bills for 100 dimes. 
The exchange rate would be expressed as 
DOL/DIM=.10 or DIM/DOL=10. In other 
words, you can exchange one dollar for 10 
dimes or 10 dimes for one dollar. 
 
The same holds true when you expand the 
definition to include foreign currencies. Instead 
of dollars and dimes, your dealing with Euros, 
yen, pounds and francs. EUR/USD=1.1023 
means that each euro is worth $1.1023 (yes, in 
forex we go to four decimal points because of 
the large volume of trading). In reverse, that 
would be expressed as USD/EUR=.9071. In 
other words, if you want to trade US dollars for 
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Euros, it will cost you $1,102.30 to get 1000 
Euros. 
 
But exchange rates move up and down! 
How does that work? 
Let’s go back to our dollars and dimes. Let’s say 
that your corner store has decided that from 
now on, it will only accept payment in dimes. If 
you want to buy a gallon of milk there, your 
dollar bills are now worthless. In order to buy 
that gallon, you’re going to have to find 
someone to give you 30 dimes for your three 
dollars. That works out just fine – until there’s 
a shortage of dimes in the neighborhood. You 
go to your brother, whose been tossing all his 
change into a bucket for the last five years and 
tell him, “I’ll give you three dollar bills for 27 
dimes because I need $2.70 to buy a gallon of 
milk.”  
 
You’ve just effectively changed the currency 
exchange rate from DOL/DIM=.10 to 
DOL/DIM=.11. That means every dollar is now 
worth 11 dimes instead of ten – and if you want 
to buy $100 worth of dimes, you’ll get 90 
dimes, not 100.  
 
The same thing happens in the international 
currency market. If you want to buy goods in 
Japan, you need to trade with Japanese money. 
If all you have is dollars, then you need to 
exchange your dollars for yen. If lots of people 
are trying to buy yen at the same time, then 
you’re going to end up paying (exchanging) 
more dollars for less yen – and the products 
that you’re buying cost you more. 
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So why would people want to buy more 
yen? 
When a country’s economy is strong, people 
know that they’ll make more money if they 
invest in businesses and products in that 
country. In order to buy products or invest 
money there, they need to exchange their 
currency for that country’s currency. If there’s a 
rumor that a major industry in that country is 
about to fail, people will want to get out – and 
will start trading in their yen for dollars or 
Euros or Aussies – whichever is the best 
exchange rate you can get. 
 
So it’s all about supply and demand? 
There are a couple of other factors that 
influence exchange rates. One of those is the 
interest rate. When you hold currency, you 
earn interest in that country’s currency at their 
prevailing rate. If the interest rate is higher for 
yen than for dollars, then people will trade in 
their dollars for yen in order to earn a higher 
rate. A second factor is the inflation rate. When 
the inflation rate in a country is high, people 
don’t want to hold that country’s currency since 
the value of the money is going down. Likewise, 
if the inflation rate is low, people are more 
likely to want the country’s currency because 
the value isn’t expected to go down. 
 
One other important factor in the exchange 
rate is trade with other countries. If world 
prices for a country’s exports go up in relation 
to their imports, they’ll be making more on 
what they sell than they are spending for what 
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they buy. You can see this most clearly in the 
price of oil. The US buys a large percentage of 
its oil from Canada. As the price of oil on the 
world market increases, the exchange rate of 
Canadian dollars to US dollars goes down – 
Canadian dollars become more valuable 
because the Canadian economy is growing 
stronger. 
 
Obviously, there’s far more to the intricacies of 
floating currency exchange rates, but this basic 
primer should help you understand some of the 
more complex writings on the subject. 
 
 
 


***** 
The Bottomline on Day Trading 


 
Day trading – no, it’s not something that Bill 
Murray wished he had in Groundhog Day. It’s 
a style of trading on the foreign currency 
exchange market in which a trader completes 
all his trades within a single day. In other 
words, he may make a few dozen – or more – 
trades in a day with the objective of buying and 
selling quickly and making a profit from the 
fluctuations in a currency exchange rate over 
the course of the day. 
 
Sound complicated? Depending on the method 
or system that you use to pick your trades it 
can be. The idea behind day trading is that 
currency exchange rates are subject to 
fluctuations over the course of the day – they 
go up and down depending on who’s buying, 
who’s selling and what rumors are floating 







 137


around. In fact, day trading in the foreign 
currency market is probably the single segment 
of any type of stocks, currency or futures 
trading market most affected by rumors and 
real-time, real-world happenings. A savvy 
trader who is quick on his feet can roll up the 
profits by paying attention to what the current 
news is doing to the currency exchange rates. 
 
The currency market, commonly referred to as 
the forex (short for Foreign Exchange), is the 
most liquid market in the world. The latest 
statistics say that daily trading on forex is in 
excess of $1.3 trillion U.S. dollars. That makes 
forex the world’s largest, most efficient market. 
A major part of the reason for the liquidity and 
volume of trade is the practice of day trading. 
The difference between day trading and other 
types of trading is in how long you hold your 
stocks (or in this case, your currency). In day 
trading, you hold nothing beyond the close of 
the day’s market. Think of it as a game in which 
the object is to keep trading cards back and 
forth, increasing the value of your cards – but 
have no cards in your hand at the end of the 
day. 
 
Of course, since the currency market is a 24 
hour market, there really IS no market closing 
– so the rules change slightly. The currency 
market is open from Sunday afternoon to 
Friday afternoon, with trading going on all the 
time, so you can pick your times to trade rather 
than being locked into the Stock Exchange 
timetable. 
 







 138


How You Make Money in Day Trading 
People will tell you that the difference between 
a day trader and an investor is the length of 
time that each holds onto their stocks. That’s a 
superficial difference. The real difference is in 
the mindset of short-term vs. long-term and 
liquidity. An investor buys something that he 
believes will steadily increase in value, and 
holds onto it for the long haul. A day trader 
rides the minute fluctuations in the currency 
market minute by minute the way a surfer rides 
a wave. Because you’re trading in lots of 
100,000, a tiny fluctuation can mean a big 
profit – or a huge loss. 
 
Limiting Loss in Day Trading 
One of the hardest concepts for new traders to 
grasp is that of limiting loss. Let’s say you make 
a trade for a currency that is heading down 
because you believe that it’s near its support 
point – the point where it will rebound and 
start heading back up. Instead, it breaks the 
point and keeps heading down – you’re losing 
money instead of making it. You have two 
choices – hold onto it because you KNOW it 
will start heading back up soon, or get rid of it 
and limit the amount of money you’re going to 
lose. In day trading, the name of the game is 
limiting your losses and maximizing your wins 
– decide ahead of time just how much you’ll 
allow each trade to lose before you sell it, and 
then STICK TO YOUR LIMIT. By the same 
token, decide how much profit you want to 
make, set a sell order for when the currency 
reaches that point – and sell when it hits the 
mark. 
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Know what you’re doing. 
Day trading on the forex is like any other 
business. The people who make money are the 
ones who take the time to learn the market and 
understand the ins and outs of the trades that 
they make. Those who jump in feet first 
without learning the terms, rules and trends of 
the forex market are priming themselves to lose 
– and lose big. Remember, there’s no such 
thing as high profit potential without 
equivalent risk. Before you jump in, take a 
course in trading, or read read read all that you 
can. 
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***** 
Forex – A Fast Way to Make a Few Bucks 
 
$1.3 trillion; According to conservative 
estimates, that’s the amount of currency that’s 
traded on the Forex every single day. Trading 
on the Forex is one of the fastest growing 
money-making opportunities in the world. All 
it takes to start is a small investment (many 
dealers will start you off with as little as $250), 
and some knowledge of the world markets and 
of trading. Oh. And, according to those that do 
it every day and make their living changing 
dollars to francs to yen and back, some 
common sense, some practicality and a lot of 
confidence are a big help. 
 
Some background: 


10 The Forex began in the 1970s with the 
introduction of free exchange rates and 
floating currencies. It’s the open market 
where the world’s currencies are 
exchanged and traded with few 
regulations. Because of the open nature 
of the market nearly anyone can trade 
and make money. The volume of trading 
and the enormous number of players 
make it almost impossible for any one 
trader to manipulate the market.  


11 The Forex is open 24 hours a day, from 
Sunday evening to Friday evening, and 
there are always trades to be had. This 
makes it one of the most liquid and 
constantly moving markets in the world 


12 Even though most transactions are 
made in lots of 100,000, marginal 
trading allows traders to start trading 
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with an investment of as little as $250-
500. 


 
Marginal Trading 
 
Marginal trading is both what makes trading 
on the foreign exchange market so possibly 
profitable – and its biggest risk. In a nutshell, 
trading on the margin is simply trading with 
borrowed capital. Depending on your dealer, 
you can purchase $100,000 worth of currency 
for as little as $500. If your trades are on 
target, you make a profit on the entire 
$100,000 lot – minus dealer commission, of 
course. If, on the other hand, your trade ends 
up losing you money, you could end up being 
liable for far more than the $500 you originally 
invested. 
 
That’s why one of the strongest bits of advice 
you’ll hear from most experienced forex traders 
is ‘Keep your eye on the margin’ – or even more 
strongly, ‘Don’t ever trade on the margin’.  
 
Here are some other important tips to keep in 
mind from forex traders on how to make quick 
money on the forex. 
 


13 Buy low, sell high. That sounds like a 
‘doh!’ moment, but there are many 
people who forget that the market runs 
in patterns of dips and rises. Keep your 
eye on the pattern and buy when the 
exchange rate dips, then sell when it 
peaks. 
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14 Be prepared to cut your losses. No one, 
no matter what they tell you, has a 100% 
profitable system. What they do have is 
the knowledge to get out of a trade 
before it goes further south. If you make 
a trade that decreases in value, decide 
ahead of time how much you can afford 
to lose. When you reach that low, sell. 
Don’t hang on ‘in case it turns around’. 


15 Know the situation in the country whose 
currency you’re trading. The economy 
and politics of a country have a 
profound effect on the exchange rate of 
its currency. Keep your ear to the 
ground and be prepared to move based 
on what you hear – because everyone 
else will. 


16 Pick a system that works for you. System 
is what it’s all about, according to 
traders who make money in the market. 
A system helps you decide in advance 
exactly how much you can afford to lose, 
and set stop/sell or buy orders based on 
those figures. Pick a system, live your 
system, and don’t second-guess your 
system. 


17 Always keep in mind the bottom line. 
Especially if you’re day trading, you’ll 
find that you lose at least as often as you 
win – but you can still come out ahead if 
you plan your strategy and system out in 
advance. By deciding in advance how 
much you can afford to lose in a trade, 
and when you should take your profits 
and cut them loose, you’ll make a profit 
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even when most of your trades are 
losers. 


18 Finally, take the time to EDUCATE 
YOURSELF before you jump in with 
both feet. Forex trading is like any other 
business. You can’t make money if you 
don’t know what you’re doing. Study, 
read and practice – then go out there 
and make some money. 
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Money Management (Pt. I):Controlling Risk and Capturing 
Profits  
By Dave Landry  


Money management is the process of analyzing trades for risk and potential 
profits, determining how much risk, if any, is acceptable and managing a trade 
position (if taken) to control risk and maximize profitability.  


Many traders pay lip service to money management while spending the bulk of 
their time and energy trying to find the perfect (read: imaginary) trading system or 
entry method. But traders ignore money management at their own peril.  


The story of three not-so-wise men  


I know of one gentleman who invested about $5,000 on options on a hot stock. 
Each time the stock rose and the options neared expiration, he would pyramid 
his position, plowing his profits back into more options. His stake continued to 
grow so large that he quit his day job.  


As he approached the million-dollar mark, I asked him, "Why don't you diversify 
to protect some of that capital?" He answered that he was going to keep 
pyramiding his money into the same stock options until he reached three to four 
million dollars, at which point he would retire and buy a sailboat.  


I recently met a second gentleman at a dinner party. He told me that six months 
ago he began day trading hot stocks. It was so profitable, he said, that he quit a 
flourishing law practice to trade full time. Amazed at his success, I asked him, 
"How much do you risk per trade, a half point, one point?" He replied, "Oh no, I 
don't like to take a loss."  


A third gentleman was making his fortune buying the hottest stock(s) on the 
momentum list(s). He, too, was on the verge of quitting a successful business. 
When asked about his exit strategy, he replied "I just wait for them to go up." 
When asked, "What if they go down?" his reply was, "Oh, they always come 
back."  


What ever happened to these "traders?" Gentleman number one is now 
homeless, and the other two are about to be. They are on the verge of financial 
devastation and the emotional devastation that goes along with it. This is the 
cold, hard reality of ignoring risk. How do we avoid following in the footsteps of 
these foolhardy traders? Three things will prevent this from happening: 1) money 
management, 2) money management, and 3) money management.  


The importance of money management can best be shown through drawdown 
analysis.  


Drawdown  


Drawdown is simply the amount of money you lose trading, expressed as a 
percentage of your total trading equity. If all your trades were profitable, you 
would never experience a drawdown. Drawdown does not measure overall 
performance, only the money lost while achieving that performance. Its 
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calculation begins only with a losing trade and continues as long as the account 
hits new equity lows.  


Suppose you begin with an account of $10,000 and lose $2,000. Your drawdown 
would be 20%. On the $8,000 that remains, if you subsequently make $1,000, 
then lose $2,000, you now have a drawdown of 30% ($8,000 + $1,000 - $2,000 = 
$7,000, a 30% loss on the original equity stake of $10,000). But, if you made 
$4,000 after the initial $2,000 loss (increasing your account equity to $12,000), 
then lost another $3,000, your drawdown would be 25% ($12,000 - $3,000 = 
$9,000, a 25% drop from the new equity high of $12,000).  


Maximum drawdown is the largest percentage drop in your account between 
equity peaks. In other words, it's how much money you lose until you get back to 
breakeven. If you began with $10,000 and lost $4,000 before getting back to 
breakeven, your maximum drawdown would be 40%. Keep in mind that no 
matter how much you are up in your account at any given time--100%, 200%, 
300%--a 100% drawdown will wipe out your trading account. This leads us to our 
next topic: the difficulty of recovering from drawdowns.  


Drawdown recovery The best illustration of the importance of money 
management is the percent gain necessary to recover from a drawdown. Many 
think that if you lose 10% of your money all you have to do is make a 10% gain to 
recoup your loss. Unfortunately, this is not true.  


Suppose you start with $10,000 and lose 10% 
($1,000), which leaves you with $9,000. To get 
back to breakeven, you would need to make a 
return of 11.11% on this new account balance, 
not 10% (10% of $9,000 is only $900--you have 
to make 11.11% on the $9,000 to recoup the 
$1,000 lost).  


Even worse is that as the drawdowns deepen, 
the recovery percentage begins to grow 
geometrically. For example, a 50% loss 
requires a 100% return just to get back to break 
even (see Table 1 and Figure 1 for details).  


Professional traders and money mangers are 
well aware of how difficult it is to recover from 
drawdowns. Those who succeed long term 
have the utmost respect for risk. They get on 
top and stay on top, not by being gunslingers 
and taking huge risks, but by controlling risk 
through proper money management. Sure, we 
all like to read about famous traders who parlay 
small sums into fortunes, but what these stories 
fail to mention is that many such traders, 
through lack of respect for risk, are eventually 
wiped out.  


% Loss of 
Capital 


% of Gain 
Required to 
Recoup Loss 


10% 11.11% 
20% 25.00% 
30% 42.85% 
40% 66.66% 
50% 100% 
60% 150% 
70% 233% 
80% 400% 
90% 900% 
100% broke 


Table 1. Notice that as losses 
(drawdown) increase, the 
percent gain necessary to 
recover to breakeven 
increases at a much faster 
rate. 







 
Figure 1.   Percent loss (drawdown) vs. percent to recover. Notice that the 
percent to recover (top line) grows at a geometric rate as the percent loss 
increases. This illustrates the difficulty of recovering from a loss and why money 
management is so important.    


 


Summary  


Money management involves analyzing the risk/reward of trades on an individual 
and portfolio basis. Drawdown refers to how much money you've lost between 
hitting new equity peaks in your account. As drawdowns increase in size, it 
becomes increasingly difficult, if not impossible, to recover the equity. Traders 
may have phenomenal short-term success by taking undue risk, but sooner or 
later these risks will catch up with them and destroy their accounts. Professional 
traders with long-term track records fully understand this and control risk through 
proper money management.  


In the next installment: Money management ranges from simple, 
commonsense approaches to complex portfolio theory formulas. The good news 
is that it does not have to be rocket science. A simple, straightforward approach 
should be sufficient for most traders. In the next installment of this series (May 
15), we will look at general money management guidelines that should help keep 
you out of trouble and help ensure your long-term success.  


 







Money Management (Pt. II): Rules Of The Road  
By Dave Landry  


In the first installment of this series we stressed the importance of money 
management, illustrated through drawdown and percent to recover analysis. We 
mentioned that money management ranges from simple, commonsense 
approaches to complex portfolio theory.  


The good news is that for most traders money management can be a matter of 
common sense rather than rocket science. Below are some general guidelines 
that should help your long-term trading success.  


1. Risk only a small percentage of total equity on each trade, preferably no 
more than 2% of your portfolio value. I know of two traders who have been 
actively trading for over 15 years, both of whom have amassed small 
fortunes during this time. In fact, both have paid for their dream homes with 
cash out of their trading accounts. I was amazed to find out that one rarely 
trades over 1,000 shares of stock and the other rarely trades more than two 
or three futures contracts at a time. Both use extremely tight stops and risk 
less than 1% per trade.  


Use real stop orders—“mental stop” don’t work 


2. Limit your total portfolio risk to 20%. In other words, if you were stopped out on 
every open position in your account at the same time, you would still retain 80% 
of your original trading capital.  


3. Keep your reward-to-risk ratio at a minimum of 2:1, and preferably 3:1 or 
higher. In other words, if you are risking 1 point on each trade, you should be 
making, on average, at least 2 points. An S&P futures system I recently saw did 
just the opposite: It risked 3 points to make only 1. That is, for every losing trade, 
it took 3 winners make up for it. The first drawdown (string of losses) would wipe 
out all of the trader's money.  


4. Be realistic about the amount of risk required to properly trade a given market. 
For instance, don't kid yourself by thinking you are only risking a small amount if 
you are position trading (holding overnight) in a high-flying technology stock or a 
highly leveraged and volatile market like the S&P futures.  


5. Understand the volatility of the market you are trading and adjust position size 
accordingly. That is, take smaller positions in more volatile stocks and futures. 
Also, be aware that volatility is constantly changing as markets heat up and cool 
off.  


Never add to or “average down” a losing position 


6. Understand position correlation. If you are long heating oil, crude oil and 
unleaded gas, in reality you do not have three positions. Because these markets 
are so highly correlated (meaning their price moves are very similar), you really 
have one position in energy with three times the risk of a single position. It would 
essentially be the same as trading three crude, three heating oil, or three 
unleaded gas contracts.  
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7. Lock in at least a portion of windfall profits. If you are fortunate enough to 
catch a substantial move in a short amount of time, liquidate at least part of your 
position. This is especially true for short-term trading, for which large gains are 
few and far between.  


8. The more active a trader you are, the less you should risk per trade. 
Obviously, if you are making dozens of trades a day you can't afford to risk even 
2% per trade--one really bad day could virtually wipe you out. Longer-term 
traders who may make three to four trades per year could risk more, say 3-5% 
per trade. Regardless of how active you are, just limit total portfolio risk to 20% 
(rule #2).  


9. Make sure you are adequately capitalized. There is no "Holy Grail" in trading. 
However, if there was one, I think it would be having enough money to trade and 
taking small risks. These principles help you survive long enough to prosper. I 
know of many successful traders who wiped out small accounts early in their 
careers. It was only until they became adequately capitalized and took 
reasonable risks that they survived as long term traders.  


This point can best be illustrated by analyzing mechanical systems (computer-
generated signals that are 100% objective). Suppose the system has a historical 
drawdown of $10,000. You save up the bare minimum and begin trading the 
system. Almost immediately you encounter a string of losses that wipes out your 
account. The system then starts working again as you watch in frustration on the 
sidelines. You then save up the bare minimum and begin trading the system 
again. It then goes through another drawdown and once again wipes out your 
account.  


Your "failure" had nothing to do with you or your system. It was solely the result 
of not being adequately capitalized. In reality, you should prepare for a "real-life" 
drawdown at least twice the size indicated in historical testing (and profits to be 
about half the amount indicated in testing). In the example above, you would 
want to have at least $20,000 in your trading account, and most likely more. If 
you would have started with three to five times the historical drawdown, ($30,000 
to $50,000) you would have been able to weather the drawdowns and actually 
make money.  


10. Never add to or "average down" a losing position. If you are wrong, admit it 
and get out. Two wrongs do not make a right.  


11. Avoid pyramiding altogether or only pyramid properly. By "properly," I mean 
only adding to profitable positions and establishing the largest position first. In 
other words the position should look like an actual pyramid. For example, if your 
typical total position size in a stock is 1000 shares then you might initially buy 
600 shares, add 300 (if the initial position is profitable), then 100 more as the 
position moves in your direction. In addition, if you do pyramid, make sure the 
total position risk is within the guidelines outlined earlier (i.e., 2% on the entire 
position, total portfolio risk no more that 20%, etc.).  


12. Always have an actual stop in the market. "Mental stops" do not work. 


Strive to keep maximum drawdowns between 20-25% 







13. Be willing to take money off the table as a position moves in your favor; "2-
for-1 money management1" is a good start. Essentially, once your profits exceed 
your initial risk, exit half of your position and move your stop to breakeven on the 
remainder of your position. This way, barring overnight gaps, you are ensured, at 
worst, a breakeven trade, and you still have the potential for gains on the 
remainder of the position.  


14. Understand the market you are trading. This is especially true in derivative 
trading (i.e. options, futures). I know a trader who was making quite a bit of 
money by selling put options until someone exercised their options and "put" the 
shares to him. He lost thousands of dollars a day and wasn't even aware this was 
happening until he received a margin call from his broker.  


15. Strive to keep maximum drawdowns between 20 and 25%. Once drawdowns 
exceed this amount it becomes increasingly difficult, if not impossible, to 
completely recover. The importance of keeping drawdowns within reason was 
illustrated in the first installment of this series.  


16. Be willing to stop trading and re-evaluate the markets and your methodology 
when you encounter a string of losses. The markets will always be there. Gann 
said it best in his book, How to Make Profits in Commodities, published over 50 
years ago: "When you make one to three trades that show losses, whether they 
be large or small, something is wrong with you and not the market. Your trend 
may have changed. My rule is to get out and wait. Study the reason for your 
losses. Remember, you will never lose any money by being out of the market."  


17. Consider the psychological impact of losing money. Unlike most of the other 
techniques discussed here, this one can't be quantified. Obviously, no one likes 
to lose money. However, each individual reacts differently. You must honestly 
ask yourself, What would happen if I lose X%? Would it have a material effect on 
my lifestyle, my family or my mental well being? You should be willing to accept 
the consequences of being stopped out on any or all of your trades. Emotionally, 
you should be completely comfortable with the risks you are taking.  


The main point is that money management doesn't have to be rocket science. It 
all boils down to understanding the risk of the investment, risking only a small 
percentage on any one trade (or trading approach) and keeping total exposure 
within reason. While the list above is not exhaustive, I believe it will help keep 
you out of the majority of trouble spots. Those who survive to become successful 
traders not only study methodologies for trading, but they also study the risks 
associated with them. I strongly urge you to do the same.  


In the final installment of this series, we will question successful traders about 
their insights on proper money management.  


Additional reading on money management:  


Mark Boucher: The Hedge Fund Edge: Maximum Profit/Minimum Risk Global 
Trend Trading Strategies (1999, John Wiley & Sons, New York).  


Mark has the utmost respect for risk, one of the reasons he is consistently one of 
the top hedge fund managers in the world. This book does a great job of 
expanding on many of the concepts mentioned in this article.  







The TradingMarkets.com Guide to Conquering the Markets, Mark Etzkorn, Editor 
(with Kevin Haggerty, Jeff Cooper, Mark Boucher, Dave Landry, Larry Connors, 
Manuel Ochoa, and Bob Pisani). 1999, M. Gordon Publishing, Los Angeles, Calif.  


• Contains many strategies that discuss the importance of risk control. 
Also, contains an excellent chapter on money management written by 
Mark Boucher.  


Larry Connors and Linda Raschke: Street Smarts (1995, M. Gordon Publishing, 
Los Angeles).  


• In addition to low-risk strategies, there are four rules for short term 
traders in the money management chapter that should help keep you out 
of trouble.  


Robert Rottela: Elements of Successful Trading (1992, New York Institute of 
Finance, New York.)  


• This book clearly defines money management concepts and provides 
concise explanations of general money management formulas. It also 
has some excellent chapters on trader psychology that go hand-in-hand 
with proper money management.  


 







Money Management (Pt. III): Insights From The Pros  
By Dave Landry  


What separates the pros from the would-be pros? Money management. 
Read on and find out why.  


Manuel Ochoa, who chronicles his trades in Financial Futures Insight, has 
enjoyed a great deal of success as a trader and hedge fund manager, but he 
learned some very valuable lessons about money management early on in his 
career--the hard way.  


As the following discussion will detail, after being wiped out in just one night, 
Manuel quickly realized that if he was to survive long term as a trader he would 
not only have to study the markets but the risk associated with them. What 
impressed me about Manuel is that he not only considers the chance of 
extraordinary events occurring that will cut into his equity, he actually plans for 
them and expects them to happen sooner or later.  


Dave Landry (DL): Manuel, you seem to be known for your money management 
techniques. Did you always use strict money management or was this learned 
through experience?  


Manuel Ochoa (MO): It was learned experience.  


DL: At what point did you realize the importance of money management?  


MO: In 1989, I was in college and had a personal account of $20,000. I had a 
large position in currencies. One night, while I slept, there was a big news 
development involving Britain's Prime Minister. At 4:00 a.m. I get a call from a 
clearing broker notifying me that my account had a balance of -$2,000.  


DL: That must have been a pretty humbling experience.  


MO: Yes. Up until that point, I only thought about how much money I could 
make--I never thought about how much money I could lose.  


DL: When you started trading again, did you immediately implement risk controls 
to keep this from happing again?  


MO: I began to control risk more carefully but I noticed my equity swings were as 
much as 10% in one day. I knew I had to reduce risk even further or it was only a 
matter of time before a string of losses would wipe me out again.  


I think stop placement is the number one misconception when it comes to 
trading. 


 So, I continued to increase my focus on money management.  


DL: How do you define money management?  


MO: I think it's half art, half science--but mostly common sense.  
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DL: Let's talk about the science of it.  


MO: It's a matter of stop-loss level placement, what size position you trade, how 
much risk, how much leverage (i.e., dollars controlled vs. account size). You 
have to know all of this ahead of time. You don't want to be making decisions 
while you're attempting to pull the trigger on a trade. It's like swinging a bat: Half 
way though your swing, you can't think, am I going to hit it high or low, to right 
field or left.  


DL: Let's break down these concepts. People seem to be first and foremost 
interested in where to place their stop-loss. (Note: Manuel can best be described 
as a swing trader; he normally holds positions for several days. This discussion 
on stops assumes the positions are held overnight).  


MO: I think stop placement is the number one common misconception when it 
comes to trading. People think that the tighter the stop the less they are risking 
when in reality they often guarantee themselves a loss.  


DL: For instance?  


MO: People try to trade a high-flying stock like eBay with a $2 price stop. The 
stock trades in a range of over $30 in one day alone. People are kidding 
themselves if they think they can trade a stock like this with such a tight stop. In a 
case like this they will almost always be guaranteed a loss. The same applies to 
other markets.  


Let's say that someone is trading S&P futures and using very tight stops. In all 
likelihood, they'll get stopped out hundreds of times in one year. I'd bet in many 
cases, at the end of the year, when you add up all those hundreds of small 
losses from tight stops, it comes to much more than a few large losses through 
somewhat looser stops.  


Now, this is not to say that you should take excessive risk. You should have your 
stop far enough away that random noise won't take you out. Suppose someone 
decides to dump a position or a sell program kicks off, this has absolutely nothing 
to do with the overall market or the reason you are in the trade in the first place.  


No professional money manager that I know risks more than 5% per-
trade;most keep it much lower than that 


Don't get me wrong, I'm not saying use "loose" stops as a general rule. What I 
am saying is learn to place your stops wisely so the random price action or noise 
won't take you out.  


DL: Obviously, you can't pace a stop too far away.  


MO: True. In order to avoid being stopped out, you should have a stop that 
allows for the volatility of the past three to four days and make sure your stop is 
outside those levels. Otherwise you're almost guaranteed a loss. You have to 
use the volatility of the market or you will almost surely get shaken out of good 
positions.  


DL: How do you define the volatility?  







MO: I have various techniques that I use but it can be defined with something as 
simple as the average range for the past three to four days. Again, the key is to 
make sure your stops are outside of that level.  


DL: How much do you risk per trade?  


MO: No professional money manager that I know risks more than 5% per trade; 
most keep it much lower that that. I think more important than how much you risk 
is how much you can lose above and beyond that risk. At least once a year, 
some extraordinary event will create a price shock and you'll lose at least twice 
what you thought your max loss per trade was. Therefore, I never risk more than 
2.5% on any given trade. That way, the worst that can happen to me on anyone 
trade is probably twice that amount (a 5% loss).  


DL: So you not only consider your calculated risk but the possibility of an 
extraordinary event occurring?  


MO: Exactly.  


DL: Although you use a lot of discretion in your trading, you're known as an 
expert on systems (computer generated signals). Can you elaborate on using 
systems testing when studying risks?  


MO: System testing is great, or least it appears that way on the surface. People 
forget that these are just stats, historical estimates if you will, but they accept 
them as if they were fact. They fail to realize that they are only historical 
estimates.  


DL: For instance?  


MO: They look at worse loss on a single trade or the drawdown (string of losses) 
and think that's as bad as it gets.  


Controlling risk is much more important than the system itself. 


 What missing is the hidden features or phenomena of a historically based 
system. One phenomena that doesn't show up in the stats is that longer you 
trade the system the bigger the largest losing trade will be as well as the 
maximum drawdown.  


DL: Is this from increased exposure to the markets?  


MO: Yes, every decade and often much less, something really "bad" will occur: 
someone will get assassinated, a war will break out, or some sort of financial 
meltdown will take place. The system can never adjust for this. These things do 
and will happen. For instance, the crash in 1987 took out many professional 
option sellers in just one day.  


The bottom line is that everyone is searching for a method or system that will 
generate enormous profits. What they fail to realize is that controlling risk is much 
more important than the system itself. No matter how good the system, without 
risk control it will surely blow up.  







Dr. Paul Ruggieri, who writes TradingMarkets.com's Medical Technology Insight 
column, is a surgeon who also has enjoyed great success investing in medical 
and biotech stocks. Paul strikes me as a man who really does his homework and 
has found his trading niche--he truly has a passion for medicine, research and 
investing in medical stocks.  


Paul's perspective is especially interesting because he approaches the market 
from a more traditional, non-technical vantage point. Although he doesn't follow 
strict money management rules like many technicians, he does consciously avoid 
excessive risk through other means.  


First, even though he's willing to buy companies that have under-performed the 
market, he takes reasonably sized positions and does not buy stocks because 
they are "cheap." He'll only "bottom fish" in well-diversified companies that show 
promise. Second, in riskier, single-focus companies, he realizes it's all or nothing. 
Accordingly, he takes a only very small positions and accepts the fact there is a 
high likelihood the stock will go to zero. Third, although he classifies himself as a 
long-term investor, he's willing to take profits as approval for drugs nears versus 
holding out for top dollar.  


Dave Landry (DL): What's your basic approach to the markets?  


Dr. Paul Ruggieri (PR): I trade stocks but I'm not a "trader" per se. I use 
fundamentals to select my stocks and consider myself more of an "investor."  


DL: So how you select stocks?  


PR: For pharmaceutical companies, I look for drugs in the pipeline. I carefully 
study these drugs and their potential for success, the demand and size of the 
market for these drugs, and of course, the possible side effects.  


DL: Being a technician who only keys off price action, I have to bring up the 
classic technical vs. fundamental argument. If a stock looks good to you at $100, 
wouldn't it look even better at $75? Suppose it kept dropping: Is there a point 
where you just give up? For instance, a while back you liked Pfizer; the stock has 
recently dropped from 150 all the way to 110.  


PR: On a stock like Pfizer, I feel that they have a strong pipeline of drugs. 
Although the stock has been dropping as of late, nothing has changed on a 
fundamental basis.  


I never take a position so large that it will have a material effect on my 
lifestyle. 


So, in this case, yes, I view it as a buying opportunity, and as long as the 
fundamentals stay sound, I'm willing to buy more at lower prices.  


This is not to say that I buy something just because it is "cheap." Merck , for 
instance, has made a similar move down like Pfizer. However, Merck has patents 
on drugs that will be expiring over the next few years and I don't feel like they 
have enough currently in the pipeline to make up for it.  


DL: Doesn't this approach require you take a very long-term outlook?  







PR: Yes, many times these drugs are years away from getting approval. I'm 
willing to wait.  


DL: What about losses while waiting?  


PR: I never take a position so large that it will have a material effect on my 
lifestyle. Also, by diversifying and holding positions in many medical companies, 
some of the drugs will get approval and some won't, some sooner, some later.  


DL: How do you know when to take profits?  


PR: Clinical trials are based on a limited number of people. Even if the drug 
shows tremendous promise, once it hits the masses, there will likely be 
unforeseen side effects. This only stands to reason as the statistical base 
increases. Take Viagra, a huge drug for Pfizer.  


If I buy a very risky company, I know there’s a good chance it will go to 
zero. Therefore, I would only take a small position. 


Once it hit the masses, there were cases of people dying due to heart attacks. 
Many of these people may have died regardless, but it did have a negative 
impact on the company. Therefore, I'll often take profits in a medical company as 
approval nears because I know there will likely be unforeseen side effects once it 
hits the market.  


DL: I was fascinated by your article on cloning technology. Genetically cloned 
goats that produce blood-clotting drugs, keeping cells alive forever. It's pretty 
amazing.  


PR: I have to admit I myself was amazed while doing the research. It's almost 
scary--science fiction in nature.  


DL: In the case of companies like these, with just one drug or process in the 
pipeline, isn't it all or nothing?  


PR: Absolutely.  


DL: So, how to you trade these stocks?  


PR: Take a company like Geron. They are a single-focus company concentrating 
only on developing a technology that will keep cells alive forever--a fountain of 
youth, if you will. They're years away from perfecting the technology, let alone 
getting any type of approval. I think if anyone has a shot at succeeding, they do. 
However, I'm not going to bet the farm on the company. If I buy shares, I think 
there's a very good chance that they will go to zero--and I'm willing to live with 
that. Therefore, I would only take a small position. I think the risk to reward is 
tremendous. I'm not looking for a small gain in these small, single-focus 
companies--I'm looking for a homerun.  


DL: Do you ever think of becoming more active as a trader?  


PR: Every chance I get, I follow the markets. However, I work out of two 
hospitals, I'm writing a book on surgery and spend many nights researching 







medical technology for TRADEHARD and my own personal investments. I know 
that due to time constraints, it's not feasible for me to be an active trader. 
Therefore, I take long-term positions based on sound fundamental research. This 
approach has worked quite well for me.  


 







Money Management (Pt. IV): Pro Traders Share Their Lessons  
By Dave Landry  


Jeff Cooper, the professional short-term stock trader who writes 
TradingMarkets.com's "Momentum Stocks Insight" and "Weekend Stock Market 
Outlook" commentaries, has had more than his share of market experiences--
both good and bad. Jeff’s family was devastated by his father's stock market 
losses in the in the early 1960s. You would have thought Jeff learned from those 
mistakes, but it wasn’t until he nearly went broke himself years later that he 
began to implement a strict money management plan.  


Most traders view money management as an afterthought--something they add 
to their methodology as a finishing touch. Jeff on the other hand, doesn’t 
distinguish money management from his methodology--it’s in integral part of it. In 
addition, he recognizes that markets are dynamic and he constantly adjusts his 
money management style to current market conditions.  


Dave Landry (DL): Maybe we should fill readers in about some of your 
history. In your first book, “Hit and run Trading,” you write that your father 
built and sold a very successful textile business and retired to Beverly 
Hills. Based on his brokers advice, he began investing in stocks. Not only 
did they sell him on the buy and hold mantra, but they also introduced him 
to buying stocks on margin to increase his fortune through leverage.  


Unfortunately, the first bear swing in the market wiped out your father’s 
account. To add insult to injury, the brokers who originally had convinced 
your father to part with his money were now liquidating his portfolios on 
the day your mother was being operated on for cancer. Now forced into 
bankruptcy, your family had no choice but to move back east. If this wasn’t 
enough pain and suffering, the moving van caught fire in route destroying 
what few possessions that were left.  


Your father, started yet another textile business from scratch and within 
five years sold it for millions and retired. Instead of enjoying the good life 
he decided once again to return to the markets. This time however, it was 
on his terms. He began investing in IPOs, but on a short-term basis. Not 
only did he make back all of his original stake, but he made millions on top 
of that.  


Did you automatically become a short-term and risk-averse trader based on 
your family's painful experience with buy and hold?  


Jeff Cooper (JC): No. I fell into the footsteps of my father’s initial tragedy. I was 
nearly wiped out in the late 1980s making the same mistakes that he made over 
20 years earlier.  


DL: Why is it that you didn’t learn from your father’s initial tragedy?  


JC: I suppose it’s the Cooper family nature. We’re hardheaded. Look at my 
father. After being devastated in the markets, he started another textile business 
from scratch and made back enough money to retire. Instead of living the good 
live in retirement, he returned to the markets. Now, with those genetics, I couldn’t 
help but to go out and do it my way. I suppose as human beings it’s not enough 
to experience other’s pain. You have to feel it for yourself.  







The lessons that stick are ones that are learned first hand. And those have to be 
learned and re-learned often. That’s just the way most of us are built. Bernard 
Baruch, one of the great investor/traders, went broke five or six times, I believe, 
before asking his mother for some more of the family’s funds. At this point he 
was told that this is the last of it. He was able to make that his grubstake, and 
turn it to his fortune.  


Bernard Baruch was humbled by the markets before he was able to master them. 
And I would have to say that this is one common thread that runs through almost 
every great trader that I have ever met. They have all been humbled by the 
market early on in their careers. This creates a definite respect for Mr. Market. 
Until one has this respect, indelibly engraved in their makeup, the concept of 
money management and discipline will never be treated seriously.  


DL: So you were trading longer-term and taking excessive risk?  


JC: Yes.  


DL: Why?  


JC: The market has a way of soft-peddling risk, making the masses happy and 
comfortable. When that belief system is universal, that is when it (the market) is 
to be feared the most. Hello! (referring to the masses who are currently plunging 
into the market) Does this give anyone the idea I’m more of a day trader as 
opposed to a position trader?  


DL: Why do you think people hold on to stocks and refuse to sell?  


JC: It's very easy to buy a story on a company you hear about at a cocktail party. 
In addition, many people are paid to promote stocks. Furthermore, people are 
generally hopeful and optimist--dreamers by nature.  


DL: Recently, I was approached by a friend at a cocktail party. The guy is a 
brilliant organic chemist, probably the most intelligent person I know. He 
took out a stack of charts and began asking me for trading advice. On 
many of the charts it was the same story: “I’ve doubled my money on this 
one but now it’s selling off. I’m still up 50% but it keeps dropping.” When 
asked, so why not take a 50% profit? His reply was that he can’t do that 
because at one point he was up 100%. He felt like a failure. Yet, here’s guy 
who had made some nice profits in the market--profits I envied.  


JC: Many people think the object is to get out close to the top. They buy Amazon 
at 150 and ride it up to 280 points. It then sells off to 240 and they think they’ve 
made a bad decision. They forget that the real object is to make money.  


The hardest thing though, whether its investing or short-term trading is to learn 
how to extricate oneself from a situation, whether it be positive or negative.  


DL: Yes. It seems like each stock had a story behind it as to why it should 
go back up.  


JC: It’s human nature to be optimistic. Any fool can enter, it takes talent to exit 
consistently and profitably.  







DL: What do you think is the secret of your success?  


JC: I look to take money out of the market, to create income and build wealth. I 
do this by consistently hitting singles not home runs. I never try to capture a huge 
move and I never do.  


DL: How do you view money management?  


JC: Regardless of what we think we know and should happen the reality is that a 
lot of stock action is random. Therefore, money management is crucial if you 
want to be successful as a trader. To me, it’s the cornerstone of both making a 
living at trading and building wealth.  


DL: What percentage of equity do you generally risk per trade?  


JC: I risk very little. I don’t really think of it in terms of percentages. I suppose if I 
did, I’m probably not risking more than ¼ to ½% per trade. In addition, I haven’t 
changed my trading size in years. Nor do I intend to. Therefore, by keeping my 
position sizes relatively small, my risk continues to decrease as my capital base 
grows.  


DL: Why not keep your risk consistent to the amount of your equity to 
strive for even larger returns?  


JC: I see things on a monetary basis. For instance, I think $1,000-$2,000 is a lot 
of money to lose on an individual trade. Think about it. Not many people make 
$1,000 an hour, yet an active day trader can loose that in a matter of minutes.  


I suppose at some point in time, I might consider managed funds. At that point, 
I’d be forced to adjust risk to equity. However, as long as its my personal 
account, I’m comfortable knowing that as my equity grows, my risk continues to 
decrease.  


DL: Would you share with us your techniques for money management and 
dealing with risk?  


JC: Sure. Depending on the situation, I use price stops, time stops, pivot stops 
and size stops.  


DL: Of the four, price stops seems obvious--is that points risked per trade?  


JC: Yes. As a rule of thumb I never permit a stock to go more than one point 
against me. I’ve learned that your first loss is the best and it only gets worse from 
there. Almost all big losses start with small losses.  


DL: Is your one-point rule rigid?  


JC: No. Markets are constantly changing. Also, obviously on a carry-over trade, 
there’s no way to prevent a gap from making it worse. However, in those cases I 
reduce the risk by not taking the entire position home.  


DL: What about thinner stocks, higher-priced stocks, or those that are 
more volatile?  







JC: On those I’m willing to go to 1 ½ points or so. However, I reduce my position 
size accordingly.  


DL: What are pivot stops?  


JC: When I see a stock break out of an intraday congestion or consolidation as a 
momentum player, I’m looking for immediate continuation. That’s the normal 
expectation. My many years in the market have taught me to be cynical: Stocks 
don’t move, they are moved. Often stocks don’t go up, they are put up. So 
typically, I will place a stop immediately below a consolidation. If the stock simply 
is stutter-stepping after the breakout, that is, if the stock goes one to three bars 
(on a 5-minute chart) and then has a shallow pullback, then, OK. However, if a 
stock comes in below the breakout point, I’m usually gone. Most traders wait for 
a base to be violated. I won’t wait that long. If the stock reasserts itself, then I’ll 
re-enter. That’s the way I like to trade.  


DL: What about time stops?  


JC: As a momentum/short-term player there’s an opportunity cost to be in a 
stock. Especially with today’s volatility.  


DL: So by being in a stock that’s not moving you miss opportunities in 
other stocks?  


JC: Yes. Depending on the stock, I find it difficult to manage five to six positions 
at one time, and if we are talking about Internet stocks, managing more than two 
or three on an intraday basis can be a real feat. So if I enter a stock based on 
momentum, I expect continuation. If the stock just sits, I may simply scratch the 
trade and look for greener pastures.  


DL: And size stops?  


JC: I use size stops with my Stepping In Front of Size Methodology (SIFOS). 
Note: The SIFOS methodology essentially involves buying stocks at the market 
when a large trader persistently bids for the stock. You are “stepping in front of 
size.” With this, I’m buying at the market and my stop goes right below the large 
bid. This can often turn out to be much less than one point away.  


DL: What about exiting?  


JC: It all depends on the market. I recognize that markets are constantly 
changing and require different approaches at different times. Although this may 
should sound patently obvious on the surface, it’s been a real to a key to my 
profit-making potential.  


Let’s say that the overall stock market or a sector is in a solid monolithic move. 
I’m pretty comfortable with a one-point stop rule. I’m also more prone to let things 
ride a bit. When markets are choppy, I’m going to be less forgiving, both with my 
stops and in taking profits. I’m much more apt to take a piece off as a soon as a 
stock runs up a point or so and bring my stop up to breakeven on the remaining 
piece. I don’t overstay my welcome in choppy markets.  


DL: Are there any times when you take larger positions or pyramid?  







You can take the same two people and sit them at a blackjack table in Las 
Vegas. The cards are coming out randomly but it’s the player who bets properly 
and uses a disciplined approach and knows how to recognize a streak when it 
occurs and go for the throat who will live to survive and play another day.  


The market is very similar. There are few times where the market has a strong 
run and you want to do the same with your positions. This may happen as often 
as a few times a month or as seldom as a few times a year. The key is to 
recognize when this is occurring and bend the rules and press a bit.  


DL: Any closing thoughts?  


JC: Yes. Many people think they want to pursue one particular form of trading. 
For me, its day trading and short-term momentum trading. This is not to say it's 
for everyone. It all depends on your makeup. I admire traders like Mark Boucher 
who occasionally catch much larger moves. Also, you have to be willing to 
change. At some point in time, I might be willing to commit a small portion of my 
capital to trading this style. However, for now, I know my niche and stick to it.  


 


Kevin Haggerty  


Kevin Haggerty's long career in the institutional side of the trading business has 
given him a unique perspective from which to pursue short-term stock trading. If 
you've read Kevin's "View's From The Trading Desk Commentary," you know he 
keeps risk on a short leash.  


DL: Do you always wait for your stop to be hit, or will you get out of a trade 
for other reasons?  


KH: When you take your initial position, assume you are wrong until the market 
proves your position correct. You don’t have to wait until your stop is hit to get 
out. If the dynamics of your specific trade change, just exit the trade and 
immediately you will save some money that can be applied to other trades. You 
can always re-enter the trade again if it sets up.  


DL: How tight do you keep your stops?  


KH: Intraday trading requires tight stops to be profitable. You are limited by the 
clock and the daily range of your selected stock. Remember, a pure day trader 
goes home flat everyday.  


With tight stops of 1/4 to 3/8 of a point and accuracy of 50%, a trader that can 
lose 1/4 and make 1/2 can be very successful. With tight stops accuracy is lower 
so you must learn to manage the trades to make multi point gains.  


For example, on a 1,000-share position, a day trader is not going to risk more 
than 1/4 to 3/8 of a point, including commissions. If you decide to adjust for 
volatility and take a 500-share position in a stock with an implied volatility of 80 
versus one with 40, then you could risk, say, ¾ of a point, or $375.  







With tight stops of ¼ to 3/8 you are often stopped out by normal market noise, 
such as programs and news blurbs. You can’t let this bother your emotionally. 
Every trade you make is a probe and you will soon catch a multi-point move. 
However, you can’t make up multi-point loss in a day.  


Another key point is that beginning traders are better off trading smaller size with 
wider stops especially, if they are not connected by direct access execution and 
have to rely on a standard ISP hookup and possible phone call. I highly suggest 
you don’t attempt to day trade with an online brokerage firm where you don’t 
have direct communication.  


I have seen traders correct on 40% of their trades and stopped out on 60% of 
them who are among the most profitable in the firm because they are excellent at 
managing their profitable trades and adamant about taking only small losses.  


DL: Can you expand on this in practical terms?  


KH: Consider catching a one-point move, and losing ¼ point on three trades. 
Suppose your commissions are $25 per round trip and you are trading 1,000 
shares. If you lose a quarter point plus commissions (-$250 - $25 = -$275) three 
times in a row (-$275*3 = -$825), then make 1 point ($1,000 - $25 = $975), your 
net result is a profit of $150 even though you were wrong 75% of the time--
because you managed the winners properly.  


But traders who lose ¼ and take a profit of ¼ and pay commissions go out of 
business. Learn to manage your winners and keep tight stops. Pyramiding 
positions in stocks for a day trade is difficult at best, and should not be attempted 
by novice traders. It is probably better for all traders to put on their maximum 
positions initially--that's your best entry, assuming you have enough daily range 
to provide you ample profit opportunity.  


Summary  


In the first part of the series on money management, we looked at drawdown and 
why it's so important to keep it within reason. We showed that the percentage to 
recover from a drawdown increased at a geometric rate as the drawdown 
increases. For instance, a 60% loss of capital requires a 150% return on the 
remaining capital just to get back to breakeven; a 70% loss requires a return of 
233%, and so forth.  


In the second part of the series we looked at 17 general guidelines that should 
help to protect capital and ensure profits as a trader. These included risk control 
techniques such as use of stops, keeping drawdowns within reason, portfolio 
correlation, judging risk-to-reward, volatility of markets, understanding the 
instrument being traded (i.e., derivatives), percent per trade risk and overall 
portfolio risk.  


We looked at techniques to help ensure long-term survival and capturing profits 
such as being adequately capitalized, 2-for-1 money management and taking 
windfall profits. And finally, we touched upon the psychological impact of losses.  


In Parts 3 and 4 of the series we interviewed professional traders and money 
managers. Although their approaches to the markets varied greatly, they all had 
the utmost respect for risk and clear and practical methods to control it.  
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Cooking In The Forex 
 


 “The Forex can make your wildest dreams come true…BUT it is not a 


get rich quick scheme...it requires work, study, continuous education, 


discipline and perseverance”.  Scott Barkley 


 


 


Thank you for taking the time to download this Cooking In The Forex 
e-book.  First, let me say that I want you to succeed.  Like most traders, when I first saw the 


Forex market I said to myself: 


 “How hard can this be….you buy low and you sell high.  This is a cakewalk.”  


Several thousand dollars in the hole later, I realized that it was not the cakewalk that I 


envisioned.  I expect you are there also. 


There are literally hundreds of Forex Training books out there.  I have read most of them.  I 
picked up lots of pieces along the way.  That is one of the problems with trading.  As I explain 
to my students, the Forex is like getting a 5000 piece jigsaw puzzle everyday, with all the 


pieces mixed up and someone has taken away the box cover.  You must figure out what the 
puzzle is by putting one piece at a time into the puzzle and then suddenly, one piece goes in 
and you suddenly know what the box cover looks like.  All of the books I have read and all the 


traders I have met have contributed their pieces of the puzzle.   


 


This is a Cookbook for the Forex.  I spent 15 years in the Restaurant 
Industry.  In those days I was an avid collector of recipe books; but I 


noticed one thing about all cookbooks.  In order to justify the high cost 
of the cook book, they went on and on about how to make a dish and at 
the end they could have told you how to do it in one page.  Frankly, I 
don’t need three pages to tell me how to scramble eggs.   


That is the thought process behind this little book.  The Forex, while complex, is NOT THAT 
HARD, and NOT THAT COMPLICATED.  There are lots of books on the market to tell you just 
how hard it is.  This book is designed to distill the major pieces into a simple “easy to digest” 


system.  I have trained hundreds of successful traders.  Many have gone on to far loftier 
trading heights than I can ever attain.  I say that with pride since the greatest thing a Mentor 
can do is point to a student who does better than they do.  EVERY successful trader  I have 
ever met, sat under their tutelage, taught or interviewed can tell you EXACTLY how they trade, 


what indicators they use and how they execute… in less than a minute.  Whatever system they 
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are using, it is always the KISS principle (Keep It Simple).  So if you are looking for 
complicated systems and complicated answers skip this book. 


However, if you are looking for some simple pieces to the puzzle that hopefully will take you to 
the next level then read on.   


If you are a moderately experienced or experienced trader, skip the 
first part.  It is boring but necessary for those just starting. 


When it comes to successful Forex trading, there are two basic strategies used by the majority 


of traders: fundamental analysis and technical analysis. 


Fundamental Analysis 


In fundamental analysis, Forex traders look for causes that might trigger market fluctuations. 


These may include political activities, financial policies, growth rates and other factors. 


As you can imagine, fundamental analysis of the Forex market can be fairly difficult. For that 
reason, most traders use fundamental analysis only to predict long-term trends. 


But a few use fundamental analysis for short-term trades. They review different currency value 


indicators that are released several times throughout the day, such as: 


9  Consumer Price Index  


9  Purchasing Managers Index  


&  Non-farm Payrolls (the mother of all Fundamental Announcements) 


9  Retail Sales  


9  Durable Goods 


In addition, there are meetings held that provide quotes and commentary which may affect 


markets. These meetings, such as those of the Federal Trade Commission, Federal Open 
Market Committee, and Humphrey Hawkins Hearings, often discuss interest rates, inflation and 
other issues that have the ability to affect currency values. 


Examining the meeting reports and commentary can help Forex fundamental analysts to better 


understand long-term market trends, and also allow short-term traders to profit from 
important activities and events. 


If you decide to follow a fundamental analysis strategy, be sure to keep an economic calendar 


that shows when these reports are released. Your broker may also be able to provide you with 
real-time access to this kind of information via the internet. 


Technical Analysis 


The more popular strategy for Forex traders is the technical analysis.Technical analysis of 


Forex trading includes the use of graphs, charts and other methods of measuring past data to 
see the indication of the rise and fall of currencies. 


In other words, to spot trends. 


This is similar to technical analysis for equity trading, except for the timeframe--Forex markets 


are open 24 hours a day. Because of this, some forms of technical analysis that factor in time 
must be modified so they will work with the 24-hour Forex market. 


Note:  this e-book is for those interested in TECHNICAL ANALYSIS.  Fundamental 


analysis is for the BIG institutional trader and is not addressed in this e-book. 
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Into the Kitchen – or what the heck is all this Forex 


trading stuff about 


 
In 1967, a Chicago bank refused a college professor by the name of 


Milton Friedman a loan in pound sterling because he had intended to 
use the funds to short the British currency. Friedman, had perceived 
sterling to be priced too high against the dollar, wanted to sell the 
currency, then later buy it back to repay the bank after the currency 


declined, thus pocketing a quick profit. The bank's refusal to grant the 
loan was due to the Bretton Woods Agreement, established twenty 
years earlier, which fixed national currencies against the dollar, and set 


the dollar at a rate of $35 per ounce of gold. 


The Bretton Woods Agreement, set up in 1944, aimed at installing international monetary 
stability by preventing money from fleeing across nations, and restricting speculation in the 
world currencies Prior to the Agreement, the gold exchange standard--prevailing between 1876 


and World War I--dominated the international economic system. Under the gold exchange, 
currencies gained a new phase of stability as they were backed by the price of gold. It 
abolished the age-old practice used by kings and rulers of arbitrarily debasing money and 


triggering inflation. 


But the gold exchange standard didn't lack faults. As an economy strengthened, it would 
import heavily from abroad until it ran down its gold reserves required to back its money. As a 
result, money supply would shrink, interest rates rose and economic activity slowed to the 


extent of recession. Ultimately, prices of goods had hit bottom, appearing attractive to other 
nations, which would rush into buying sprees that injected the economy with gold until it 
increased its money supply, and drive down interest rates and recreate wealth into the 
economy. Such boom-bust patterns prevailed throughout the gold standard until the outbreak 


of World War I interrupted trade flows and the free movement of gold. 


After the Wars, the Bretton Woods Agreement was founded, where participating countries 
agreed to try and maintain the value of their currency with a narrow margin against the dollar 


and a corresponding rate of gold as needed. Countries were prohibited from devaluing their 
currencies to their trade advantage and were only allowed to do so for devaluations of less 
than 10%. Into the 1950s, the ever-expanding volume of international trade led to massive 
movements of capital generated by post-war construction. That destabilized foreign exchange 


rates as set up in Bretton Woods. 


The Agreement was finally abandoned in 1971, and the US dollar would no longer be 
convertible into gold. By 1973, currencies of major industrialized nations became more freely 


floating, controlled mainly by the forces of supply and demand which acted in the foreign 
exchange market. Prices were floated daily, with volumes, speed and price volatility all 
increasing throughout the 1970s, giving rise to new financial instruments, market deregulation 
and trade liberalization. 


In the 1980s, cross-border capital movements accelerated with the advent of computers and 
technology, extending market continuum through Asian, European and American time zones. 
Transactions in foreign exchange rocketed from about $70 billion a day in the 1980s, to more 
than $1.5 trillion a day two decades later. 


Free Floating Currencies 


In 1971 and 1972 two more attempts at free-floating currency against the U.S. dollar, namely 
the Smithsonian Agreement and the European Joint Float. The first was just a modification of 


the Bretton-Woods accord with allowances for greater fluctuation, while the European one 
aimed to reduce dependence of their currencies on the dollar. After the failure of each of these 
agreements, nations were allowed to peg their currencies to freely float, and was actually 
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mandated to do so by 1978 by the IMF. The free-floating system managed to hold out for 
several years, but many denominations had failed against the strong currencies. 


The Euromarket 


A major catalyst to the acceleration of foreign exchange trading was the rapid development of 
the euro-dollar market; where US dollars are deposited in banks outside the US. Similarly, 
Euromarkets are those where assets are deposited outside the currency of origin. The 


Eurodollar market first came into being in the 1950s when Russia's oil revenue-- all in dollars -
- was deposited outside the US in fear of being frozen by US regulators. That gave rise to a 
vast offshore pool of dollars outside the control of US authorities. The US government imposed 
laws to restrict dollar lending to foreigners. Euromarkets were particularly attractive because 


they had far less regulations and offered higher yields. From the late 1980s onwards, US 
companies began to borrow offshore, finding Euromarkets a beneficial center for holding 
excess liquidity, providing short-term loans and financing imports and exports. 


London was, and remains the principal offshore market. In the 1980s, it became the key 
center in the Eurodollar market when British banks began lending dollars as an alternative to 
pounds in order to maintain their leading position in global finance. London's convenient 
geographical location (operating during Asian and American markets) is also instrumental in 


preserving its dominance in the Euromarket. 


The Birth of Euro 


Although Europeans were already very comfortable with the concept of Forex trading, much of 


the rest of the world were still unfamiliar with the territory. The establishment of the European 
Union in 1992 gave birth to the euro seven years later, in 1999. The euro was the first single-
currency used as legal currency for the member states in the European Union. It became the 
first currency able to rival the historical leaders in the Foreign Exchange market and create the 


stability that Europe and the Forex market had long desired. 


 


Working in the kitchen (Forex Market)? 


 
The Foreign Exchange market, also referred to as the "Forex" or "FX" 
market is the largest financial market in the world, with a daily 


average turnover of US$1.9 trillion -- 30 times larger than the 
combined volume of all U.S. equity markets.  


"Foreign Exchange" is the simultaneous buying of one currency and 
selling of another. Currencies are traded in pairs, for example 


Euro/US Dollar (EUR/USD) or US Dollar/Japanese Yen (USD/JPY).  


There are two reasons to buy and sell currencies. About 5% of daily 
turnover is from companies and governments that buy or sell 


products and services in a foreign country or must convert profits made in foreign currencies 
into their domestic currency. The other 95% is trading for profit, or speculation. 


For speculators, the best trading opportunities are with the most commonly traded (and 
therefore most liquid) currencies, called "the Majors." Today, more than 85% of all daily 


transactions involve trading of the Majors, which include the US Dollar, Japanese Yen, Euro, 
British Pound, Swiss Franc, Canadian Dollar and Australian Dollar. 
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Distribution of Currency Pairs


USD/OTH
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29%


USD/JPY


20%USD/GBP
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USD/CHF
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USD/AUD
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EUR/OTH
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EUR/CHF


1%EUR/GBP
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EUR/JPY


3%


OTHER


2%


Source: Stocks & Commodities Dec 03’  


A true 24-hour market, Forex trading begins each day in Sydney, and moves around the globe 
as the business day begins in each financial center, first to Tokyo, London, and New York. 
Unlike any other financial market, investors can respond to currency fluctuations caused by 
economic, social and political events at the time they occur - day or night. 


The FX market is considered an Over The Counter (OTC) or 'interbank' market, due to the fact 
that transactions are conducted between two counterparts over the telephone or via an 
electronic network. Trading is not centralized on an exchange, as with the stock and futures 


markets.  


Understanding Forex Rates 


 


Reading a foreign exchange quote may seem a bit confusing at first. However, it's really quite 


simple if you remember two things: 1) The first currency listed first is the base currency and 2) 
the value of the base currency is always 1.  


The US dollar is the centerpiece of the Forex market and is normally 


considered the 'base' currency for quotes. In the "Majors", this 
includes USD/JPY, USD/CHF and USD/CAD. For these currencies and 
many others, quotes are expressed as a unit of $1 USD per the second 
currency quoted in the pair. For example, a quote of USD/JPY 110.01 


means that one U.S. dollar is equal to 110.01 Japanese yen. 


When the U.S. dollar is the base unit and a currency quote goes up, it means the dollar has 
appreciated in value and the other currency has weakened. If the USD/JPY quote we previously 
mentioned increases to 113.01, the dollar is stronger because it will now buy more yen than 


before. 


The three exceptions to this rule are the British pound (GBP), the Australian dollar (AUD) and 
the Euro (EUR). In these cases, you might see a quote such as GBP/USD 1.7366, meaning that 


one British pound equals 1.7366 U.S. dollars. 
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In these three currency pairs, where the U.S. dollar is not the base rate, a rising quote means 
a weakening dollar, as it now takes more U.S. dollars to equal one pound, euro or Australian 


dollar. 


In other words, if a currency quote goes higher, that increases the value of the base currency. 
A lower quote means the base currency is weakening. 


Currency pairs that do not involve the U.S. dollar are called cross currencies, but the premise 


is the same. For example, a quote of EUR/JPY 127.95 signifies that one Euro is equal to 127.95 
Japanese yen. 


When trading the Forex you will often see a two-sided quote, consisting of a 'bid' and 'offer'. 
The 'bid' is the price at which you can sell the base currency (at the same time buying the 


counter currency). The 'ask' is the price at which you can buy the base currency (at the same 
time selling the counter currency). 


Forex Trading Advantage 


A 24-hour market - A trader may take advantage of all profitable market conditions at any 
time. There is no waiting for the opening bell. 


High liquidity - The Forex market with an average trading volume of over $1.3 trillion per 
day. It is the most liquid market in the world. It means that a trader can enter or exit the 


market at will in almost any market condition minimal execution marries or risk and no daily 
limit. 


Low transaction cost - The retail transaction cost (the bid/ask spread) is typically less than 


0.1% (10 pips or points) under normal market conditions. At larger dealers, the spread could 
be smaller. 


Uncorrelated to the stock market - A trader in the Forex market involves selling or buying 
one currency against another. Thus, there is no correlation between the foreign currency 


market and the stock market. Bull market or a bear market for a currency is defined in terms 
of the outlook for its relative value against other currencies. If the outlook is positive, we have 
a bull market in which a trader profits by buying the currency against other currencies. 
Conversely, if the outlook is pessimistic, we have a bull market for other currencies and 


traders take profits by selling the currency against other currencies. In either case, there is 
always a good market trading opportunity for a trader. 


Inter-bank market - The backbone of the Forex market consists of a global network of 


dealers. They are mainly major commercial banks that communicate and trade with one 
another and with their clients through electronic networks and telephones. There are no 
organized exchanges to serves a central location to facilitate transactions the way the New 
York Stock Exchange serves the equity markets. The Forex market operates in a manner 


similar to the way the NASDAQ market in the United States operates, thus it is also referred to 
as an over the counter ( OTC ) market. 


No one can corner the market - The Forex market is so vast and has so many participants 


that no single entity, not even a central bank, can control the market price for an extended 
period of time. Even interventions by mighty central banks are becoming increasingly 
ineffectual and short lived. Thus central banks are becoming less and less inclined to intervene 
to manipulate market prices. 


For info regarding your rights as a trader check out: 


http://www.cftc.gov/cftc/cftchome.htm 
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The following Graphic shows the AVERAGE MOVEMENT in a Currency cross during each market 
session. 


 


The following is an introduction to some of the basic terms and concepts used in Forex trading. 


Foreign Exchange 


The simultaneous buying of one currency and selling of another. 


Foreign Exchange Market 


An informal network of trading relationships between the world's major banks and other 


market participants sometimes referred to as the 'interbank' market. The foreign exchange 
market has no central clearinghouse or exchange, and is considered an over-the-counter 
(OTC) market. 


Spot Market 


Market for buying and selling currencies usually for settlement within two business days (the 
value date). USD/CAD = 1 day. 


Rollover 


The process whereby the settlement of a transaction is rolled forward to the next value date, 


typically at 5PM EST/10PM GMT. If you open a position on Monday, the settlement date is 
Wednesday, however, if you hold this position past rollover on Monday, the new value date is 
Thursday. Most brokers will automatically roll over your open positions, allowing you to hold a 


position for an indefinite period of time. The cost of this process is based on the interest rate 
differential between two currencies. Depending on your broker's rollover policy, if you are 
holding a currency with a higher rate of interest in the pair, you will earn interest, however if 
you are holding a currency with a lower rate of interest in the pair, you will pay it. 


Exchange Rate 


The value of one currency expressed in terms of another. For example, if the EUR/USD 
exchange rate is 1.3200, 1 Euro is worth US$1.3200. 


Market Maker 


A market maker provides liquidity in a particular financial instrument and stands ready to buy 
or sell that instrument by displaying a two-way price quote. A market maker takes the 
opposite side of your trade. 
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Broker 


A firm that matches buyer and seller together for a fee or a commission.  


Pip 


The smallest price increment a currency can make. Also known as points. For example, 1 pip = 
0.0001 for EUR/USD, or 0.01 for USD/JPY. 


Lot 


The standard unit size of a transaction. Typically, one standard lot is equal to 100,000 units of 
the base currency, and 10,000 units for a mini. 


Pip Value 


The value of a pip. To calculate pip value, divide 1 pip by the exchange rate and then multiply 


it by the number of units traded. So for example, to calculate the pip value for USD/CHF, 
divide 0.0001 by the current exchange rate of 1.2765 and multiply it by 100,000 to get a pip 
value of $7.83. For EUR/USD, divide 0.0001 by the current exchange rate of 1.2075 and 


multiply it by 100,000 to get a pip value of €8.28. To convert this back to US dollars, multiply 
it by the current exchange rate of 1.2075 to get a pip value of $10. 


Spread 


The difference between the sell quote and the buy quote. For example, if the quote for 


EUR/USD reads 1.3200/03, the spread is the difference between 1.3200 and 1.3203, or 3 pips. 
In order to break even on your trade, your position must move in your direction by an amount 
equal to the spread. 


Standard Account 


Trading with standard lot sizes 


Mini Account 


Trading with mini lot sizes 


Margin 


The deposit required to open a position. A 1% margin requirement allows you to trade a 
$100,000 lot with a $1,000 deposit.  A mini account is 1/10th of a standard account.  A 1% 
margin requirement allows you to trade a $10,000 lot with a $100 deposit.   


Leverage 


The effective buying power of your funds expressed as a ratio. Calculated by the amount of 
times the notional value of your transaction exceeds the margin required to trade. e.g. 100:1 


leverage allows you to control a $100,000 position with a $1,000 deposit.  You can get 
leverages as high as 400:1 with some brokers. 


Long Position 


A position whereby the trader profits from an increase in price. (Buy low, sell high) 


Short Position 


A position whereby the trader profits from a decrease in price. (Sell high, buy lower) 


Market Order 


An order at the current market price 


Entry Order 


An order that is executed when the price touches a pre-specified level 
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Limit Entry Order 


An order to buy below or sell above the market at a pre-specified level, believing that the price 


will reverse direction from that point. 


Stop-Entry Order 


An order to buy above or sell below the market at a pre-specified level, believing that the price 
will continue in the same direction from that point. 


Limit Order 


An order to take profits at a pre-specified level 


Stop-Loss Order 


An order to limit losses at a pre-specified level 


OCO Order 


One Cancels the Other. Two orders whereby if one is executed, the other is cancelled. 


Slippage 


The difference in pips between the order price and the price the order is executed at. 


 


Ok, now you know your way around the kitchen, let’s go cook! 
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In order to really cook in the Forex you need a few ingredients 


to be successful: 


1. OUTSTANDING TOOLS 


2. UNDERSTANDING OF TECHNICAL ANAYLSIS 


3. MONEY MANAGEMENT 


4. PSYCHOLOGY OF TRADING 


We’ll look at each one and see its importance to Cooking in the Forex 
and especially to the KISS principle. 


 


Ingredient #1 - OUTSTANDING TOOLS 


Just as a chef needs a stove, broiler and utensils to create their masterpieces, you will need 
the proper tools to create your masterpieces (Trades).  


 


Broker/Dealing Platform  


First you will need a reputable Broker 
to deposit your money into YOUR 
account.  The Broker must have a 


FAST RELIABLE platform, quote tight 
spreads, not have any slippage and 
NOT HARVEST YOUR STOPS (the 


practice of phantom spikes that only 
appear on their charts and take out 
your stops for a loss).  I have used 
many and have found those that are 


lousy and those that are good and 
would be happy to steer you in the 
right direction.  


Email me at brokers@4xwealth.com 


for my brokers. 


 


 


FANTASTIC CHARTING 


Second you need phenomenal charts.  
This is where you do your recipe prep 
work EVERY TRADING DAY…so they 


need to be FANTASTIC.  I have used 
free charts to outrageously expensive 
charts and NONE compares to these 


charts.  We spent over 3 years 
developing Charts for Traders.  Imagine 
Traders developing charts for Traders! 
These charts have the added advantage 


of giving EXTREMELY RELIABLE Entry 
and Exit signals and confirmation signals 
built into the charting system.   


Email me at charts@4xwealth.com for 


my charting system. 
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Ingredient #2 - THE MEAT - UNDERSTANDING OF 


TECHNICAL ANAYLSIS 


Ok, this is where most traders fail to truly put their effort.  If you want to 
make Chateaubriand, you have to use prime tenderloin NOT hamburger!  


Most traders opt for the shortcuts because they want to make money fast.  
They erroneously think (as I did) that this market is simple and should 


propel you into stratospheric money making in weeks.  NOT SO.  Most traders can see the 
market (after the fact) but make the mistake of NOT understanding the WHY of the market 


move and concentrate on just getting an entry and then clicking their profit out WAY TO SOON. 


In order to be successful you have to learn to “LET YOUR WINNERS RUN and CLICK 


YOUR LOSSES OUT EARLY”.  Unfortunately, for the vast majority of traders it is just the 


opposite.  We let our “LET OUR LOSERS RUN and CLICK OUR WINNERS OUT EARLY”.     


WHY? 


For most traders it is a combination of the emotions of Fear and Greed and the LACK OF 
KNOWLEDGE IN ANALYZING THE MARKET.  Fear and Greed we’ll tackle when we look at 


the psychological factors that play in trading.  Most novice traders don’t know where the 
market will go so they take any small profit just so they can have a winner.  Sound familiar?   
If you take only 5 pips on a trade and then accept one loser with a 30 pip stop, it takes you 6 


trades in a row JUST TO BREAK EVEN.  You have to trade at 90%+ to stay ahead of this losing 
curve. 


Real Traders know EXACTLY where the market should go and do everything in their power to 
stay in the trade until that destination is reached.  In other words: they analyze the market, 


determine where it should go, then at the opportune moment they enter the trade (not too 
early or you live with a large drawdown – a move AGAINST you), manage it to a profitable 
position and then manage it to the destination. 


Surprisingly, this analysis is not that hard, has 


predictable results and does not require that you be 
a rocket scientist.  There are four things that you 
have to know.  If you know these four things you 


should have a fairly good idea of where the big boys 
are going.   


In my workshops I call this being the “tick on 


an elephant”.  An elephant can go pretty much 


wherever it wants to go.  The Elephant is the Big 
Boys – bankers, hedge funds, large corporations 
who are the ones who really move the market.  We 


are the tick - we just want to bite onto the elephant 
and go wherever he is going. It takes me 3 days 
non-stop in a workshop to drive the information 
about where the elephant is going and then it takes 


a lot of practice.  First you practice on a Demo, then a Mini and finally (if you really get it) on a 
standard account. 
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Big Boys (the elephant) have a vested interest in going to certain places in the market.  Why, 
is a secret I can’t tell you (or I’d have to kill you as the movie says HA!), but suffice it to say 


that their destination is predictable, whether going long or short.  We’ll call these spices for our 
cooking.  It is not any one that makes the flavor of the dish but the COMBINED FLAVORS 
that make a dish really special…in this case your trade. 


Here are the four things: 


1. The trend 


2. Fibonacci levels 


3. Previous supports and/or resistance 


4. Divergence 


 


 


So let’s look at each of these SPICES for our trade 


 


The trend 


You’ve probably heard the following motto: "the trend is your friend". 
Finding the trend will help you become aware of the overall market 


direction.  The Big Boys have no problem finding the trend because 
they use the 240 min and higher charts.  These larger charts are ideally suited for identifying 
the longer-term trend.  Our problem is we can’t trade these charts because we don’t have all 


the money in the world.  But the elephant is using these charts to determine his direction so; 
we MUST find and use the same trend that the elephant is using. 


How do you do that?  Regardless of what charts you are using you need to always determine 
the trend of the Big Boys.  You change your chart to a 240 minute (sometimes a day) chart 


and plot the trend. 


 


TIP: YOU HAVE TO THINK LIKE THE ELEPHANT WHEN YOU ARE DETERMINING 


THIS TREND. 


Big Boys          You 
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Here we have a 240 minute chart.  We can see immediately that we have come off a high from 
the previous up trend and are now beginning to trend down.  So what is the elephant thinking? 


 


Remember that 95% of the trading in the Forex is SPECULATIVE so the Elephant is only 
thinking about one thing; where is the most profit? 


 


 


 


Of all the possibilities for the elephant the MOST profit is going short (selling) and they have 
already moved substantially in that direction to achieve it.  Yes there are still lots of Bulls in 


this market (the big boys who want to still go up) but the Bears (those going short) have 
wrested control of the market away from the bulls (at least temporarily) so the Bears are now 
in control.  You can see that by the bright red color of the candles.  These are Bear candles. 


 


So we’ll trend this DOWN for now!  But we don’t enter a trade down until it proves it! 
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It looks like this: 


 


 


 


Once you have found the overall trend, you move that trend down to the time 


horizon in which you wish to trade – typically the 5,10,15 or 30 minute chart for 
our level of trading – tick trading (as in the insect biting onto the elephant). Once 
you know the big boys trend, you can buy on the dips during rising trends, and sell 
the rallies during downward trends.  


 


NEVER TRADE AGAINST THE TREND OF TODAY! 


 


Now here is a tasty morsel! 


If we were going to actively trade this market we would ONLY BE INTERESTED in the 


next two hours (yes I know it is a 24 hour market but the big boys are rich and only 
need to actually work two hours at a time), so it is important to see who is in control on 
the 120 minute chart.  So we’ll change this chart to a 2 hour (120 minute chart).  If you 
are using good charts (not free ones) this information will transfer down to the 120 


minute chart. 
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So we’ll move to the 120 minute chart to see what it looks like from this vantage point.  If you 
are using great charts, the trend you put on the 240 will move down to the 120 when you open 


it.  It looks like this: 


 


 


 


They only really have two choices: continue north which would be a “BREAKOUT” of the 
current trend or crash into the trendwall and turn south.  The degree of probability is 
determined by the dominant trend.  We simply need to WAIT FOR THE REACTION. 


 


 


 


THE WAIT TRADE:   


Not one person in the history of trading has ever lost one 
dime trading the WAIT TRADE.  It is the hardest trade to 
master – staying OUT OF THE MARKET until the reaction 


has occurred and then taking the trade when it sets up, 
proves itself and comes to you.  


 


 







© Rio Financial Group 2006 16 


Here is what our trend looks like on a chart we can trade – the 15 minute chart (the trendline 
is carried down from the upper chart time compressions).  You can also see that the reaction is 


only a few pips away.   


 


 


 


 


Once you have the Trend figured out and you are WILLING TO WAIT FOR THE REACTION.  
You now need to know where this movement has the potential to move.  Should it break north 
the next stop would be back to the top. This would create a DOUBLE TOP and is common in the 


Forex Market (as are triple tops).  But since the greatest Profit is SOUTH/SHORT, we need to 
use Fibonacci ratios (Fibs) to predict its movement.  So we will be interested in the Fib ratios 
BELOW US.  Will it trade to there?  No one knows – you just plan your trade and WHEN it 


does what you have planned to do, you react as the market reacts. 


 


Fibonacci Levels 


Fibonacci ratios are the basis of many Forex trading systems used by 


a great number of professional Forex brokers around the globe, and 
many billions of dollars are profitably traded every year based on 
these trading techniques. 


Fibonacci was an Italian mathematician and he is best remembered 


by his world famous Fibonacci sequence, the definition of this 
sequence is that it’s formed by a series of numbers where each number is the sum of the two 
preceding numbers; 1, 1, 2, 3, 5, 8, 13 ...But in the case of currency trading what is more 
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important for the Forex trader is the Fibonacci ratios derived from this sequence of numbers, 
i.e. .500, .382, .618, etc. 


Your own body uses Fibonacci ratios. If they weren’t there, you could not walk. 


 


Fibonacci ratios or FIBS as they are called are extensively used in the Forex Market.  Fibs are 
used on every single chart compression.   


The market uses them AFTER a move to determine where to get in to continue the move.  
This is called a retracement. The typical entry point is the .500 (or 50%) retracement to 
resume the up trend or down trend although any Fib value can be used.  You can think of it as 


we had a 30 pip move down and no one is interested in continuing on unless they get a 
discount.  So the market RETRACES to a known fib ratio like the 50% and then money is 
enticed back into the market.  Sort of like going to Wal-Mart and no one wants to buy socks 
today, so you will hear an announcement “ATTENTION WAL-MART shopper.  There will be a 


50% discount on Hanes socks today for all those in the store for the next 30 minutes”. Now 
anyone in the store who may have a need for socks are now enticed into making that 
purchase. 


The enticement works in trading just as it does at Wal-Mart.   


 


.382 


 


 


 


.500 


 


 


 


.618 
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In trading it looks like this: 


 


 


 


But for novice traders, one of the least used aspects of Fibs is that the elephant uses these Fib 
ratios on the 240, day or larger charts as his TARGETS!  So if you want to know where the 


elephant is going you go back to a 240 chart and put the Fib ratios on IN THE DIRECTION 
OF THE TREND to see where the elephant is heading.  And guess what?  You can know this 
BEFORE a move occurs! 


Here is a BEFORE and AFTER on the 240 minute chart in an uptrend.  We use the LAST trend 


to determine where the elephant is going.  WHY?   


 


 


Because that is precisely the information that the 


elephant is using. 
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Before: 


 


After 


 


 


One thing that CAN stop these targets from getting hit is previous support or resistance. 


If the elephant runs into HISTORICAL support in an Uptrend (or the reverse in a downtrend) 


it has the possibility to turn the market early.  This is because PREVIOUS SUPPORT acts 
as RESISTANCE in the future and PREVIOUS RESISTANCE acts as SUPPORT in the 


future. So let’s understand this. 
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Previous Supports and/or Resistance 


Support and resistance levels are points where a chart experiences 


recurring upward or downward pressure. A support level is usually 
the low point(s) in any chart pattern (hourly, 240 minute, weekly 
or annually), whereas a resistance level is the high or the peak 
point of the pattern. These points are identified as support and 


resistance when they show a tendency to reappear. It is best to 
buy/sell near support/resistance levels that are unlikely to be 


broken. 


Once these levels are broken, they tend to become the opposite obstacle. Thus, in a rising 


market, a resistance level that is broken, could serve as a support for the upward trend, 
whereas in a falling market; once a support level is broken, it could turn into a resistance. 


Let’s look at the chart above with a support line put on and see the reactions that occur at this 


point.  REMEMBER: PREVIOUS SUPPORT acts as RESISTANCE in the future and 
PREVIOUS RESISTANCE acts as SUPPORT in the future.  I have taken the Fibs off so that 
it does not confuse you. 


 


So since the market REACTS at this historical support level you have to know where it is! 
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This last Seasoning is how you determine if the market is going to reverse.  It is called 
divergence and unlike other indicators that you might use on a chart it is a LEADING 


INDICATOR! 


A note about indicators: All indicators that chart companies use are LAGGING 
indicators EXCEPT for four!  The four that are not lagging are the four we are talking 
about.  That is where so many new traders get caught.  They rely on lagging indicators 


to tell them the market is going to do something and do not learn how to use the four 
indicators we are using.  Our business is ANTICIPATION.  Therefore, lagging 
indicators, while nice, are about WHAT IS HAPPENING NOW, not what we can 
ANTICIPATE happening! 


 


Divergence 


Divergence is a key concept in trading Forex. When a pattern shifts 


out of the norm, it is a signal that something is either fundamentally 
or technically different. When divergence occurs, trading 


opportunities come with it. 


A MACD is the tool we use to show divergence.  It is called a MACD 


because it stands for Moving Average Convergence Divergence. 


When the market is trending is it CONVERGING and the MACD shows that convergence.  But 
as the trend begins to fall apart, the MACD starts to trend in the opposite direction of the 


trend.  This is called DIVERGENCE.  It means that the market is potentially setting up to 
reverse direction.  Now the problem is that no one knows exactly when the reversal will come, 
but the probability is very high at a point where multiple factors come together at the same 
place to produce the momentum needed to reverse an entire market.  In other words a 


REACTION! 


I’ll bet you can’t guess what those factors are?  Yep, that’s right.  At a point where the 
Trendwall (from a higher compression chart like a 240 minute), a fib (from a higher 
compression chart like a 240 minute), and a historical support or resistance (from a higher 


compression chart like a 240 minute) all come together to produce the environment that is 
right for a reversal. 


 


Another tasty morsel! 


Divergence is present when the Price action (trend) of the candlesticks is going the 
OPPOSITE way of the MACD. 


 


You can find divergence on any chart.  I like the 60 minute since it is high enough (and 1/4th of 
a higher compression chart like a 240 minute), and still small enough for me to take advantage 
of any move it precedes. 


If divergence is present and I am trading in the direction of the trend, it tells me to stay really 
close to the movement by keeping my stop tight.  The reversal could come at any time. 
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Here’s a picture of divergence in an uptrend foretelling a move down: 
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Here’s the result: 


 


 


 


Now that we have assembled all our ingredients: 


• Awesome charting,  


• A fast reliable Broker and Trading Platform  


• Seasoning/Spices: Trend, Fibs, Support and resistance  


• Divergence,  


We can now trade IF we have two more things.  Believe it or not the last two things are MORE 
IMPORTANT THAN THE FORMER. 


They are: 


1. Money management 


2. Trading Psychology 


If you don’t manage your money you will be out of business and the only way to trade is to 
have your trading psychology in place. 
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Ingredient #3 - Forex Money Management 


Money management is a critical point that shows the difference 
between winners and losers. It was proved that if 100 traders start 
trading using a system with 60% winning odds, only 5 traders will be 
in profit at the end of the year. In spite of the 60% winning odds, 


95% of traders will lose because of their poor money management. 
Money management is the most significant part of any trading 
system. Most traders don't understand how important it is.  


It's important to understand the concept of money management and 


understand the difference between it and trading decisions. Money 
management represents the amount of money you are going to put 
on one trade and the risk you're going to accept for this trade.  


There are different money management strategies. They all aim at preserving your balance 
from high risk exposure.  


Utilizing Stop Loss Order 


A stop-loss is an order linked to a specific position for the purpose of closing that position and 


preventing the position from accruing additional losses. A stop-loss order placed on a Buy (or 
Long) position is a stop-loss order to Sell and close that position. A stop-loss order placed on a 
Sell (or Short) position is a stop-loss order to Buy and close that position. A stop-loss order 


remains in effect until the position is liquidated or the client cancels the stop-loss order. As an 
example, if an investor is Long (Buy) USD at 120.27, they might wish to put in a stop-loss 
order to Sell at 119.49, which would limit the loss on the position to the difference between the 
two rates (120.27-119.49) should the dollar depreciate below 119.49. A stop-loss would not be 


executed and the position would remain open until the market trades at the stop-loss level. 
Stop-loss orders are an essential tool for controlling your risk in currency trading. 


 


Managing Trade and Margin account Risk 


Your risk per trade should never exceed 10% per 
trade if you are starting out with a small margin or a 
mini. 


You should start and probably stay in a mini account.  The vast majority of traders never 
trade over 10 standard lots which is 100 minis.  A mini account is a broker created hybrid 
where they aggregate your trade with thousands of others and actual enter the trade as 
standard lots.  This is because the bankers who are taking the actual orders don’t recognize 


anything less than a full lot so the broker essentially makes them up from yours and thousands 
of other traders.  You can trade 500 mini lots so there is no need to open a standard account 
unless you are full of ego and just want to say you are.  If that is the case, you should close 


this book and get out of the kitchen since ego will ruin you in this business. 


Reality is that 10% is way too high also, but it is very hard to get ahead trading a mini for 20-
50+ pips profit and getting your mini account to any substantial amount.  It's better to adjust 
your risk to 1% or 2%. We prefer a risk of 1-3% but if you are confident in your trading 


system then you can lever your risk up to 5%.  So start with a mini and if your capital in your 
margin account is low, risk NO MORE THAN 10%.  As soon as you start pulling ahead adjust 
the size of your risk DOWNWARD. 


The most important rule is to stick to the 1 -3% risk rule. Never risk too much in one trade. 


It's a fatal mistake when a trader lose 2 or 3 trades in a row, then he will be confident that his 
next trade will be winning and he may add more money to this trade. This is how you can blow 
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up your account in a short time! A disciplined trader should never let his emotions and 
greed control his decisions.  


If you have 2% of your margin at risk and you lose on that trade, you still have 98% of your 
margin left and you can get it back tomorrow. 


Diversification  


Trading one currency pair may only generate a few entry signals. It would 


be better to diversify your trades between several currencies. If you have 
$100,000 balance and you have an open position with $10,000 then your 
equity is $90,000. If you want to enter a second position then you should 
calculate 1% risk of your equity not of your starting balance! It means that 


the second trade risk should never be more than $900. If you want to enter 
a 3rd position and your equity is $80,000 then the risk per 3rd trade should 
not exceed $800.  


 


It's important that you diversify your orders between currencies that have low correlation.  


For example, if you are long on the EUR/USD then you shouldn't go long on the GBP/USD since 
they have high correlation. This is because in both cases you are actually trading the same 


thing…which way the dollar is moving.  If the dollar is rising and you sold short you will be 
losing in BOTH TRADES!  If you are long EUR/USD and GBP/USD positions and risking 3% per 
trade then your risk is 6% since the trades will tend to end in same direction. The same is true 


when trading the USDCHF.  It has an inverse relationship with the EURUSD and therefore will 
always be trending the opposite way.  So you shouldn’t trade both the EURUSD and the 
USDCHF, pick one or the other but not both.  A better strategy is to trade one USD cross and 
then a EUR cross.  I prefer the EURJPY and the GBPJPY. 


Another tasty morsel! 


The GBPJPY scares new traders away because it has a 9 pip entry.  However, what on 


the surface looks scary, actually works for you.  Because the spread is high on this 


cross, there are no scalpers in this currency so only the elephants trade it.  The 


elephants tend to trend really nicely.  It is not uncommon to see 200-800 pip trends in 


this cross. 


If you want to trade both EUR/USD and GBP/JPY for example,  and your standard position size 


from your money management is $10,000 (1% risk rule) then you can trade $5,000 EUR/USD 
and $5,000 GBP/USD. In this way, you will be risking 0.5% on each position.  


Money management strategy  


First, your initial stop should be based on the last previous support or resistance on the chart 


(depending on whether you are short or long).  If you have great charting software like mine, 
you actually get great signals that eliminate large drawdowns.  Set you stop 3-5 pips 
above/below this previous support/resistance on an ODD NUMBER.   


Another tasty morsel! 


The market has a tendency to go to even numbers so a number you WANT TO GET 


HIT (your limit) should always be on an even number)  A number you DON’T WANT 


TO GET HIT (your stop) put on an odd number. 


Here’s what I do. 


• Buying:  After entry and up 15 PIPS, move stop 1 Pip above entry 


• Selling: After entry and up 15 PIPS, move stop 1 Pip below entry 


• ASAP  move to 5 PIPS above entry 
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• Let the currency breathe (move up and down) but stay with it (moving your 
stop as it continues its move until it hits the 240 minute trendwall, a 240 fib or 


historical support/resistance on the 240 minute chart.  Obviously you will not 
always get there.   


 


Someone once said “If you aim at nothing you will surely hit it”.  


 


The Martingale and Anti-Martingale Strategy  


It's very important to understand these 2 strategies.  


 


Martingale rule = increasing your risk when losing!  


This is a strategy adopted by gamblers which claims that you should increase the size of 
you trades when losing. It's applied in gambling in the following way: Bet $10, if you 
lose bet $20, if you lose bet $40, if you lose bet $80, if you lose bet $160.etc  


This strategy assumes that after 4 or 5 losing trades, your chance to win is bigger so 


you should add more money to recover your loss! The truth is that the odds are same 
in spite of your previous loss! If you have 5 losses in a row, still your odds for the 6th 
bet are 50:50! The same fatal mistake can be made by 


some novice traders. For example, if a trader started 
with a balance of $10,000 and after 4 losing trades 
(each is $1,000) his balance is $6000. The trader will 
think that he has higher chances of winning the 5th 


trade then he will increase the size of his position 4 
times to recover his loss. If he loses, his balance will be 
$2,000!! He will never recover from $2,000 to his 
starting balance of $10,000. A disciplined trader 


should never use such gambling methods unless 


he wants to lose his money in a short time.  


 


 


Anti-martingale rule = increase your risk when winning & decrease your risk when losing  


It means that the trader should adjust the size of his positions according to his new 
gains or losses.  


Example: Trader A starts with a balance of $10,000. His standard trade size is $1,000. 
After 6 months, his balance is $15,000. He should adjust his trade size to $1,500.  


Trader B starts with $10,000. His standard trade size is $1,000. After 6 months his 


balance is $8,000. He should adjust his trade size to $800.  


Below is the famous Turtles strategy – not the band for you old folks 


If you lose a trade, on your next trade only risk 80% of your former margin % (you have 10K 
– can risk $1000 (10%) BUT next trade only put $800) until you get your loss back. 
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Ingredient #4 - PSYCHOLOGY IN TRADING 


The Forex market is moved by fear and greed.  These are EMOTIONS 


that affect the market.  Essentially you are watching a giant auction for 
money.  Fear and greed are part of Psychology.  They are emotions 
and ABSOLUTELY need to be exorcised from your trading style.  


Something happens to traders when they move from a demo where 


they have been very successful to real money.  They start to lose.  
WHY?  That something is Psychology.  Most of us can master the 
techniques of trading but mastering the gray matter between your ears 
is a different matter altogether. 


 


In order to pull the trigger on live trades you have to be confident in: 


 


1. Your charts – that they are giving you a great set up and entry and exit signal 


2. Your Broker – that he will give you a fast reliable quote and won’t harvest your stops 


3. Your Technical Analysis (the meat and seasoning) - did you do the work so you know 
where the elephant is going. 


4. Your Trade and Margin Risk – will this trade totally ruin your life if it goes wrong. 


5. Your System – all of the above as it all comes together 


 


If so you are prepared to trade IF your individual psychology is in place. 


 


The following is from http://www.turtletrader.com/know.html 


 


Trading Psychology: Knowing Yourself Is Key 


Knowing yourself means understanding how you’re likely to behave under various 
circumstances. Over the past couple of decades, behavioral finance researchers have 
developed a clearer understanding of the psychological traps investors fall in. The best way for 


you to avoid these traps is to become aware of them, the forms they take, and which you are 
most likely to fall into. 


Here are five common pitfalls: 


Over-confidence. Researchers have found that people consistently overrate their abilities, 
knowledge, and skill—especially in areas outside of their expertise. Investors must seek and 
weigh quality feedback and stay within their circle of competence. 


Anchoring and adjusting. In considering a decision, we often give disproportionate weight to 


the first information we receive, hence anchoring our subsequent thoughts. You can mitigate 
this risk by seeking information from a variety of sources and viewing various perspectives. 


Improper framing. The decisions of investors are affected by how a problem, or set of 


circumstances, is presented. Even the same problem framed in different, and objectively equal, 
ways can cause people to make different choices. Framing, too, plays a central role in 
assessing probabilities. 


Irrational escalation of a commitment. Investors tend to make choices that justify past 


decisions, even when circumstances change. To avoid this trap, investors must only consider 
future costs and benefits. 
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Confirmation trap. Investors tend to seek out information that supports their existing point 
of view while avoiding information that contradicts their opinion. Psychologist Thane Pittman’s 


slip of tongue sums it up: “I’ll see it when I believe it.” 


You must also understand how you tend to react under stress. People with different personality 
profiles behave in dissimilar ways when stressed. Here again, self-awareness and some basic 
techniques to offset suboptimal behavior go a long way. Pearson declares, “A gambler’s ace is 


his ability to think clearly under stress. That’s very important, because, you see, fear is the 
basis of all mankind....That’s life. Everything’s mental in life.” 


There are some real genius’s in this end of the market and I will not even attempt to touch 
their expertise.  I ask every trader that I teach to NOT TRADE LIVE until they have read 


these three books. 


1. The Disciplined Trader by Mark Douglas 


2. Trading In The Zone by Mark Douglas 


3. Trading to Win by Ari Kiev M.D. 


I ask them to read each book and highlight areas with a highlighter.  I then ask them to read 
the highlighted areas ONCE A MONTH.  REREAD each book at least once a year!   


You should do the same. 


Suffice it to say that what you need to know about the Psychology of Trading is locked up in 
those books and these cookbooks are WORTH THE MONEY. They are NOT about how to 
trade from the technical side but how to trade from the “head” aspect. 


In a nutshell however, trading is first of all being confident of your system.  Then being 
confident that you have done the work and feel that you have a handle on where the elephant 
is going.   


 


Another tasty morsel! 


The time to THINK is BEFORE the market moves.  When it 


starts to exhibit behavior that you have planned for: REACT 


when the market REACTS in the way you have planned. 


Actually cooking and creating your masterpiece (trade) 


1. Use your ingredients 


2. Season well (trend, fibs, historical support and resistance and 


divergence) 


3. Use the above to THINK about your trade BEFORE you make it.  
If you get it wrong CLICK OUT IMMEDIATELY. 


4. REACT when the market reacts the way you have planned to 


trade 


5. Determine BEFORE  you trade to stay in the trade until it moves to the elephants 
destination 


6. Manage your margin by always risking a small amount of your trading capital – But risk 
you must. 


7. Make a list of your rules that you will use to trade and then NEVER BREAK THEM! 


8. Keep a daily trade log and write WHAT YOU LEARNED EACH DAY! 


9. Review this every week 
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Why would I write this e-book and give it away? 


 


I am genuinely interested in seeing traders succeed.  The sad story is 
that many will not.  You’ve probably already read the statistics that 
97% of all traders FAIL.  WHY do these people FAIL? 


#1 They fail to get educated.  Would a doctor start a practice 


without going to medical school?  Would a plumber start a plumbing 
business without being certified?  Would an accountant start accounting 
without getting an accounting degree?  Yet every day well meaning, 
smart people jump into the Forex with both feet and their money and 


decide to trade against professional traders.  The Forex is a zero 
sum game.  That means that losers pay winners.  Professional 
traders have all been trained to succeed in this market and the only 


way they succeed is that they need losers!  Guess where you come in? 


#2 They give up.  After a series of losses most people say, “Well the Forex wasn’t for me”.  
Of course they were never trained, they didn’t have a clue what the elephant was doing and 
they were trying to be successful against people who are trained to take their money. 


WHO ARE THE 3% WHO SUCCEED?  


The ones who are really serious about trading - NEVER GIVE UP and GET EDUCATED.   


I really hope this e-book helps you get to a higher level.  If you think about it, you are at least 


taking a small step towards getting educated.  Maybe you will be one of the few who is a 
natural. Every business has its naturals: Tiger Woods in golf, Michael Jordan in basketball, 
Donald Trump in real estate, to name a few. But please note that all those naturals learned 
their profession through hard work and practice.  The reality in the Forex is: that while a few 


chosen ones are naturals, most are not.  I suspect that you, like me, fall into the latter 
category.  Some of the traders who read this book will eventually come to the 


realization that they need some personal coaching.  That is where I come in.  I am a 
professional trader who, once a month stops and helps others learn to do what I do in a 


comprehensive 3 day workshop.   


Why?  Because someone did exactly that for me. 


If this e-book helps you trade better and go to the next level … GREAT!  If you still see the 


horizon, but can’t quite get there. If you still see the horizon, but you WON'T GIVE UP, then 
you are the type of trader I like to work with. 


I have trained traders the world over:   


• Some of my traders have won trading awards and Broker contests 


• Some have become Professional Managed Funds traders  


• Some just gave up the day job to commute 15 steps to their home office   


• Some got to stay home and be with their kids while they grew up 


• Some made a lot of money 


• Some help me with my Romanian Orphans 


• Some just trade part time to supplement their retirement 


 


Regardless, they NEVER GAVE UP and they LEARNED how to cook in the Forex Kitchen.   







© Rio Financial Group 2006 30 


FOREX WORKSHOPS 


My workshops are intensive 3 day sessions where we learn all of the ingredients and all of their 


nuances.  That’s right 3 days!  During that time we will also TRADE live in the market putting 
what we learn to practice.  If you attend one of my workshops, I will never touch your 
computer – you will do it.  You will learn by doing not learning about trading.  Reality is that 
the information is so much that you will barely retain 60% of what you are taught the first 


time through.  We know that and so we allow you to repeat the workshop as many times as 
you want for FREE!  You are immediately entered into our mentoring program so that you 
have the ongoing help you need. 


 In your Learn to Trade the Forex Workshop you will 


learn how and WHY the market moves, how to 
anticipate and profit from those moves and learn and 
UNDERSTAND 4+ proprietary trades that have 


extremely high success rates when properly confirmed 
and executed using our proprietary charting software.  


 


BUT IT DOESN’T STOP THERE. 


 


 


We built our Mentoring program to provide the ongoing assistance that traders need. To 


facilitate that we have incorporated all this: 


• We have weekly online interactive training calls to teach you how to recognize our 
trades and how to spot the setups.  Here we’ll hammer home the secrets to better 
setups, determining the trend and how to let your profits run and cut your losers 


quickly. 


• Two weekly subscriber calls to teach you the nuances of our trades and setups. 


• Personal one on one coaching when you run into bumps in the road 


• Periodic complete online workshops so you can attend the full workshop AFTER you 


have attended a live workshop without travel costs. 


• Our charting software was developed to give SUPERIOR entry and exit signals and 
confirm high probability trades using our color coded technology and proprietary 


trading indicators.  Match that with proven technical analysis techniques form your 
workshop and you have a blueprint for success. 


 


We’ll prove it to you! 


 Simply revisit our website www.forexwealth.com or email me at 


info@forexwealth.com and we’ll give you a FREE LIVE DEMO of our 
methodology and charting software. If you really are serious about the Forex, 
you won’t give up, but you think that you might need a little more help, 
contact me and we’ll talk. 


I will NEVER pressure you or try and sell you something.  A decision to change 


your life is one you should make all by yourself with no pressure from someone else. 


I hope to hear from you. 


Scott Barkley 
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About the Author: 


 


Scott Barkley is the President of Rio Financial Group located in Austin, Texas. Scott has a 
Masters in Business Administration from Colombia State University and graduated from the 
institute For Latin American Studies in Cuernavaca, Mexico. Scott was an entrepreneur who 
owned several restaurants, was a business consultant for both Hilton and Sheraton hotels and 


spent 21 years in the international sales arena, working for companies like Vivendi, in Paris 
France, Culligan International and ROC Software. During the demise of the technology sector, 
Scott started an internet marketing company called Accelerated Marketing International and 
during this time was introduced to FOREX trading.  He learned from his Mentor, but only after 


trying to do it himself  in the School Of Hard Knocks (can you say “been there-done that”). 


 


Throughout his business career, Scott has taught complex concepts and reduced them to 


simple to grasp techniques. This is evidenced by his writing and producing the Bible Trek 
(www.bibletrek.com) - a 5 lesson course through the entire Bible ....and UNDERSTAND IT. 
That course is currently taught in Africa, Eastern Europe, Korea, and Latin America as well as 
throughout the USA and is additionally shown on cable TV. 


 


In 2003 Scott was awarded the International Forex Development 
Award for his work in the UK.  Then in both 2004 and 2005 he was 


awarded The Global Forex Award. 


 


While awards are fantastic, Scott’s greatest reward is seeing his 
personally trained students go on to success.  Besides financially 


successful students, Scott’s first student has won the FXCM King of 
the Mini contest. Success is measured in even greater ways as 
students have gone on to do terrific philanthropic work.  Like one 
student who uses his Forex income to fund a hospital boat on the 


Mekong River in Viet Nam.  This boat is manned by 4 full time 
doctors giving out free medical care to those to poor to afford it. 


 


Not to be outdone, Scott heads up an alcohol and drug rehab 
ministry and is personally involved in a summer camp for 500-700 
disadvantaged kids in Romania and  a children’s ministry to over 
2000 Romanian children.  He also is very involved in a campus 


ministry in Bucharest, Romania and a personal involvement in 7 
Romanian Orphanages.  He personally is in Romania 3-4 times a year and is a featured 
speaker in 7 business Universities in Bucharest, Romania. Scott has three children - all grown 


up girls and a very supportive wife. 


Rio Financial Group's primary objective is to develop new Foreign Currency Traders who seek 
financial freedom, both individual and group, are available by the Rio Financial Group 
worldwide, to help others learn the trading skills necessary to succeed in the Forex. 


 


www.forexwealth.com 
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THE ALL IMPORTANT DISCLAIMER or I never told you that you might get burned or cut 
your hand in the kitchen. 


 


Trading foreign exchange on margin carries a high level of risk, and may not be suitable for all 
investors. Before deciding to trade foreign exchange you should carefully consider your 
investment objectives, level of experience, and risk appetite. The possibility exists that you 


could sustain a loss of some or all of your initial investment and therefore you should not 
invest money that you cannot afford to lose. You should be aware of all the risks associated 
with foreign exchange trading, and seek advice from an independent financial advisor if you 
have any doubts.  Traders should confirm entries before making a decision to enter the 


market.  We recommend that all Rio Financial Group traders should always be very selective 
with entries while using tight stops.  See disclaimer at:  http://www.forexwealth.com 
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Welcome to Forex 


 
BASICS OF FOREX


Welcome to Forex  
 
The Foreign Currency Exchange Market (also called FOREX or FX) is the largest 
and most active marketplace in the world. It is the largest not only by volume 
(more than two trillion dollars per day) but also the most active market because of 
its 24 hour non-stop schedule. Most of the trading takes place through an 
electronic brokering system known as the interbank data center. At any given 
time, in some part of the world; foreign exchange is being traded 


A few years ago, foreign exchange trading was limited to banks and other large 
financial institutions. Now in this electronic age, any person can perform online 
trading with a personal computer and the Internet. Almost all banks, hedge funds, 
pensions, and mutual funds are involved in foreign exchange trading. Money can 
earned regardless if a currency is gaining or losing its value. 
 
Currencies are always quoted as a combination of pairs. The four major pairs 
traded are 


· EUR/USD : Euro to the USA Dollar 
· USD/JPY : USA Dollar to the Yen 
· GBP/USD : English Pound to the USA Dollar 
· CHF/USD : Swiss Franc to the USA Dollar


Pairs without reference to the American dollar like EUR/JPY, EUR/GBP, GBP/JPY 
and so on are called "Cross pairs." Other than the major pairs and cross pairs; 
some minor pair combinations like AUD/USD, USD/CAD can also be traded to give 
the trader or investor freedom to speculate in whichever currency he/she chooses.


Besides Volume and Liquidity, Forex (FX) offers more to Traders and Investors: 
· 24 Hours trading 
· Commission free trading (Broker earning only from spread) 
· Sell before you buy (Short Selling) 
· Margin Trading with leverage up to 200:1 
· Hold a position for unlimited time


Risk Warning  
 
Forex Trading is considered a "High Risk / High Reward" business. Your 
investments in forex trading are exposed to high risks and should be traded only 
with risk capital. There is no system which can guarantee profits in trading any 
foreign exchange, commodity, index, currency or any other speculation


_____________________________________________________________
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Welcome to Forex 


Forex Basics 


 Assuming that you all are familiar to stock market, I will start with a comparison to 
stocks. 


Both stocks and forex are considered as high risk/high returns business. Unlike stock 
markets which are different for different countries, forex is one single market and daily 
turnover of the market is approximately USD 3 trillion! Market is open from Monday 
to Friday and its a 24 hours market. 


Everybody needs foreign exchange...whether you are an exporter or importer or a 
tourist...If a UK company has to takeover an Australian company they will have to sell 
pound and buy Australian dollar which may make Pound weaker against AUD. If you 
are an exporter you repatriate your funds from other countries in euro or dollar or any 
other currency and convert it into your local currency. This is one of the reasons why 
yen becomes strong against dollar before their annual book closing. Japan has a trade 
surplus against US. (exports>imports)


Almost all the hedge funds, mutual funds, pension funds or any investment companies 
and individual investors trade in forex and take advantage of the currency movements. 
Simple logic is buy low sell high. short selling is possible here. In stocks you may short 
sell ...and buy back on the same day before the market closing and may make some 
profits or loss. you will not be allowed to carry forward your trade for next day. (it is 
possible in some countries or with some brokers) but in forex you can sell euros against 
dollars (u need not have euros) and close the deal (buy euro against dollar) after 15 
days or a month and take your profits. So whichever side market moves you can make 
money. You need not worry if euro crash or yen crash or any other currency crashes. 


There is only one reason for a person to loose in forex. I call it as KK's hope and fear 
theory. When the market goes against him he will keep the position hoping that market 
will bounce back. when the market is in his favour he will have a fear that market may 
bounce back and he will loose the profits. HOPE lets him keep a loosing position till he 
looses 99% of the account and due to fear he will grab small profits and miss out the 
big profits. There is only 1 factor which makes forex riskier than stocks. In stocks a 
person is generally allowed to buy 4 times more than his deposit value. That is with 
USD 100 your broker may allow you to buy stocks worth USD 400. But in forex you 
can buy USD 10,000 worth currency for a deposit of USD 100 and people who become 
greedy tend to buy more and loose the account. That is where your money management 
skills come into picture. 
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You don't have to be a technical analyst and economics expert to trade in forex. I know 
at least a dozen chartered accountants who have lost money in stock market. All you 
need to learn is some money management, risk management and emotional 
management skills. 


let's get into trading basics now. 


In forex currencies are bought in lots which is normally USD 100,000. Few American 
companies recently introduced mini forex where you can buy small lots of USD 
10,000. As a beginner I suggest you to go for mini forex trading. With a deposit of 
USD 5,000 the broker will allow you to buy currencies worth USD 500,000. But to be 
on the safe side lets keep USD 1,000 per lot. (1lot = USD 10,000) 


Lets concentrate only on major currencies.  
4 major currency pairs are  
euro/usd  
usd/yen  
pound/usd  
usd/swiss frank 


currencies are always quoted in pairs. buying euro/dollar means buying euro and 
selling dollar. selling dollar/yen means seling dollar against yen. if dollar/yen goes up it 
is dollar which becomes stronger against yen. if euro/dollar goes down, it is euro which 
is becoming weaker. It always the first currency against 2nd currency 


you buy 1 euro/usd at 1.2200 and sell at 1.2201  
we say you made 1 pip profit (1 pip is also called as 1 point)  
when u buy 1 lot, this profit becomes 1 dollar in mini trade 


dollar/yen is at 105.50 now  
say you expect this pair to go down  
you sell 1 lot at 105.50  
(here u r selling dollar and buying yen)  
you take profits at 105.40  
you made 10 pips profits  
this amounts to a profit of 10 yen (approx 8 dollar) 


If you understand this theory, you are now ready to start demo trade 


If you visit the link 'forex brokers worldwide' in my site you will see different websites 
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of forex brokers. Fx Solution is one of the major forex broker and one of few 
companies which offer mini forex trade. 


To begin with, lets go for a demo trade with them. when you decide to go for a real 
trade you may open account with any of the licensed forex broker. 


Download the trading station from here and install the software 


Register for a demo trading and they will give you your login name and password. 
using this login name and password you can log on to their server and start watching 
real time currency prices and even trading them. 


The first window gives you the currency price. click on the price and buy a currency. if 
u r seeing euro price as 1.2240/45 it means you get 1.2245 for buying and 1.2240 for 
selling. if you think euro will go down from here click on the selling price and sell 1 
lot. 


When u sell, your open position window shows the details like time of purchase/sold, 
quantity, current price, current loss/profit etc.


You may click on the blank space below stop and leave a price which will be your stop 
loss price. for example if u leave the price as 1.2270, the maximum loss you make in 
this trade is 30 dollars. this is how you limit your losses. you may click on blank space 
below limit and mention the price where you want to take profits. just do some trades 
to get acqauinted to the software. do not worry about profit or loss now. 


Goto http://www.forexveda.com/charts.html. Watch the charts and take your own 
decisions and do some trades to get acquinted to the software. u may see 1 hour chart 
for short term trades (short term = 1 min to few hours)  
or day charts for medium term trades (1 day to few days) to get acquinted to the 
software do day trading and go for short trades. 


You can leave a limit order buy clicking on entry. for example if the currency is at 
1.1750 and u want to sell at 1.2280 and u have no time to sit and watch the market, you 
may just click on entry and select the currency, quantity and price and click on ok. the 
moment the price reaches the level it will be bought or sold at the specified price. 


Forex Lesson 2


Hope you have gone through the forex basics and understood how the forex trading 
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works. In this lesson I will be introducing you to some trading strategies and economic 
data releases which have immediate affect on the market. 


As I have said in forexbasics, forex trading is about descipline, money management 
and risk management. One need not be an economist to predict the forex market. One 
need not keep watching market through out the day (and night) to trade in forex 
market. You need not be a technical analyst or fundamental analyst to make money in 
forex. All you need is a right strategy and descipline to follow the starategy. Make your 
own rules, but don't break it. 


How Important are news and economic data releases? 
Lot of people trade based on news and economic data releases. The news and data have 
only a temporary effect in the market. On september 11th dollar crashed after the terror 
strike. It crashed next day too. But in following days, dollar gained strength and made 
new highs. During Kosovo war, when euro was crashing against dollar, all gave 
reasons to kosovo war. When the war got over, euro gained few pips and later 
continued its downward trend. When some ministers in japan give statement favouring 
weaker yen, you will see a sudden spike in Dollar/yen. After few hours you can notice 
that it will come back to where it was earlier. There are lot of data releases from USA 
at 13:30 GMT. you may notice that a dollar supportive news may just push dollar up 
and little later market is back where it was trading before the data release. 


If you observe the market reaction during data releases for few days, you will be able 
to understand when to protect your profits and when to open positions. If you notice 
that dollar has been weakening throughout the asia and european sessions, a negative 
data may not pull the dollar much down but a positive data will give a quick correction. 
and after a while it will be back at where it was. 


You can actually ignore the news and facts. It is advisable to move trailing stops just 
before data release to protect profits. 


Trailing stop


If you buy something at 40 and the market is trading at 90 just before data, its better to 
place a stop at 80 so that if there is a sudden fall u may exit at 80 with 30 pips profits. 
and when the market comes back to 40 to 50 you may buy back. 


 
Strategies
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I use 2 different startegies depending on the market. 
1) Trade in medium term direction with large stop loss.  
For example euro is in upward direction. u may keep buying euro at lower and take 
profits and buy back. if euro falls more after you buy, you may buy more at lower 
keeping stops for all at much lower level. Incase of a currency changing medium term 
direction, ou may end up loosing a big amount. But, that doesnt happen too often. by 
the time it happens, you may have recovered part of the losses by making many trades 
at lower levels. This strategy is advisable for accounts with large equities. 


2) Keep small loss and big profit targets 
Here you will be trading only if you find the RRR attractive. RRR means risk to reward 
ratio. here you will enter market only when there is more room for profits and less for 
risks. You may have position something like this. Buy at 1.2230 stop loss at 1.2130 and 
target 1.2430. In this trade you are risking 100 pips for a profit of 200 pips. You can 
even trade for less pips. For example buy dollar/yen at 108.60 stop loss at 108.20 and 
target 109.10 Here you are taking 40 pips risk for a 50 pips profits


The End
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Profitable Forex Trading
A Beginners' Guide


An Introduction to Currency Trading
that Anyone Can Master.


Foreign Exchange Trading


FINEX Group is a privately owned Foreign Exchange brokerage firm headquartered in Zürich, Switzerland and with 
sales offices throughout the world. FINEX Group provides a superior level of service to retail and institutional 
customers to sustain long-term relationships that will enable us to respond more efficiently and proactively to their 
changing needs. FINEX Group’s goal is to provide our customers with the very best trade execution and service in 
the FX Industry. In order to meeting our goals, FINEX Group employs three strategies that are the backbone to our 
success.  Customer Service, Safeguard and Execution


Legal Notice: This Ebook is for informational purposes only. While every attempt has been made to 
verify the information provided in this Ebook, neither the author nor the distributor assume any re-
sponsibility for errors or omissions. Any slights of people or organizations are unintentional and the 
Development of this Ebook is bona fide. This Ebook has been distributed with the understanding that 
we are not engaged in rendering technical, legal, accounting or other professional advice. We do not 
give any kind of guarantee about the accuracy of information provided. In no event will the author 
and/or marketer be liable for any direct, indirect, incidental, consequential or other loss or damage 
arising out of the use of this document by any person, regardless of whether or not informed of the 
possibility of damages in advance.
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Introduction


Forex trading refers to the buying and selling of the currencies of different nations, 
i.e., one currency is bought and another sold at the same time. A Forex deal involves 
profit when you sell a currency at a price higher than what it cost you to buy. Foreign 
Exchange market is the largest liquid financial market in the world in terms of the 
turnover it yields daily. The highest turnover ever recorded estimated at around $2 
trillion in a single day. Trading of the major currencies occupy around 85 percent of 
all daily transactions. The advent of modern technology has made it possible for 
small traders to avail the benefits of Forex trading by means of various online trading 
systems.


One of the specialties of Forex trading is that currencies are always traded in pairs 
like Euro/Dollar, Dollar/Yen, etc. For investment purposes, four major currency pairs 
are commonly used. They are: US dollar against Japanese yen, Euro against US 
dollar, US dollar against Swiss franc and British pound against US dollar.


If you feel that the value of one currency will increase against another in future, you 
may exchange the second currency for the first one so that when things happen as 
you expect, you can make the opposite deal by exchanging the first currency for that 
second one and gain profit from the deal. Dealers perform transactions on the 
Foreign Exchange market at major Forex brokerage companies or banks. Forex is an 
integral part of the world market and is active 24 hours a day. Even when you are 
sleeping at midnight, transactions in Foreign Exchange occur in different parts of the 
globe. Clients may place orders with their brokers to sell equities overnight.


Forex market is the largest financial market in the world. Also known as FX market 
or Foreign Exchange market, it is the most liquid market on the face of the earth 
with an average daily turnover of around $1.2 trillion. Compared to the stock 
market, price movements are very smooth on the FX market. New investors can 
enter and exit positions efficiently.


In the past, small speculators were unable to enter in to the Foreign Exchange 
market because of the stringent financial requirements and large minimum 
transaction sizes. The principal dealers in this field were banks, large speculators, big 
currency dealers etc. Only they could take benefit of the strong trending nature of 
currency exchange rates and the currency market’s unmatched liquidity. Today, 
small traders have the opportunity to buy or sell any number of smaller units 
because Foreign Exchange brokers are now able to break down the larger sized inter-
bank units and offer them to buy or sell. It is at the option of smaller companies and 
individual speculators to trade at the same rates and price movements as large 
speculators and currency dealers who once reigned the market.
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Being successful in Foreign Exchange trade is daunting and arduous especially if you 
are new to the field. I hope this e-book will guide you to accomplish your goal.


Why Forex Market is Unique


Forex markets have some unique features that provide an incomparable potential for 
profitable currency trading in any market situation. A trader need not wait for the 
‘opening bell’ as in the case of the exchange and has the opportunity to avail all 
fruitful market conditions at any time. Since the Foreign Exchange market is the 
most liquid market in the universe, traders can enter or exit the field at their will in 
any market condition.


Compared to the equity markets, Forex markets offer high leverage ratio. Although 
high leverage offers high profits, it may also expose the trader to extreme losses. 
Under normal market conditions, the bid/ask spread is less than 0.1% (10 pips). In 
the case of larger dealers, the spread could be smaller and may expand a lot in fast 
moving markets.


A bear market or a bull market for a particular currency is defined in terms of the 
positive or negative outlook of its future value against other currencies. If the 
outlook is positive, there exists a bull market for that currency where a trader would 
like to buy the said currency against other currencies. On the other hand, if the 
outlook is negative, there is a bull market for the other currencies against the said 
currency where a trader will be forced to sell that currency against other currencies. 
This way, the Foreign Exchange market is always a bull market and for traders there 
is always a bull market trading chance.


Telephones and electronic networks help the global network of Forex traders to 
communicate and engage in trade with their clients. No organized exchange is there 
to facilitate transactions in Foreign Exchange market unlike in the case of equity 
markets. It is not possible for a single trader or even a central bank to control the 
market price for so long that the Forex market is so huge with numerous 
participants. When interventions are made even by mighty central banks, results 
turn to be ineffective and short-lived. For this reason, central banks are becoming 
little interested in interfering to manipulate market prices.


The Foreign Exchange market is known to be an unregulated market although 
banking laws regulate the activities of major dealers like commercial banks in money 
centers. No law specific to the Forex market controls the retail Forex brokerages in 
their daily operations and many of such institutions in the United States do not even 
give reports to the Internal Revenue Service.
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Advantages of Forex over Futures or Stocks


By putting up a little amount of margin, a Forex trader can control a big amount of 
the currency similar to stock speculation and futures. The margin requirements for 
Forex is about 1% whereas the margin requirements for trading futures are around 
5% of the entire value of the holding or 50% of the total value of the stocks. For 
every $100,000, the margin needed to trade Foreign Exchange is $1000. Therefore, 
a currency trader's money can play with 50 times more than a stock trader's, or 5-
times as much value of product as a futures trader's. For creating an investment 
strategy, this can be a very profitable way while trading on margin, but it is 
important to note that taking time to understand the risks involved is always helpful. 
You should be fully aware of the way your margin account will work. Thoroughly read 
your margin agreement with your clearing firm before proceeding any further. If you 
have any doubt, talk to your account representative. 


If the available margin in your account falls below an amount set in advance, 
chances are that your account could be partially or completely liquidated. You need 
not get a margin call before your positions are liquidated. For this reason, you should 
regularly monitor your margin balance and use stop-loss orders on every open 
position for limiting downside risk.


Paying exchange and brokerage fees is necessary when you trade in futures. The 
advantage of Forex is that you can trade commission free. Letting buyers to be 
matched with sellers instantly is a specialty of currency trading which is a worldwide 
inter-bank market. Although you need not pay commission to a broker to match the 
buyer up with the seller, the spread is higher than it is when you are trading futures.


Compared to trading futures, there is limited risk involved in Forex trading. After the 
discovery of Mad Cow Disease found in US cattle, the price of live cattle fell 
dramatically which moved the limit down for several days. This price fall could have 
wiped out the entire equity in your account. As the price continued to fall, you would 
have been compelled to find more money to compensate the deficit in your account. 
Before the expiry of futures contracts, you have to think ahead whether to roll over 
your trades. Since Forex positions expire every two days, you have to rollover each 
trade so that you can stay in your position.


Trading in futures is limited to a few hours every day a market is open. Every time a 
major news story comes out when the markets are closed, you have no option but to 
wait until the market reopens. Forex market, on the other hand is a 24 hour market. 
You can trade any time you prefer, Monday to Friday. With an average daily turnover 
of around $1.2 trillion, Foreign Exchange is the largest market in the world, i.e. 46 
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times as large as all the futures markets collectively. It is very difficult even for 
Governments to control the price of their own currency with the high number of 
people doing Foreign Exchange trade.


Forex trading is an excellent alternative to trading in futures and commodities. To 
get started successfully in trading currencies, you require some help unless you are a 
Forex broker. The whole process should be much easier if you carefully follow the 
directions given below.


Choosing the Right Broker


The first thing before getting started in Forex trading is to find and select the right 
broker to assist you in your venture. As in the case of any other market, there are so 
many brokers to choose from. Consider the following things in making your choice.


Always look for a broker who offers low spreads. The spread is the difference 
between the price at which a currency can be bought and the price at which it can be 
sold at any particular point of time. Brokers don’t charge commission and this 
difference is how Forex brokers are going to earn money. The difference in spreads 
in Foreign Exchange is as large as the difference in commissions in the stock market. 
It means that lower spreads will help you to save money and that is why it is better 
to choose a broker that offers low spreads.


Unlike stockbrokers, Forex brokers are attached to big money lending institutions or 
banks due to the large capital that is needed. Moreover, Forex brokers are regulated 
by the Commodity Futures Trading Commission (CFTC) and they should be 
registered with the Futures Commission Merchant (FCM). Make sure that your broker 
has the backing of a dependable institution. See the company’s website for more 
information and statistics on Forex brokerage.


Usually, Forex brokers offer different trading platforms for clients as done by brokers 
in other markets. These trading platforms show technical analysis tools, real-time 
charts, real-time data and news etc. It is important to test different trading platforms 
before you commit to any particular broker. For this purpose, you have to request 
free trials. As part of their service, brokers often provide you with economic 
calendars, fundamental as well as technical commentaries and other research. An 
ideal broker will give you everything that you want to succeed.


Leverage is an important requirement in Forex trading for the reason that the 
sources of profit, namely price deviations are just set at mere fractions of a cent. 
Leverage, which is defined as a ratio between total capitals that is available to actual 
capital, i.e. the amount of money a broker will lend you for trading. If your broker 
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would lend you $100 for every $1 of actual capital, you have a ratio of 100:1. Many 
broker firms offer as much as 250:1. Lower the leverage, lower will be the risk of a 
margin call and it means that you will receive a lower bang for your buck. Make sure 
that your broker offers high leverage if your capital is limited.


If capital is not a problem for you, any broker who has a wide variety of leverage 
options can be chosen. Different options can be applied to vary the amount of risk 
you are likely to take. For example, if you are dealing with highly volatile currency 
pairs, less leverage may be preferable.


Brokers offer different kinds of accounts to choose from. The smallest account, 
otherwise called mini account, requires that you have to trade with a minimum of 
maybe $300. This offers you a high amount of money as leverage that you need in 
order to earn money with very little initial capital. Although the standard account 
allows you to trade at different leverages, you require a minimum initial capital of 
$2,000 to get you started. A significant amount of money is required as capital for 
starting premium accounts. It also offers you different amounts of leverage plus 
additional tools and services. Always make sure that the broker you engage has the 
right tools, services and above all the right leverage that are relevant to the capital 
you are able to deal with.


There are brokers whom you should avoid, as there are brokers whom you want to 
engage. Some brokers only seek to increase profits and are prone to prematurely 
buying or selling near preset points, which is commonly termed as sniping and 
hunting. Although no broker would admit to doing such unethical things, there are 
ways to know whether a broker has done any such offense. But the only way you can 
find which brokers do this and which brokers don’t, is to talk to other traders. There 
exists no list and there is no organization that reports this king of misconduct. The 
best thing is to visit online discussion forums or talk to others about honest brokers.


Your broker should have a say in how much risk you can take when you are trading 
in Forex with borrowed money. Keeping this in mind, your broker can buy or sell at 
his discretion very much against your interests. Suppose you have a margin account 
and your position takes a headlong nosedive before it starts to rebound to all-time 
highs. Some brokers will liquidate your position on a margin call at that low, even if 
you have enough money to cover it and this can cost you dearly.


Contracting for a Forex account is very much like getting an equity account. For 
Forex accounts, you have to sign a margin agreement being the only major 
difference between the two. Such agreements generally stipulate that you are 
trading with borrowed money, and, therefore the brokerage firm has every right to 
interfere with your trades for protecting its interests. After sighing up, you have to 
fund your account and you can trade right away.
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Technical Analysis and Fundamental Analysis


As in the case of equity markets, there are two basic areas of strategy in the Forex 
market, namely technical analysis and fundamental analysis. Technical analysis is 
the most common strategy used by individual Forex traders. Let’s see how these two 
strategies directly apply to Forex trading.


Fundamental analysis, which is usually used only as a means to predict long-term 
trends, is an extremely difficult strategy in the Forex market. But it is notable that 
some traders trade short term strictly on news releases. There are many different 
fundamental indicators of the currency values released at different times. The 
following are a few of them.


• Consumer Price Index (CPI)
• Non-farm Payrolls
• Durable Goods
• Retail Sales
• Purchasing Managers Index (PMI)


It is important to note that these are not the only fundamental factors that you have 
to study. There are many types of meetings where you get some quotes and 
commentary that can influence markets just as much as any report. Such meetings 
are usually conducted in order to discuss any inflation, interest rates and other 
effects that may affect currency values. Sometimes, even the way things are worded 
while addressing some matters like the Federal Reserve chairman's comments on 
interest rates; can result in a volatile market. Two crucial meetings that you have to 
look out for are the Federal Open Market Committee and Humphrey Hawkins 
Hearings.


Reading reports and commentaries will help Forex analysts to get a better 
understanding of any and all long-term market trends and also help short-term 
traders to get benefited from extraordinary happenings. Make sure that you always 
keep an economic calendar with you to know when these reports get released. Your 
broker may also be able to provide you with similar information.


Price trends in the Forex market are analyzed by technical analysts just like their 
counterparts in the equity markets. The time frame that is involved constitutes the 
only real difference between technical analysis in Forex and technical analysis in 
equities, i.e. Forex markets are open 24 hours a day. Because of this difference in 
time frame, some forms of technical analysis that factor in time have to be changed 
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so that they can work with the 24 hour Forex market. The following are some of the 
most common forms of technical analysis applied in Forex trading.


• Fibonacci studies
• The Elliott Waves
• Parabolic SAR 
• Pivot points


There is a tendency among technical analysts to combine technical studies for the 
sake of accuracy in predictions. The most common method is combining the 
Fibonacci studies with Elliott Waves. Some others try to create trading systems in an 
attempt to repeatedly locate similar buying and selling circumstances.


Practice some of these strategies with Finex ProTrader. FREE DEMO HERE.


How to Choose Your Strategy


Successful traders develop schemes and perfect them over a specific time frame. 
Some traders will stick to one specific study or calculation, while some others rely on 
broad-spectrum analysis as a way to determine their trades. Experts always advise 
you to try using a combination of both fundamental and technical analysis. This way, 
you can make long-term projections and also ascertain entry and exit points. In the 
end, it is the individual trader who has to take decision on what works best for him.


Before getting started in Forex trade, you should open a demo account and paper 
trade so that you can practice until you attain consistency in profit. Generally, people 
who fail have a tendency to jump into the Foreign Exchange market and quickly 
suffer loss due to lack of experience. It is vital to take your time and train yourself to 
trade in the right manner before you start committing capital.


As a rule, trade without emotion. You will not be able to keep track of all stop-loss 
points in case you don't have the power to execute them without delay. Always set 
your stop-loss and take-profit points to execute automatically. Never change them 
unless absolutely needed. Take firm decisions and follow them.  Otherwise you will 
end up driving yourself and your brokers crazy.


Following trends is vital in Forex trading. You will have a better chance of success in 
trading with the trend and if you go against the trend, you are just wasting your 
money because the Forex market tends to trend more often than anything else.
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The Forex market is the biggest market in the world, and people are getting more 
and more attracted to it. But before engaging a broker, make sure he meets certain 
standards, and take the time to discover a trading strategy that suits you.


Knowing Forex Spreads


Forex is priced in pares between the currencies of two different countries. When you 
make a deal in Forex, you buy one currency and sell another at the same time. You 
must buy/sell the opposite position, if you want to exit the trade. For instance, if you 
think the price of Euro is going to rise against the US Dollar. For entering trade, you 
need to buy Euros and sell US Dollars. If you wish to exit trade, you will have to sell 
Euros and buy back US Dollars. Your hope is that your expectation was right and that 
the exchange rate for EU/USD has actually risen, meaning that you will get more 
Euros back than when you bought them, and this way you will make a profit.


The claim of every Forex broker is that he is having the tightest spreads in the 
industry. For a beginner, the topic of spreads in the Foreign Exchange market is very 
confusing and often very difficult to understand. However, it is to be noted that 
nothing affects your trading profitableness more.


The first thing you need to know is what the spread actually means. A spread is the 
difference between the price you buy at and the price you sell at that is quoted in the 
pips. If the quote between EUR/USD at a given time is 1.2222/4, then the spread 
equals 2 pips. If the quote between the two currencies is 1.22225/40, then the 
spread equals 1.5 pips.


The spread is what helps brokers to earn money. Wider spreads will cause a higher 
asking price and a lower bid price. The result is that you have to pay more when you 
buy and get less when you sell, making it hard to earn profit.


Very often, brokers don’t earn the full spread, particularly when they hedge client 
positions. The spread helps to compensate for the market maker for accepting risk 
from the stage it begins a client trade to when the broker's net exposure is hedged.


The importance of spreads is that they affect the return on your trading strategy 
considerably. Being a trader, your chief aim is to buy low and sell high as in the case 
of futures and commodities trading. Broader spreads means buying higher and 
having to sell lower. A half-pip lower spread need not necessarily sound like a good 
deal, but it can be the difference between a fruitful trading scheme and one that isn’t 
so.
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If the spread is tight, better things will happen for you. However tight spreads are 
significant only when they are paired up with good execution. Quality of execution 
will determine whether or not you actually get tight spreads. A good illustration of 
this is when your screen displays a tight spread, but your trade is filled a few pips to 
your disadvantage or is cryptically rejected. 


When this happens again and again, see whether your broker is showing tight 
spreads but is delivering wider spreads. Some brokers use strategies like delayed 
execution, rejected trades, stop-hunting and slipping to do away with the promise of 
tight spreads.


Spreads should always be reckoned in conjunction with depth of book. Strangely 
enough, in the matter of economies of scale, Forex doesn't even behave like most 
other markets. For example, on the inner-bank market, the larger the ticket size, the 
larger the spread is. When you see a 1-pip spread on an ECN platform, you have to 
inquire if that spread is valid for a $2M, $5M or $10M trade, which it believably isn’t. 
Many times, the tight spread that is offered is applicable only to capped trade sizes 
that are very insufficient for most of the general trading strategies.


Spread policies are different among different brokers and the policies are often hard 
to see through. This of course makes comparing brokers a lot difficult. Many brokers 
offer fixed spreads that are guaranteed to remain static irrespective of market 
liquidity. But as fixed spreads are habitually higher than average variable spreads, 
you are paying an insurance premium during most of the trading days so as to get 
protected from short-term volatility.


Some other brokers offer you variable spreads relying on market liquidity. Spreads 
are tighter while there is good market liquidity but they will broaden as liquidity dries 
up. Choosing between fixed and variable rates depends on your own trading pattern. 
If you trade chiefly on news announcements, you may be fortunate with fixed 
spreads, but only if quality of execution is good.


There are brokers who have different spreads for different clients on the basis of 
their accounts. Clients making larger trades or those who have larger accounts 
receive higher spreads, while clients referred by an introducing broker get wider 
spreads for covering the cost of the referral. Some brokers offer the same spread to 
all traders.


It can be hard to learn about a company’s spread policy because this information and 
information on trade execution and order-book depth are difficult to obtain. For this 
reason, many traders get caught up in the offers they receive and take the words of 
brokers at face value. This can be unsafe. The only alternative is to try out various 
brokers or talk to those who have.
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Powerful Tips on Forex Trading


In order to become a successful Forex trader, you require a lot more than a few 
quick tips and tricks. You will need capital, experience, fortitude and, above all, a 
hearty trading system. However, if you are a beginner, the following tips will help 
you to get started successfully in Forex trading.


Tip 1 -  You should be fully aware of the power of a position. Never arrive at a 
market judgment while you have a position.


Tip 2 -  Ascertain a stop and a profit objective before you enter a trade. Place stops 
based on market info, and not your account balance. If a "proper" stop is too costly, 
it isn’t worth it to go ahead with the trade.


Tip 3 -  Remember not to add to a position that is losing.


Tip 4 -  Trading systems that work efficiently in an up market need not work in a 
down market. Always keep this in mind.


Tip 5 -  If you decide to exit a trade that means you are capable of perceiving 
changing circumstances. Never think you can pick a price, exit at the market.


Tip 6 -  Sometimes, due to excessive volatility or lack of liquidity you should keep 
yourself away from trading.


Tip 7 -  In a Bull market you should never sell a dull market and in a Bear market 
you should never buy a dull market.


Tip 8 -  Always remember that news is only important when the market doesn't react 
in the direction of the news.


Tip 9 -  Sell the factual news and buy the news that you hear.


Tip 10 - Superstition is good in the sense that you shouldn’t trade if something 
bothers you.


Tip 11 -  Up trending, range bound and down trading are three types of markets and 
you should have a different trading scheme for each of them.


Tip 12 -  Risk managers commonly issue margin call position liquidation orders 
during the blowout stage of the market, up or down. They don't usually check the 
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screen for overbought or oversold. They just issue liquidation orders. Make sure that 
you don't stand in the way.


Tip 13 -  Up market and down market patterns always exist. It is only that one is 
always more dominant than the other. In an up market, it is very easy to take sell 
signal after sell signal, only to be stopped time and again. Only select trades that 
move along with the trend.


Tip 14 -  It is very easy to enter a losing trade.


Tip 15 -  A buy signal that fails is in fact just a sell signal and a sell signal that fails is 
a buy signal.


Tip 16 -  When everyone else is in, time is up for you to get out.


Tip 17 -  Never enter a new trade in the direction of a gap and never let the market 
make you make a trade.


Tip 18 -  It helps for you to read the previous day’s paper each day to get an idea of 
what the market already did. It will definitely remind you that what happened 
yesterday has nothing to do with what will happen today.


Tip 19 -  Always get in late and out early because the first and last ticks are always 
the most expensive.


Tip 20 -  Scalpers bring down the number of variables effecting market risk by being 
in a position that lasts only a few seconds and day traders keep down market risk by 
being in trades for minutes.


Tip 21 -  Try to measure yourself by profitable successive days and not by individual 
trades.


Tip 22 -  Never trade while you are sick.


Tip 23 -  You should not turn four losing trades in a row into eight in a row. Turn off 
the screen when you’re off and do something else. Sticking in while you are loosing 
is a silly thing.


Tip 24 -  Never change your unit of trading unless under a plan of attained goals. It 
helps to have a plan for lessening size when your trading is cold or market volume is 
down.


- 13 -  







 Profitable Forex Trading


Tip 25 -  Sometimes, confidence is a very bad thing. Keep in mind that you really 
don't know anything unless you are a broker. Always expect the unexpected and 
know your position and exit your trade at once whenever you feel uneasy.


Tip 26 -  The easiest way to break a streak of consecutive loses is keep away from 
trade for a day.


Tip 27 -  Never stop trading when you’re on a winning streak.


Tip 28 -  Flexibility is an essential element of successful day trading. You should do 
your homework so as to understand the full potential for both sides of the market. 
This will enable you to make your trades on the basis of what the market is doing at 
the time of the trade.


Tip 29 -  When the market goes up, you should say it aloud and when the market 
goes down, you want to say that aloud too. This way you will find how hard it is to 
say what is literally going on in front of you while your mind is full of preconceived 
notions.


Tip 30 -  Never worry about a missed chance. There is always another one waiting 
for you.


Tip 31 -  If you convert a scalp or day trade into a position trade that means you did 
not take in to account the risks involved in the trade properly.


Tip 32 -  There is no meaning in looking for secrets in the market. You will only find 
matters that no one cares about.


Tip 33 -  Asking for someone else's opinion is not advisable because they probably 
did not do as much homework as you did.


Tip 34 - Have you whined or got fidgety while reading this list? If your answer is 
“yes”, you have two apparent characteristics that you share with many other 
traders:


A. You have traded long enough to understand that it is YOU who make mistakes, 
and you try to overcome them. 


B. You have become a part of the market and you can never leave it. You will always 
check the market and always want to continue being a part of it.


You need to trade with the trend in the case of small accounts ($25,000 and under). 
Many newcomers look for trades that flow in any direction. Although Forex trading 
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permits bidirectional trading, trading with the trend improves your chances in the 
long run.


It is better to have at least two accounts, i.e. one real account and the other a demo 
account. Do not stop learning even after trading real dollars begins. Continue the 
demo account and utilize it to test any alternative trades etc. You can shadow your 
real trades with identical ones in your demo account, but you have to widen your 
stops in the demo in an attempt to see whether you are being too conservative.


Since there are no leading indicators you have to stop looking for them. Many firms 
are minting money by selling software that predicts the future. But if those products 
really worked, they wouldn't be telling you about it.


It is good to examine daily charts because they assist you in timing your trades. Use 
the four-hour charts or one-hour charts that are available. When you are trading at 
30- and 15- minute time increments, it takes a lot of dexterity.


Never trade the time frame that is offered and trade the pattern instead. Hesitation 
patterns, breakout patterns and reversal patterns show up a lot. Train yourself to 
look for the pattern in any time frame.


If you have sufficient money, trading two lots is safer than trading only one and 
trading three is safer than two etc. Technical analysis, money management and 
emotions play their roles a great deal in trading. One lot alone is not sufficient to 
determine these elements for deciding to enter or exit. Extreme trading is most 
conservative trading when you think about it. Trading at the extremes increases the 
chances that you have chosen the right way.


Thoroughly check the Big Five the euro/dollar, pound/dollar, dollar/yen, Swiss 
franc/dollar and euro/yen before deciding on taking a position in any one of them. 
There might be something apparent that you’ve missed. Adopt the Upside Down 
Rule. Suppose you can turn a chart upside down and it still looks the same, avoid it 
all at once.


Never keep count of your profits in your first 20 trades. Consider the percentage of 
wins instead. Once you learn to pick direction, profits can be enhanced by using 
variations in your stops and by means of multi-plot trading. This is the right time to 
get serious about your personal money management.
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Important Rules in Forex Trading


In this section we will deal with some important rules that should never be violated 
in Forex trading. If you succeed in applying these rules strictly, you will be well on 
the way to becoming a flourishing trader. These rules can tremendously improve 
your chances of success if they are understood and implemented in the right spirit. 
These rules were learned through experience, applying trial-and-error method and 
they point to some inevitable mistakes that everyone makes when starting a 
business.


Implementing specific goals and objectives:


For starting any business successfully, you must have some specific objectives and 
goals that form the basis of your venture. Even though the primary objective in 
business is financial gain, it is important to have other objectives that are not strictly 
money-related. In any business, reward and risk go hand in hand and we can’t 
always expect to earn high profits without planning and preparing to face high risk. 
You must always have very specific objectives and goals and at the same time the 
following characteristics if they are going to help you.


• Always keep a positive attitude.


• Be naturalistic and achievable.


• Be worth the time and effort employed.


• Be measurable according to the completion and time frame involved.


If you know what you are trying to achieve in your trading, and when you will 
achieve it, the whole of your hard work will be more focused on meeting your 
objectives. This will help you to pay your attention only to things you really want to 
achieve. This will also show you a way to effectively measure the success and 
advancement of your trading strategy. Generally traders who have well-defined 
objectives will be much more successful than those who do not have such goals.


Discipline and consistency:


For realizing the full potential of your trading systems, it is very essential that you 
adjust every stop, take every trading entry and close out every trade when your pre-
defined trading system says you should. This helps you to achieve sufficient 
confidence in your trading system’s efficient and reliable technology and the 
steadfast discipline to stick to your trading plan no matter what happens. If you have 
a pre-defined plan for each and every situation you are likely to face as part of your 


- 16 -  







 Profitable Forex Trading


trading venture, you will have a positive assumption about being consistent and 
disciplined. For making your plan successful, you must include the following items in 
it.


• All your trading rules for entering, adding to and getting out of your positions.


• What you will do if your broker, telephone, trading computer, internet 
connection, power etc. fail to be of any real use.


• What you are planning to do if for some reason you are unable to trade.


• What will be your strategy if you lose a certain percentage of your account.


• What you will do if all the markets are closed and you are unable to get out of 
your current positions.


If you fail to answer all these scenarios, you cannot nurture a positive and beneficial 
mental attitude to trading and if you lose money you will not know if it is because 
your plan is not complete, you didn’t abide by your plan or your systems do not 
work.


Let your winning streak run:


When we get a profit-making trade going, our natural concern of losing the 
unrealized cash starts and we really want to close it out now and depart while we are 
ahead. Most trading in reality consists of long periods of small winners and losers, 
followed by a few huge successes that make the difference between overall 
profitableness and simply breaking even or even losing thanks to the trading costs 
like slippage, spread and commissions.


It is your power to let the huge winners become huge. This power influences your 
overall performance during the season. Letting your winning streak run is 
undoubtedly the key to being a successful trader although it is easier said than done. 
In other words, you have to be prepared to give up a comparatively large portion of 
a winning trade’s open profit. As a matter of fact, we should be able to increase the 
effect of a winner and widen stops rather than making attempts to figure out how 
tight our stops can be to get the best profit.


It is vital that your management rules lead you to large winning trades and these 
rules are pre-defined and comprehended before you place the trade in the first place. 
This results in your strict adherence to your rules when you do get the big winner.
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Cut short your losses:


Just like profitableness comes from a few large winning trades, capital preservation 
is possible by avoiding the few large losses that you are likely to suffer each year. 
Set a maximum loss point before entering the trade so that you know in advance 
just about how much money you are risking on this position. Set the exit price that 
warns you that your trade is a losing one and you should exit before it worsens any 
further. Sticking to this rule will save you from the nasty trades that go against your 
position until you loose more than what many winning trades can pay off.


If you are in a losing position that has reached your maximum loss point, you should 
just get out at once. You cannot expect the situation to turn around for it isn’t 
commonsense. There is no meaning in risking money on a trade that has already 
proved itself to be a loser when you could just close it out and move on. In case you 
decide not to risk any more money on such a trade, you will be in a much better 
position financially and mentally compared to holding on to your position and hoping 
for a complete turnaround.


Never add to a losing trade:


It is an important trade management rule that you should never add to a losing 
trade. Among trades, there are winners and losers. If a trade is a loser, the 
possibility of it turning right around and becoming a winner are too remote and you 
should not risk more money on it. If it is in fact a winner disguised as a loser, it is 
wise to wait until it appears to be a winner for adding to it further.


If you follow it, you will find that nearly each time the trade ends up hitting your stop 
loss and does not change direction. There are times when the trade turns around 
before it hits your stop and becomes a winner and you can consider yourself very 
fortunate if it does. On the other hand, you can count yourself unlucky if the trade 
hits your stop loss and then turns around and becomes a winner. In any event, it is 
not at all worth adding to a loser, in the hope that it will eventually be a winner. The 
chances of success are just too low to risk more money in addition to the initial risk.


Never take too much risk:


Risking too much of capital on a single trade is one of the most terrible mistakes that 
any trader can commit. It is for sure that if you lose all your capital, you are out of 
the field indefinitely. There is a meaningful saying in poker that going all-in works 
every time but once. The same applies to Forex trading in that if you risk all of your 
account on every trade, it only takes one loser to wipe you out and it is only a 
question of time.
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Generally, you should risk only 1-3% of the available capital shared to a system on 
any individual trade. This calculation is done using the size and, the difference 
between our entry price and our maximum stop price, and the amount of capital that 
is allotted to the system.


If these things are combined, you can assure yourself never to loose all of your 
trading capital. Actually, the chances of us hitting the maximum draw down for the 
year are very low. The size of all trades you make should almost seem painless to 
your future. If you are concerned about the size of a trade then it is too big for you 
and you should use a lower amount forthwith. Remember that longevity is the key to 
making money by trading in any trading market. Trading slowly and steadily over a 
long period with minimal risk is better than trading rapidly with too much risk.


Positive expectancy trading system:


If what you have is a positive expectancy trading system, the only factors that will 
determine how much money you will make every year are, the amount of capital you 
allot to the system, the number of trades the system makes and how accurately you 
utilize the trading signals.


If you are doubtful whether your trading system is positive expectancy, it is not 
practicable for you to go ahead with it in the first place. Calculation of expectancy is 
done using the profit or loss on each trade; divided by the initial risk, and then 
taking the average of this number of a series of trades. While systems that have 
negative expectancy will lose money, those with positive expectancy will make 
money most of the time.


Eminent traders only trade systems when the likelihood of success are in their favor 
so that they are aware that earning money is the final outcome of correctly applying 
the system and not just a chance.


Minimize all of your trading business costs:


If your trading system offers you only marginal profitability, trading implementation 
costs like spread, commission and slippage can be the difference between profit and 
loss. Since technology has made it possible to avail the services of modern electronic 
brokers and fully-automated trade processing and execution systems, it is definitely 
worth the effort in looking for a very cheap way to implement your trading scheme.


By carefully choosing the right broker, you can dramatically lower high commission, 
wide spreads and large amounts of slippage. Paying too much for trade execution is 
a way to lose money, which in fact you can wisely avoid.
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Be well studied:


For successfully competing at the highest level in the trading business, you must be 
well studied about what you are doing. Being well-studied means that you have 
exhaustively researched and effectively tested your trading strategies and know why 
your trading system succeeded in the past and is still going good.


It means that you are well versed in all the technology and ideas that your system 
requires in order to function with accuracy. It means being aware of your goals and 
objectives and how trading will help to fulfill them. It means understanding yourself 
and the way your personality will influence your results.


For succeeding as a Foreign Exchange trader, you certainly require to be an expert 
who knows how the dots are all connected, when it is broken and how it can be 
improved. This takes dedication, hard work and more commitment.


Dealing with Losses


A basic rule of Forex trading is to make your losses as little as possible. With minor 
losses, you can survive those times when the market moves against your interests, 
and be well placed for when the trend turns around. The one established method to 
accomplish the goal of making your losses small is setting your maximum loss well 
before you open a Forex trading position.


The maximum loss is the highest amount of capital that you are comfortable losing 
on any single trade. If your maximum loss is set as a little portion of your Forex 
trading effort, a few losses won’t prevent you from trading for any particular period. 
Unlike majority of the Forex traders who lose money because they haven’t applied 
smart money management schemes to their trading system, you will be safe with 
this money management technique.


For example, if I had a trading float of $2000, and I started trading with $200 a 
trade, it would be sensible for me to suffer three losses continuously. This would 
bring down my Forex trading capital to $800. It would then be decided that they are 
going to bet $400 on the following trade for the reason that they think they have a 
better chance of winning after having lost three times in a row. If that trader did bet 
$200 on the following trade since they thought they were going to win, their capital 
could be cut down to $500 dollars. The possibilities of making money now, are in 
effect nil, as I would need to make 150% on the succeeding trade just to break 
even. If the maximum loss had been decided, and stuck to, they would not be in this 
state.
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In this case, the reason for failure was that the trader risked too much money, and 
didn’t employ good money management. The idea here is to make our losses as little 
as possible while also ensuring that we open a large enough position to capitalize on 
profits and minimize losses. With your money management rules in place in your 
Forex trading scheme, that will always be possible.


Conclusion


Investing in Forex is one of the best investment options available. Although risk is 
certainly involved, there is a tremendous opportunity to gain huge profits relative to 
the initial capital invested. Currency trading supports trade between nations in 
today's worldwide marketplace. The major participants of the Forex market buy and 
sell in single deals that often run in to millions of dollars. On the other hand, smaller 
participants like individual brokers and brokerage houses trade in single deals that 
comprise of as little as one hundred thousand dollars.


Now a days individual traders have the opportunity to join the Forex market, 
provided they take time to learn everything they should know of the currency 
markets and have some capital to invest. You can prosper in Forex trading by 
earning a very good income from your venture when you do it online. As pointed out 
earlier, you cannot trade on your own and will require a broker who will allow you to 
open an account online and start trading with anywhere between $250 and $1,000.


The greatest advantage of Forex trading is that it is the most liquid market that is 
free from paper works and commission payments which we consider as difficulties 
associated with other forms of trading. However, Forex is highly a technical market 
that should be tried only after learning the basic principles that make up currency 
trading and attaining competence in the application of some of the Forex trading 
tools.


With a little time and effort you can very easily acquire enough knowledge of the 
Forex markets to start earning money online and off, and sooner or later, you will be 
delighted at how quickly you became a master in the field.
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Foreign Exchange Trading


FINEX Group is a privately owned Foreign Exchange brokerage firm headquartered in Zürich, Switzerland and with 
sales offices throughout the world. FINEX Group provides a superior level of service to retail and institutional 
customers to sustain long-term relationships that will enable us to respond more efficiently and proactively to their 
changing needs. FINEX Group’s goal is to provide our customers with the very best trade execution and service in 
the FX Industry. In order to meeting our goals, FINEX Group employs three strategies that are the backbone to our 
success. Customer Service, Safeguard and Execution


Finex Group offers several major advantages to traders


Customer Service - Our greatest asset is our people. FINEX Group only hires experienced professionals that have 
shown a history of superior customer service skills and leadership in the financial services industry. Sales and 
customer service is staffed 24 hours a day, 5 days a week. Our sales and operations representatives can assist 
customers with any inquires at all times of the day in many different languages.


Safeguard - We value our customer’s trust and remain committed to providing the utmost levels of security. We take 
every precautionary measure to safeguard our customer’s information, financial assets and trading environment. To 
ensure the highest standards of protection, we are a policy holder of Fidelity Bond Insurance, which protects our 
assets from fraud and embezzlement.


Execution – We equip our clients with the most advanced trading front-end software currently being utilized by over 
100 brokers and banks globally developed by Metaquotes Software Corporation which we called FINEX ProTrader. 
We understand that customers want fast and reliable trade execution as well as a flashy front-end. That’s why our 
trade execution is completely automated through our unique risk management system. Even though we are 
counterparty to all customers trades, majority of the orders are routed through to our large network of financial 
institutions automatically. This unique type of trade execution is not seen from traditional foreign exchange 
operations. Free Charting at www.Finex.com


To sign up for a free demo, please visit our website www.finex.com
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CHAPTER 1 


Introduction 
 


 
 
 
1.1. Foreign Exchange as a Financial Market 
 
Currency exchange is very attractive for both the corporate and individual 


traders who make money on the Forex - a special financial market assigned for 
the foreign exchange. The following features make this market different in 
compare to all other sectors of the world financial system: 


•  heightened sensibility to a large and continuously changing number of 
factors; 
•  accessibility to all traders in the major currencies; 
•  guaranteed quantity and liquidity of the major currencies; 
•  increased consideration for several currencies, round-the clock 
business hours which enable traders to deal after normal hours or during 
national holidays in their country finding markets abroad open and  
•  extremely high efficiency relative to other financial markets.  


This goal of this manual is to introduce beginning traders to all the 
essential aspects of foreign exchange in a practical manner and to be a source of 
best answers on the typical questions as why are currencies being traded, who are 
the traders, what currencies do they trade, what makes rates move, what 
instruments are used for the trade, how a currency behavior can be forecasted and 
where the pertinent information may be obtained from. Mastering the content of 
an appropriate section the user will be able to make his/her own decisions, test 
them, and ultimately use recommended tools and approaches for his/her own 
benefit. 
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1.2. Foreign Exchange in a Historical Perspective 
 
Currency trading has a long history and can be traced back to the ancient 


Middle East and Middle Ages when foreign exchange started to take shape after 
the international merchant bankers devised bills of exchange, which were 
transferable third-party payments that allowed flexibility and growth in foreign 
exchange dealings. 


 
The modern foreign exchange market characterized by the consequent 


periods of increased volatility and relative stability formed itself in the twentieth 
century. By the mid-1930s London became to be the leading center for foreign 
exchange and the British pound served as the currency to trade and to keep as a 
reserve currency. Because in the old times foreign exchange was traded on the 
telex machines, or cable, the pound has generally the nickname “cable”. In 1930, 
the Bank for International Settlements was established in Basel, Switzerland, to 
oversee the financial efforts of the newly independent countries, emerged after 
the World War I, and to provide monetary relief to countries experiencing 
temporary balance of payments difficulties.  


 
After the World War II, where the British economy was destroyed and the 


United States was the only country unscarred by war, U.S. dollar became the 
prominent currency of the entire globe. Nowadays, currencies all over the world 
are generally quoted against the U.S. dollar. 
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1.3. Main Stages of Recent Foreign Exchange 
Development 


 
The main phases of the further development of the Forex in modern 


times were: 
•  signing of the Bretton Woods Accord; 
•  constitution of the international monetary fund (IMF); 
• emergency of the free-floating foreign exchange markets; 
•  creation of currency reserves; 
•  constitution of the European Monetary Union and the European 


Monetary Cooperation Fund; 
•  introduction of the Euro as a currency. 
 
The Bretton Woods Accord was signed in July 1944 by the United States, 


Great Britain, and France which agreed to make the currency market stable, 
particularly due to governmental controls on currency values. In order to 
implement it, two major goals were: emphasized: to provide the pegging 
(backing of prices) of currencies and to organize the International Monetary Fund 
(IMF). 


 
In accordance to the Bretton Woods Accord, the major trading currencies 


were pegged to the U.S. dollar in the sense that they were allowed to fluctuate 
only one percent on either side of that rate. When a currency exceeded this 
range, marked by intervention points, the central bank in charge had to buy it or 
sell it, and thus bring it back into range. In turn, the U.S. dollar was pegged to 
gold at $35 per ounce. Thus, the U.S. dollar became the world's reserve currency.  


 
The purpose of IMF is to consult with one another to maintain a stable 


system of buying and selling the currencies, so that payments in foreign 
money can take place between countries smoothly and timely.  


 
The IMF lends money to members who have trouble meeting financial 


obligations to other members, on the condition that they undertake economic 
reforms to eliminate these difficulties for their own good and the good of the 
entire membership. In total the main tasks of the IMF are: 


•  to promote international cooperation by providing the means for 
members to consult and collaborate on international monetary issues; 


• to facilitate the growth of international trade and thus contribute to 
high levels of employment and real income among member nations;  


•  to promote stability of exchange rates and orderly exchange 
agreements, and [to] discourage competitive currency depreciation; 


•  to foster a multilateral system of international payments, and to seek 
the elimination of exchange restrictions that hinder the growth of world trade; 


•  to make financial resources available to members, on a temporary 
basis and with adequate safeguards, to permit them to correct payments 
imbalances without resorting to measures destructive to national and international 
prosperity. 







  FOREX.  On-line Manual For Successful Trading   10 


 
To execute these goals the IMF uses such instruments as Reserve tranche 


which allows a member to draw on its own reserve asset quota at the time of 
payment, Credit tranche drawings and stand-by arrangements are the standard 
form of IMF loans, the compensatory financing facility extends financial help to 
countries with temporary problems generated by reductions in export revenues, 
the buffer stock financing facility which is geared toward assisting the stocking 
up on primary commodities in order to ensure price stability in a specific 
commodity and the extended facility designed to assist members with financial 
problems in amounts or for periods exceeding the scope of the other facilities. 


 
Since 1978 free-floating of currencies were officially mandated by the 


International Monetary Fund. That is the currency may be traded by anybody and 
its value is a function of the current supply and demand forces in the market, and 
there are no specific intervention points that have to be observed. Of course, the 
Federal Reserve Bank irregularly intervenes to change the value of the U.S. 
dollar, but no specific levels are ever imposed. Naturally, free-floating 
currencies are in the heaviest trading demand. Free-floating is not the sine qua 
non condition for trading. Liquidity is also an indispensable condition. 


 
A tool for people and corporations to protect investments in times of 


economic or political instability is currency reserves for international 
transactions. Immediately after the World War II the reserve currency worldwide 
was the U.S. dollar. Currently there are other reserve currencies: the euro and 
the Japanese yen. The portfolio of reserve currencies may change depending on 
specific international conditions, for instance it may include the Swiss franc. 


 
The creation of the European Monetary Union was the result of a long and 


continuous series of post-World War II efforts aimed at creating closer economic 
cooperation among the capitalist European countries. The European Community 
(EC) commission's officially stated goals were to improve the inter-European 
economic cooperation, create a regional area of monetary stability, and act as "a 
pole of stability in world currency markets." 


 
The first steps in this rebuilding were taken in 1950, when the European 


Payment Union was instituted to facilitate the inter-European settlements of 
international trade transactions. The purpose of the community was to promote 
inter-European trade in general, and to eliminate restrictions on the trade of coal 
and raw steel in particular. 


 
In 1957, the Treaty of Rome established the European Economic 


Community, with the same signatories as the European Coal and Steel 
Community. The stated goal of the European Economic Community was to 
eliminate customs duties and any barriers against the transit of capital, services, 
and people among the member nations. The EC also started to raise common 
tariff barriers against outsiders.  


 







  FOREX.  On-line Manual For Successful Trading   11 


 
The European Community consists of four executive and legislative bodies: 
1. The European Commission. The executive body in charge of making 


and observing the enforcement of the policies. Since it lacks an enforcement 
arm, the commission must rely on individual governments to enforce the policies. 
There are 23 departments, such as foreign affairs, competition policy, and 
agriculture. Each country selects its own representatives for four-year terms. The 
commission is based in Brussels and consists of 17 members. 


2. The Council of Ministers. Makes the major policy decisions. It is 
composed of ministers from the 12 member nations. The presidency is held for 
six months by each of the members, in alphabetical order. The meetings take 
place in Brussels or in the capital of the nation holding the presidency. 


3. The European Parliament. Reviews and amends legislative proposals 
and has the power to adopt or reject budget proposals. It consists of 518 
elected members. It is based in Luxembourg, but the sessions take place in 
Strasbourg or Brussels. 


4. The European Court of Justice. Settles disputes between the EC and 
the member nations. It consists of 13 members and is based in Luxembourg. 


 
In 1963, the French-West German Treaty of Cooperation was signed. This 


pact was designed not only to end centuries of bellicose rivalry, but also to 
settle the postwar reconciliation between two major foes. The treat stipulated 
that West Germany would lead economically through the cold war, and France, 
the former diplomatic powerhouse, would provide the political leadership. The 
premise of this treaty was obviously correct in an environment defined by a 
foreseeable long-term continuing cold war and a divided Germany. Later in this 
chapter, we discuss the implications for the modern era of this enormously 
expensive pact. 


 
A conference of national leaders in 1969 set the objective of establishing a 


monetary union within the European Community. This goal was supposed to be 
implemented by 1980, when a common currency was planned to be used in 
Europe. The reasons for the proposed common currency unit were to stimulate 
inter-European trade and to weld together the individual member economies in 
order to compete successfully with the economies of the United States and 
Japan. 


 
In 1978, the nine members of the European Community ratified a new plan 


for stability—the European Monetary System. The new system was practically 
established in 1979. Seven countries were then full members—West 
Germany, France, the Netherlands, Belgium, Luxembourg, Denmark, and 
Ireland. Great Britain did not participate in all of the arrangements and Italy 
joined under special conditions. Greece joined in 1981, Spain and Portugal in 
1986. Great Britain joined the Exchange Rate Mechanism in 1990.  
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The European Monetary Cooperation Fund was established to manage 
the EMS' credit arrangements. In order to increase the acceptance of the 
ECU, countries that hold more ECU deposits, or accept as loan repayment more 
than their share of ECU, receive interest on the excess ECU deposits, and vice 
versa. The interest rate is the weighted average of all the EMS members' 
discount rates. 


 
In 1998 the Euro was introduced as an all-European currency. Here are 


the official locking rates of the 11 participating European currencies in the 
euro (EUR). The rates were proposed by the EU Commission and approved by 
EU finance ministers on December 31, 1998, ahead of the launch of the euro 
at midnight, January 1, 1999. 


 
The real starting date was Monday, January 4, 1999. The conversion 


rates are: 
1 EUR = 40.3399 BEF   1 EUR = 1.95583 DEM  
1 EUR = 166.386 ESP   1 EUR = 6.55957 FRF  
1 EUR = 0.787564 IEP   1 EUR = 1936.27 ITL  
1 EUR = 40.3399 LUF   1 EUR = 2.20371 NLG  
1 EUR = 13.7603 ATS   1 EUR = 200.482 PTE 
1 EUR = 5.94573 FIM 
 
The euro bills are issued in denominations of 5, 10, 20, 50, 100, 200, 


and 500 euros. Coins are issued in denominations of 1 and 2 euros, and 50, 
20,10, 5, 2, and 1 cent. 
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1.4. Factors Caused Foreign Exchange Volume Growth 
 


Foreign exchange trading is generally conducted in a decentralized manner, 
with the exceptions of currency futures and options. Foreign exchange has 
experienced spectacular growth in volume ever since currencies were allowed to 
float freely against each other. While the daily turnover in 1977 was U.S. $5 
billion, it increased to U.S. $600 billion in 1987, reached the U.S. $1 trillion mark 
in September 1992, and stabilized at around $1,5 trillion by the year 2000.  


 
Main factors influence on this spectacular growth in volume are indicated 


below. 
 
For foreign exchange, currency volatility is a prime factor in the growth 


of volume. In fact, volatility is a sine qua non condition for trading. The only 
instruments that may be profitable under conditions of low volatility are 
currency options. 


 
Interest Rate Volatility 
Economic internationalization generated a significant impact on interest 


rates as well. Economics became much more interrelated and that exacerbated the 
need to change interest rates faster. Interest rates are generally changed in order 
to adjust the growth in the economy, and interest rate differentials have a 
substantial impact on exchange rates.  


 
Business Internationalization 
In recent decades the business world the competition has intensified, 


triggering a worldwide hunt for more markets and cheaper raw materials and 
labor. The pace of economic internationalization picked up even more in the 
1990s, due to the fall of Communism in Europe and to up-and-down economic 
and financial development in both Southeast Asia and South America. These 
changes have been positive toward foreign exchange, since more transactional 
layers were added. 


 
Increasing of Corporate Interest 
A successful performance of a product or service overseas may be pulled 


down from the profit point of view by adverse foreign exchange conditions and 
vice versa. An accurate handling of the foreign exchange may enhance the overall 
international performance of a product or service. Proper handling of foreign 
exchange generally adds substantially to the rate of return. Therefore, interest 
in foreign exchange has increased in the past decade. Many corporations are 
using currencies not only for hedging, but also for capitalizing on opportunities that 
exist solely in the currency markets. 


 
Increasing of Traders Sophistication 
Advances in technology, computer software, and telecommunications and 


increased experience have increased the level of traders' sophistication. This 
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enhanced traders' confidence in their ability to both generate profits and 
properly handle the exchange risks. Therefore, trading sophistication led toward 
volume increase. 


 
Developments in Telecommunications 
The introduction of automated dealing systems in the 1980s, of matching 


systems in the early 1990s, and of Internet trading in the late 1990s completely 
altered the way foreign exchange was conducted. The dealing systems are on-
line computer systems that link banks on a one-to-one basis, while matching 
systems are electronic brokers. They are reliable and much faster, allowing traders 
to conduct more simultaneous trades. They are also safer, as traders are able to 
see the deals that they execute. The dealing systems had a major role in 
expanding the foreign exchange business due to their reliability, speed, and 
safety.  


 
Computer and Programming development 
Computers play a significant role at many stages of conducting foreign 


exchange. In addition to the dealing systems, matching systems simultaneously 
connect all traders around the world, electronically duplicating the brokers' 
market. The new office systems provide full accounting coverage, ticket writing, 
back office processing, and risk management implementation at a fraction of their 
previous cost. Advanced software makes it possible to generate all types of 
charts, augment them with sophisticated technical studies, and put them at 
traders' fingertips on a continuous basis at a rather limited cost. 


 
 







 
 


 
  FOREX.  On-line Manual For Successful Trading   15 


 


CHAPTER 2 
Kinds Of Major Currencies 


And Exchange Systems 
 


 
 
 
2.1. Major Currencies  
 
The U.S. Dollar 
The United States dollar is the world's main currency. All currencies are 


generally quoted in U.S. dollar terms. Under conditions of international economic 
and political unrest, the U.S. dollar is the main safe-haven currency which was 
proven particularly well during the Southeast Asian crisis of 1997-1998.  


 
The U.S. dollar became the leading currency toward the end of the 


Second World War and was at the center of the Bretton Woods Accord, as the 
other currencies were virtually pegged against it. The introduction of the euro in 
1999 reduced the dollar's importance only marginally. 


 
The major currencies traded against the U.S. dollar are the euro, 


Japanese yen, British pound, and Swiss franc. 
 
The Euro 
The euro was designed to become the premier currency in trading by 


simply being quoted in American terms. Like the U.S. dollar, the euro has a 
strong international presence stemming from members of the European 
Monetary Union. The currency remains plagued by unequal growth, high 
unemployment, and government resistance to structural changes. The pair was 
also weighed in 1999 and 2000 by outflows from foreign investors, particularly 
Japanese, who were forced to liquidate their losing investments in euro-
denominated assets. Moreover, European money managers rebalanced their 
portfolios and reduced their euro exposure as their needs for hedging currency 
risk in Europe declined. 
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The Japanese Yen 
The Japanese yen is the third most traded currency in the world; it has a 


much smaller international presence than the U.S. dollar or the euro. The yen is 
very liquid around the world, practically around the clock. The natural demand to 
trade the yen concentrated mostly among the Japanese keiretsu, the economic 
and financial conglomerates.  


 
The yen is much more sensitive to the fortunes of the Nikkei index, the 


Japanese stock market, and the real estate market. The attempt of the Bank of 
Japan to deflate the double bubble in these two markets had a negative effect 
on the Japanese yen, although the impact was short-lived 


 
The British Pound 
Until the end of World War II, the pound was the currency of reference. Its 


nickname, cable, is derived from the telex machine, which was used to trade it 
in its heyday. The currency is heavily traded against the euro and the U.S. 
dollar, but has a spotty presence against other currencies. The two-year bout 
with the Exchange Rate Mechanism, between 1990 and 1992, had a soothing 
effect on the British pound, as it generally had to follow the deutsche mark's 
fluctuations, but the crisis conditions that precipitated the pound's withdrawal from 
the ERM had a psychological effect on the currency. 


 
Prior to the introduction of the euro, both the pound benefited from any 


doubts about the currency convergence. After the introduction of the euro, Bank 
of England is attempting to bring the high U.K. rates closer to the lower rates in 
the euro zone. The pound could join the euro in the early 2000s, provided that 
the U.K. referendum is positive. 


 
The Swiss Franc 
The Swiss franc is the only currency of a major European country that 


belongs neither to the European Monetary Union nor to the G-7 countries. 
Although the Swiss economy is relatively small, the Swiss franc is one of the 
four major currencies, closely resembling the strength and quality of the Swiss 
economy and finance. Switzerland has a very close economic relationship with 
Germany, and thus to the euro zone. Therefore, in terms of political uncertainty 
in the East, the Swiss franc is favored generally over the euro.  


 
Typically, it is believed that the Swiss franc is a stable currency. 


Actually, from a foreign exchange point of view, the Swiss franc closely 
resembles the patterns of the euro, but lacks its liquidity. As the demand for it 
exceeds supply, the Swiss franc can be more volatile than the euro. 
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2.2. Kinds of Exchange Systems 
 
Trading with Brokers 
Foreign exchange brokers, unlike equity brokers, do not take positions for 


themselves; they only service banks. Their roles are: 
•  bringing together buyers and sellers in the market; 
•  optimizing the price they show to their customers; 
•  quickly, accurately, and faithfully executing the traders' orders. 
 
The majority of the foreign exchange brokers execute business via phone. 


The phone lines between brokers and banks are dedicated, or direct, and are 
usually in-stalled free of charge by the broker. A foreign exchange brokerage 
firm has direct lines to banks around the world. Most foreign exchange is 
executed through an open box system—a microphone in front of the broker that 
continuously transmits everything he or she says on the direct phone lines to the 
speaker boxes in the banks. This way, all banks can hear all the deals being 
executed. Because of the open box system used by brokers, a trader is able to 
hear all prices quoted; whether the bid was hit or the offer taken; and the 
following price. What the trader will not be able to hear is the amounts of 
particular bids and offers and the names of the banks showing the prices. Prices 
are anonymous the anonymity of the banks that are trading in the market ensures 
the market's efficiency, as all banks have a fair chance to trade. 


 
Brokers charge a commission that is paid equally by the buyer and the 


seller. The fees are negotiated on an individual basis by the bank and the 
brokerage firm.  


 
Brokers show their customers the prices made by other customers either 


two-way (bid and offer) prices or one way (bid or offer) prices from his or her 
customers. Traders show different prices because they "read" the market 
differently; they have different expectations and different interests. A broker who 
has more than one price on one or both sides will automatically optimize the 
price. In other words, the broker will always show the highest bid and the 
lowest offer. Therefore, the market has access to the narrowest spread possible. 
Fundamental and technical analyses are used for forecasting the future direction 
of the currency. A trader might test the market by hitting a bid for a small 
amount to see if there is any reaction.  


 
Brokers cannot be forced into taking a principal's role if the name switch 


takes longer than anticipated. 
 
Another advantage of the brokers' market is that brokers might provide a 


broader selection of banks to their customers. Some European and Asian banks 
have overnight desks so their orders are usually placed with brokers who can deal 
with the American banks, adding to the liquidity of the market. 
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Direct Dealing 
Direct dealing is based on trading reciprocity. A market maker—the bank 


making or quoting a price—expects the bank that is calling to reciprocate with 
respect to making a price when called upon. Direct dealing provides more trading 
discretion, as compared to dealing in the brokers' market. Sometimes traders take 
advantage of this characteristic.  


 
Direct dealing used to be conducted mostly on the phone. Dealing errors 


were difficult to prove and even more difficult to settle. In order to increase 
dealing safety, most banks tapped the phone lines on which trading was 
conducted. This measure was helpful in recording all the transaction details and 
enabling the dealers to allocate the responsibility for errors fairly. But tape 
recorders were unable to prevent trading errors. Direct dealing was forever 
changed in the mid - 1980s, by the introduction of dealing systems. 


 
Dealing Systems 
Dealing systems are on-line computers that link the contributing banks 


around the world on a one-on-one basis. The performance of dealing systems is 
characterized by speed, reliability, and safety. Accessing a bank through a dealing 
system is much faster than making a phone call. Dealing systems are 
continuously being improved in order to offer maximum support to the dealer's 
main function: trading. The software is very reliable in picking up the big figure of 
the exchange rates and the standard value dates. In addition, it is extremely 
precise and fast in contacting other parties, switching among conversations, and 
accessing the database. The trader is in continuous visual contact with the 
information exchanged on the monitor. It is easier to see than hear this 
information, especially when switching among conversations. 


 
Most banks use a combination of brokers and direct dealing systems. Both 


approaches reach the same banks, but not the same parties, because 
corporations, for instance, cannot deal in the brokers' market. Traders develop 
personal relationships with both brokers and traders in the markets, but select 
their trading medium based on price quality, not on personal feelings. The market 
share between dealing systems and brokers fluctuates based on market 
conditions. Fast market conditions are beneficial to dealing systems, whereas 
regular market conditions are more beneficial to brokers. 


 
Matching Systems 
Unlike dealing systems, on which trading is not anonymous and is 


conducted on a one-on-one basis, matching systems are anonymous and 
individual traders deal against the rest of the market, similar to dealing in the 
brokers' market. However, unlike the brokers' market, there are no individuals 
to bring the prices to the market, and liquidity may be limited at times. Matching 
systems are well-suited for trading smaller amounts as well.  


 
The dealing systems characteristics of speed, reliability, and safety are 


replicated in the matching systems. In addition, credit lines are automatically 
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managed by the systems. Traders input the total credit line for each counter 
party. When the credit line has been reached, the system automatically disallows 
dealing with the particular party by displaying credit restrictions, or shows the 
trader only the price made by banks that have open lines of credit. As soon as 
the credit line is restored, the system allows the bank to deal again. In the 
interbank market, traders deal directly with dealing systems, matching systems, 
and brokers in a complementary fashion.  
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2.3. The Federal Reserve System of the USA and 
Central Banks of the Other G-7 Countries 


 
The Federal Reserve System of the USA 
Like the other central banks, the Federal Reserve of the USA affects the 


foreign exchange markets in three general areas: 
•  the discount rate; 
•  the money market instruments; 
•  foreign exchange operations. 
 
For the foreign exchange operations most significant are repurchase 


agreements to sell the same security back at the same price at a predetermined 
date in the future (usually within 15 days), and at a specific rate of interest. This 
arrangement amounts to a temporary injection of reserves into the banking 
system. The impact on the foreign exchange market is that the dollar should 
weaken. The repurchase agreements may be either customer repos or system 
repos. 


 
Matched sale-purchase agreements are just the opposite of repurchase 


agreements. When executing a matched sale-purchase agreement, the Fed sells 
a security for immediate delivery to a dealer or a foreign central bank, with the 
agreement to buy back the same security at the same price at a predetermined 
time in the future (generally within 7 days). This arrangement amounts to a 
temporary drain of reserves. The impact on the foreign exchange market is that 
the dollar should strengthen.  


 
The major central banks are involved in foreign exchange operations in 


more ways than intervening in the open market. Their operations include payments 
among central banks or to international agencies. In addition, the Federal Reserve 
has entered a series of currency swap arrangements with other central banks since 
1962. For instance, to help the allied war effort against Iraq's invasion of Kuwait in 
1990-1991, payments were executed by the Bundesbank and Bank of Japan to the 
Federal Reserve. Also, payments to the World bank or the United Nations are executed 
through central banks. 


 
Intervention in the United States foreign exchange markets by the U.S. 


Treasury and the Federal Reserve is geared toward restoring orderly conditions 
in the market or influencing the exchange rates. It is not geared toward 
affecting the reserves. 


 
There are two types of foreign exchange interventions: naked intervention 


and sterilized intervention. 
 
Naked intervention, or unsterilized intervention, refers to the sole foreign 


exchange activity.  All that  takes  place  is the intervention itself,  in which the 
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Federal Reserve either buys or sells U.S. dollars against a foreign currency. In 
addition to the impact on the foreign exchange market, there is also a monetary 
effect on the money supply. If the money supply is impacted, then consequent 
adjustments must be made in interest rates, in prices, and at all levels of the 
economy. Therefore, a naked foreign exchange intervention has a long-term 
effect. 


 
Sterilized intervention neutralizes its impact on the money supply. As there 


are rather few central banks that want the impact of their intervention in the 
foreign exchange markets to affect all corners of their economy, sterilized 
interventions have been the tool of choice. This holds true for the Federal 
Reserve as well. 


 
The sterilized intervention involves an additional step to the original 


currency transaction. This step consists of a sale of government securities that 
offsets the reserve addition that occurs due to the intervention. It may be easier 
to visualize it if you think that the central bank will finance the sale of a currency 
through the sale of a number of government securities. 


 
Because a sterilized intervention only generates an impact on the supply 


and demand of a certain currency, its impact will tend to have a short-to 
medium-term effect. 


 
The Central Banks of the Other G-7 Countries 
In the wake of World War II, both Germany and Japan were helped to 


develop new financial systems. Both countries created central banks that were 
fundamentally similar to the Federal Reserve. Along the line, their scope was 
customized to their domestic needs and they diverged from their model. 


 
The European Central Bank was set up on June 1, 1998 to oversee the 


ascent of the euro. During the transition to the third stage of economic and 
monetary union (introduction of the single currency on January 1, 1999), it was 
responsible for carrying out the Community's monetary policy. The ECB, which 
is an independent entity, supervises the activity of individual member European 
central banks, such as Deutsche Bundesbank, Banque de France, and Ufficio 
Italiano dei Cambi. The ECB's decision-making bodies run a European System of 
Central Banks whose task is to manage the money in circulation, conduct 
foreign exchange operations, hold and manage the Member States' official foreign 
reserves, and promote the smooth operation of payment systems. The ECB is 
the successor to the European Monetary Institute (EMI). 


 
The German central bank, widely known as the Bundesbank, was the 


model for the ECB. The Bundesbank was a very independent entity, dedicated to 
a stable currency, low inflation, and a controlled money supply. The 
hyperinflation that developed in Germany after World War I created a fertile 
economic and political scenario for the rise of an extremist political party and for 
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the start of World War II. The Bundesbank's chapter obligated it to avoid any such 
economic chaos. 


 
The Bank of Japan has deviated from the Federal Reserve model in terms 


of independence. Although its Policy Board is still fully in charge of monetary 
policy, changes are still subject to the approval of the Ministry of Finance 
(MOF). The BOJ targets the M2 aggregate. On a quarterly basis, the BOJ 
releases its Tankan economic survey. Tankan is the Japanese equivalent of the 
American tan book, which presents the state of the economy. The Tankan's 
findings are not automatic triggers of monetary policy changes. Generally, the 
lack of independence of a central bank signals inflation. This is not the case in 
Japan, and it is yet another example of how different fiscal or economic policies 
can have opposite effects in separate environments. 


 
The Bank of England may be characterized as a less independent central 


bank, because the government may overrule its decision. The BOE has not had an 
easy tenure. Despite the fact that British inflation was high through 1991, reaching 
double-digit rates in the late 1980s, the Bank of England did a marvelous job of 
proving to the world that it was able to maneuver the pound into mirroring the 
Exchange Rate Mechanism. 


 
After joining the ERM late in 1990, the BOE was instrumental in keeping 


the pound within its 6 percent allowed range against the deutsche mark, but the 
pound had a short stay in the Exchange Rate Mechanism. The divergence 
between the artificially high interest rates linked to ERM commitments and 
Britain's weak domestic economy triggered a massive sell-off of the pound in 
September 1992. 


 
The Bank of France has joint responsibility, with the Ministry of Finance, to 


conduct domestic monetary policy. Their main goals are non-inflationary growth 
and external account equilibrium. France has become a major player in the 
foreign exchange markets since the ravages of the ERM crisis of July 1993, when 
the French franc fell victim to the foreign exchange markets. 


 
The Bank of Italy is in charge of the monetary policy, financial 


intermediaries, and foreign exchange. Like the other former European 
Monetary System central banks, BOI's responsibilities shifted domestically 
following the ERM crisis. Along with the Bundesbank and Bank of France, the Bank 
of Italy is now part of the European System of Central Banks (ESCB). 


 
The Bank of Canada is an independent central bank that has a tight rein on 


its currency. Due to its complex economic relations with the United States, the 
Canadian dollar has a strong connection to the U.S. dollar. The BOC intervenes 
more frequently than the other G7 central banks to shore up the fluctuations of 
its Canadian dollar. The central bank changed its intervention policy in 1999 after 
admitting that its previous mechanical policy, of intervening in increments of 
only $50 million at a set price based on the previous closing, was not working. 
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CHAPTER 3 
Kinds Of Foreign 
Exchange Market 


 


 
 
 
 
3.1. Spot Market 
 
Currency spot trading is the most popular foreign currency instrument 


around the world, making up 37 percent of the total activity (See Figure 3.1).  
 


57%


5%
1%


37%


1 2 3 4
 


 
Figure 3.1.The market share of the foreign exchange instruments as of 1998: 
1- spot; 2 – options; 3 – futures; 4 – forwards and swaps. 
 
 
The fast-paced spot market is not for the fainthearted, as it features 


high volatility and quick profits (and losses). A spot deal consists of a bilateral 
contract whereby a party delivers a specified amount of a given currency 
against receipt of a specified amount of another currency from a 
counterparty, based on an agreed exchange rate, within two business days of 
the deal date. The exception is the Canadian dollar, in which the spot delivery 
is executed next business day. 
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The name "spot" does not mean that the currency exchange occurs the 
same business day the deal is executed. Currency transactions that require 
same-day delivery are called cash transactions. The two-day spot delivery for 
currencies was developed long before technological breakthroughs in 
information processing. 


 
This time period was necessary to check out all transactions' details 


among counterparties. Although technologically feasible, the contemporary 
markets did not find it necessary to reduce the time to make payments. 
Human errors still occur and they need to be fixed before delivery. When 
currency deliveries are made to the wrong party, fines are imposed. 


 
In terms of volume, currencies around the world are traded mostly 


against the U.S. dollar, because the U.S. dollar is the currency of reference. 
The other major currencies are the euro, followed by the Japanese yen, the 
British pound, and the Swiss franc. Other currencies with significant spot 
market shares are the Canadian dollar and the Australian dollar. 


 
In addition, a significant share of trading takes place in the currencies 


crosses, a non-dollar instrument whereby foreign currencies are quoted 
against other foreign currencies, such as euro against Japanese yen. 


 
There are several reasons for the popularity of currency spot trading. 


Profits (or losses) are realized quickly in the spot market, due to market 
volatility. In addition, since spot deals mature in only two business days, the 
time exposure to credit risk is limited. Turnover in the spot market has been 
increasing dramatically, thanks to the combination of inherent profitability and 
reduced credit risk. The spot market is characterized by high liquidity and 
high volatility. Volatility is the degree to which the price of currency tends to 
fluctuate within a certain period of time. Free-floating currencies, such as the 
euro or the Japanese yen, tend to be volatile against the U.S. dollar.  


 
In an active global trading day (24 hours), the euro/dollar exchange 


rate may change its value 18,000 times. An exchange rate may "fly" 200 pips 
in a matter of seconds if the market gets wind of a significant event. On the 
other hand, the exchange rate may remain quite static for extended periods 
of time, even in excess of an hour, when one market is almost finished 
trading and waiting for the next market to take over. This is a common 
occurrence toward the end of the New York trading day. Since California 
failed in the late 1980s to provide the link between the New York and Tokyo 
markets, there is a technical trading gap between around 4:30 pm and 6 pm 
EDT. In the United States spot market, the majority of deals are executed 
between 8 am and noon, when the New York and European markets overlap 
(See Figure 3.2). The activity drops sharply in the afternoon, over 50 percent 
in fact, when New York loses the international trading support. Overnight 
trading is limited, as very few banks have overnight desks. Most of the banks 
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send their overnight orders to branches or other banks that operate in the 
active time zones.  


 


29%


5%66%


1 2 3
 


 
Figure 3.2. Distribution of the trading activity in the United States spot market in time: 1 – 


transactions volume between 12 p.m. and 4 p.m.; 2 – between 4 p.m. and 8 p.m.; 3 – between 8 
a.m. and 12 p.m. 


 
The major traders in the spot market are the commercial banks and the 


investment banks, followed by hedge funds and corporate customers. In the 
interbank market, the majority of the deals are international, reflecting 
worldwide exchange rate competition and advanced telecommunication 
systems. However, corporate customers tend to focus their foreign exchange 
activity domestically, or to trade through foreign banks operating in the same 
time zone. Although the hedge funds' and corporate customers' business in 
foreign exchange has been growing, banks remain the predominant trading 
force. 


 
The bottom line is important in all financial markets, but in currency 


spot trading the antes always seem to be higher as a result of the demand 
from all around the world. 


 
The profit and loss can be either realized or unrealized. The realized 


profit and loss is a certain amount of money netted when a position is closed. 
The unrealized profit and loss consists of an uncertain amount of money that 
an outstanding position would roughly generate if it were closed at the 
current rate. The unrealized profit and loss changes continuously in tandem 
with the exchange rate. 
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3.2. Forward Market 
 
The forward currency market consists of two instruments: forward 


outright deals and swaps. A swap deal is unusual among the rest of the 
foreign exchange instruments in the fact that it consists of two deals, or legs. 
All the other transactions consist of single deals. In its original form, a swap 
deal is a combination of a spot deal and a forward outright deal. 


 
Generally, this market includes only cash transactions. Therefore, 


currency futures contracts, although a special breed of forward outright 
transactions, are analyzed separately. 


 
According to figures published by the Bank for International 


Settlements, the percentage share of the forward market was 57 percent in 
1998 (See Figure 3.1). Translated into U.S. dollars, out of an estimated daily 
gross turnover of US$1.49 trillion, the total forward market represents 
US$900 billion. 


 
In the forward market there is no norm with regard to the settlement 


dates, which range from 3 days to 3 years. Volume in currency swaps longer 
than one year tends to be light but, technically, there is no impediment to 
making these deals. Any date past the spot date and within the above range 
may be a forward settlement, provided that it is a valid business day for both 
currencies. The forward markets are decentralized markets, with players 
around the world entering into a variety of deals either on a one-on-one basis 
or through brokers. In contrast, the currency futures market is a centralized 
market, in which all the deals are executed on trading floors provided by 
different exchanges.  


 
Whereas in the futures market only a handful of foreign currencies may 


be traded in multiples of standardized amounts, the forward markets are 
open to any currencies in any amount. The forward price consists of two 
significant parts: the spot exchange rate and the forward spread. The spot 
rate is the main building block. The forward price is derived from the spot 
price by adjusting the spot price with the forward spread, so it follows that 
both forward outright and swap deals are derivative instruments. The forward 
spread is also known as the forward points or the forward pips. The forward 
spread is necessary for adjusting the spot rate for specific settlement dates 
different from the spot date. It holds, then, that the maturity date is another 
determining factor of the forward price. Just as in the case of the spot 
market, the left side of the quote is the bid side, and the right side is the offer 
side. 
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3.3. Futures Market 
 
Currency futures are specific types of forward outright deals which 


occupy in general a small part of the Forex market (See Figure 3.1). Because 
they are derived from the spot price, they are derivative instruments. They 
are specific with regard to the expiration date and the size of the trade 
amount. Whereas, generally, forward outright deals—those that mature past 
the spot delivery date—will mature on any valid date in the two countries 
whose currencies are being traded, standardized amounts of foreign currency 
futures mature only on the third Wednesday of March, June, September, and 
December. 


 
There is a row of characteristics of currency futures, which make them 


attractive. It is open to all market participants, individuals included. This is 
different from the spot market, which is virtually closed to individuals - except 
high net-worth individuals—because of the size of the currency amounts 
traded. It is a central market, just as efficient as the cash market, and 
whereas the cash market is a very decentralized market, futures trading takes 
place under one roof. It eliminates the credit risk because the Chicago 
Mercantile Exchange Clearinghouse acts as the buyer for every seller, and 
vice versa. In turn, the Clearinghouse minimizes its own exposure by 
requiring traders who maintain a non-profitable position to post margins equal 
in size to their losses. 


 
Moreover, currency futures provide several benefits for traders because 


futures are special types of forward outright contracts, corporations can use 
them for hedging purposes. Although the futures and spot markets trade 
closely together, certain divergences between the two occur, generating 
arbitraging opportunities. Gaps, volume, and open interest are significant 
technical analysis tools solely available in the futures market. Yet their 
significance extrapolates to the spot market as well. 


 
Because of these benefits, currency futures trading volume has steadily 


attracted a large variety of players. 
 
For traders outside the exchange, the prices are available from on-line 


monitors. The most popular pages are found on Bridge, Telerate, Reuters, 
and Bloomberg. Telerate presents the currency futures on composite pages, 
while Reuters and Bloomberg display currency futures on individual pages 
shows the convergence between the futures and spot prices. 
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3.4. Currency Options 
 
A currency option is a contract between a buyer and a seller that gives 


the buyer the right, but not the obligation, to trade a specific amount of 
currency at a predetermined price and within a predetermined period of time, 
regardless of the market price of the currency; and gives the seller, or writer, 
the obligation to deliver the currency under the predetermined terms, if and 
when the buyer wants to exercise the option. 


 
Currency options are unique trading instruments, equally fit for 


speculation and hedging. Options allow for a comprehensive customization of 
each individual strategy, a quality of vital importance for the sophisticated 
investor. More factors affect the option price relative to the prices of other 
foreign currency instruments. Unlike spot or forwards, both high and low 
volatility may generate a profit in the options market. For some, options are a 
cheaper vehicle for currency trading. For others, options mean added security 
and exact stop-loss order execution. 


 
Currency options constitute the fastest-growing segment of the foreign 


exchange market. As of April 1998, options represented 5 percent of the 
foreign exchange market. (See Figure 3.1) The biggest options trading center 
is the United States, followed by the United Kingdom and Japan. Options 
prices are based on, or derived from, the cash instruments. Therefore, an 
option is a derivative instrument. Options are usually mentioned vis-a-vis 
insurance and hedging strategies. Often, however, traders have 
misconceptions regarding both the difficulty and simplicity of using options. 
There are also misconceptions regarding the capabilities of options.  


 
In the currency markets, options are available on either cash or futures. 


It follows, then, that they are traded either over-the-counter (OTC) or on the 
centralized futures markets. 


 
The majority of currency options, around 81 percent, are traded over-


the-counter. (See Figure 3.3) The over-the-counter market is similar to the 
spot or swap market.  


 
Corporations may call banks and banks will trade with each other either 


directly or in the brokers' market. This type of dealing allows for maximum 
flexibility: any amount, any currency, any odd expiration date, any time. The 
currency amounts may be even or odd. The amounts may be quoted in either 
U.S. dollars or foreign currencies. 


 
Any currency may be traded as an option, not only the ones available as 


futures contracts. Therefore, traders may quote on any exotic currency, as 
required, including any cross currencies. 
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Figure 3.3. Distribution of the options trading between over-the-counter (OTC) and the 


organized exchange market: 1 – the share of OTC; 2 – the share of organized exchanges. 
 
The expiration date may be quoted anywhere from several hours to 


several years, although the bulk of dates are concentrated around the even 
dates—one week, one month, two months, and so on. The cash market never 
closes, so options may be traded literally around the clock. 


 
Trading an option on currency futures will entitle the buyer to the right, 


but not the obligation, to take physical possession of the currency future. 
Unlike the currency futures, buying currency options does not require an 
initiation margin. The option premium, or price, paid by the buyer to the 
seller, or writer, reflects the buyer's total risk. 


 
However, upon taking physical possession of the currency future by 


exercising the option, a trader will have to deposit a margin. 
 
Seven major factors have an impact on the option price: 
1. Price of the currency. 
2. Strike (exercise) price. 
3. Volatility of the currency. 
4. Expiration date. 
5. Interest rate differential. 
6. Call or put. 
7. American or European option style.  
 
The currency price is the central building block, as all the other factors 


are compared and analyzed against it. It is the currency price behavior that 
both generates the need for options and impacts on the profitability of 
options. 


 
The impact of the currency price on the option premium is measured by 


delta, the first of the Greek letters used to describe aspects of the theoretical 
pricing models in this discussion of factors determining the option price. 







  FOREX.  On-line Manual For Successful Trading   30 


Delta 
Delta, or commonly A, is the first derivative of the option-pricing model 


Delta may be viewed in three respects: 
•  as the change of the currency option price relative to a change in 
the currency price. For instance, an option with a delta of 0.5 is 
expected to move at one half the rate of change of the currency price. 
Therefore, if the price of a currency goes up 10 percent, then the price 
of an option on that particular currency is expected to rise by 5 percent. 
•  as the hedge ratio between the option contracts and the currency 
futures contracts necessary to establish a neutral hedge. Therefore, an 
option with a delta of 0.5 will need two option contracts for each of the 
currency futures contracts. 
•  as the theoretical or equivalent share position. In this case, delta is 
the number of currency futures contracts by which a call buyer is long 
or a put buyer is short. If we use the same example of the delta of 5, 
then the buyer of the put option is short half a currency futures 
contract.  
 
Traders may be unable to secure prices in the spot, forward outright, or 


futures market, temporarily leaving the position delta unhedged. In order to 
avoid the high cost of hedging and the risk of unusually high volatility, traders 
may hedge their original options positions with other options. This method of 
risk neutralization is called gamma or vega hedging. 


 
Gamma 
Gamma (Г) is also known as the curvature of the option. It is the 


second derivative of the option-pricing model and is the rate of change of an 
option's delta, or the sensitivity of the delta. For instance, an option with delta 
= 0.5 and gamma = 0.05 is expected to have a delta = 0.55 if the currency 
rises by 1 point, or a delta = 0.45 if the currency decreases by 1 point. 
Gamma ranges between 0 percent and 100 percent. The higher the gamma, 
the higher the sensitivity of the delta. It may therefore be useful to think of 
gamma as the acceleration of the option relative to the movement of the 
currency. 


 
Vega 
Vega gauges volatility impact on the option premium. Vega (<;) is the 


sensitivity of the theoretical value of an option to a change in volatility. For 
instance, a vega of 0.2 will generate a 0.2 percent increase in the premium 
for each percentage increase in the volatility estimate, and a 0.2 percent 
decrease in the premium for each percentage decrease in the volatility 
estimate. 


 
The option is traded for a predetermined period of time, and when this 


time expires, there is a delivery date known as the expiration date. A buyer 
who intends to exercise the option must inform the writer on or before 
expiration. The buyer's failure to inform the writer about exercising the option 
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frees the writer of any legal obligation. An option cannot be exercised past 
the expiration date. 


 
Theta 
Theta (T), also known as time decay, occurs as the very slow or 


nonexistent movement of the currency triggers losses in the option's 
theoretical value. 


 
For instance, a theta of 0.02 will generate a loss of 0.02 in the premium 


for each day that the currency price is flat. Intrinsic value is not affected by 
time, but extrinsic value is. Time decay accelerates as the option approaches 
expiration, since the number of possible outcomes is continuously reduced as 
the time passes. 


 
Time has its maximum impact on at-the-money options and its 


minimum effect on in-the-money options. Time's effect on out-of-the-money 
options occurs somewhere within that range. 


 
Bid-offer spreads in the market may make it too expensive to sell the 


option and trade forward out rights. 
 
If the option shifts deeply into the money, the interest rate differential 


gained by early exercise may exceed the value of the option. 
 
If the option amount is small or the expiration is close and the option 


value only consists of the intrinsic value, it may be better to use the early 
exercise. 


 
Due to the complexity of its determining factors, option pricing is 


difficult. In the absence of option pricing models, option trading is nothing but 
inefficient gambling.  


 
The one idea to make option pricing is that the option of buying the 


domestic currency with a foreign currency at a certain price x is equivalent to 
the option of selling the foreign currency with the domestic currency at the 
same price x. Therefore, the call option in the domestic currency becomes the 
put option in the other, and vice versa. 
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CHAPTER 4 
Fundamental Analysis 


 


 
 
Two types of analysis are used for the market movements forecasting: 


fundamental, and technical (the chart study of past behavior of commodity 
prices). The fundamental one focuses on the theoretical models of exchange 
rate determination and on the major economic factors and their likelihood of 
affecting the foreign exchange rates. 


 
 
 
4.1. Economic Fundamentals 
 
Theories of Exchange Rate Determination 
Fundamentals may be classified into economic factors, financial factors, 


political factors, and crises. Economic factors differ from the other three 
factors in terms of the certainty of their release. The dates and times of 
economic data release are known well in advance, at least among the 
industrialized nations. Below are given briefly several known theories of 
exchange rate determination.  


 
Purchasing Power Parity 
Purchasing power parity states that the price of a good in one country 


should equal the price of the same good in another country, exchanged at the 
current rate—the law of one price. There are two versions of the purchasing 
power parity theory: the absolute version and the relative version. Under the 
absolute version, the exchange rate simply equals the ratio of the two 
countries' general price levels, which is the weighted average of all goods 
produced in a country. However, this version works only if it is possible to find 
two countries, which produce or consume the same goods. Moreover, the 
absolute version assumes that transportation costs and trade barriers are 
insignificant. In reality, transportation costs are significant and dissimilar 
around the world. 


 
Trade barriers are still alive and well, sometimes obvious and 


sometimes hidden, and they influence costs and goods distribution. 
 


Finally, this version disregards the importance of brand names. For 
example, cars are chosen not only based on the best price for the same type 
of car, but also on the basis of the name ("You are what you drive"). 
 







  FOREX.  On-line Manual For Successful Trading   33 


The PPP Relative Version 
Under the relative version, the percentage change in the exchange rate 


from a given base period must equal the difference between the percentage 
change in the domestic price level and the percentage change in the foreign 
price level. The relative version of the PPP is also not free of problems: it is 
difficult or arbitrary to define the base period, trade restrictions remain a real 
and thorny issue, just as with the absolute version, different price index 
weighting and the inclusion of different products in the indexes make the 
comparison difficult and in the long term, countries' internal price ratios may 
change, causing the exchange rate to move away from the relative PPP. 


 
In conclusion, the spot exchange rate moves independently of relative 


domestic and foreign prices. In the short run, the exchange rate is influenced 
by financial and not by commodity market conditions. 


 
Theory of Elasticities 
The theory of elasticities holds that the exchange rate is simply the 


price of foreign exchange that maintains the balance of payments in 
equilibrium. For instance, if the imports of country A are strong, then the 
trade balance is weak. Consequently, the exchange rate rises, leading to the 
growth of country A's exports, and triggers in turn a rise in its domestic 
income, along with a decrease in its foreign income. Whereas a rise in the 
domestic income (in country A) will trigger an increase in the domestic 
consumption of both domestic and foreign goods and, therefore, more 
demand for foreign currencies, a decrease in the foreign income (in country 
B) will trigger a decrease in the domestic consumption of both country B's 
domestic and foreign goods, and therefore less demand for its own currency. 


 
The elasticities approach is not problem-free because in the short term 


the exchange rate is more inelastic than it is in the long term and the 
additional exchange rate variables arise continuously, changing the rules of 
the game. 


 
Modern Monetary Theories on Short-Term Exchange Rate Volatility 
The modern monetary theories on short-term exchange rate volatility 


take into consideration the short-term capital markets' role and the long-term 
impact of the commodity markets on foreign exchange. These theories hold 
that the divergence between the exchange rate and the purchasing power 
parity is due to the supply and demand for financial assets and the 
international capability. 


 
One of the modern monetary theories states that exchange rate 


volatility is triggered by a one-time domestic money supply increase, because 
this is assumed to raise expectations of higher future monetary growth. 


 
The purchasing power parity theory is extended to include the capital 


markets. If, in both countries whose currencies are exchanged, the demand 
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for money is determined by the level of domestic income and domestic 
interest rates, then a higher income increases demand for transactions 
balances while a higher interest rate increases the opportunity cost of holding 
money, reducing the demand for money. 


 
Under a second approach, the exchange rate adjusts instantaneously to 


maintain continuous interest rate parity, but only in the long run to maintain 
PPP. 


 
Volatility occurs because the commodity markets adjust more slowly 


than the financial markets. This version is known as the dynamic monetary 
approach. 


 
The Portfolio-Balance Approach 
The portfolio-balance approach holds that currency demand is triggered 


by the demand for financial assets, rather than the demand for the currency 
per se. 


 
Synthesis of Traditional and Modern Monetary Views 
In order to better suit the previous theories to the realities of the 


market, some of the more stringent conditions were adjusted into a synthesis 
of the traditional and modern monetary theories. 


 
A short-term capital outflow induced by a monetary shock creates a 


payments imbalance that requires an exchange rate change to maintain 
balance of payments equilibrium. Speculative forces, commodity markets 
disturbances, and the existence of short-term capital mobility trigger the 
exchange rate volatility. The degree of change in the exchange rate is a 
function of consumers' elasticity of demand. 


 
Because the financial markets adjust faster than the commodities 


markets, the exchange rate tends to be affected in the short term by capital 
market changes, and in the long term by commodities changes. 
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4.2. Economic Indicators 
 
Economic indicators occur in a steady stream, at certain times, and a 


little more often than changes in interest rates, governments, or natural 
activity such as earthquakes etc. Economic data is generally (except of the 
Gross Domestic Product and the Employment Cost Index, which are released 
quarterly) released on a monthly basis.  


 
All economic indicators are released in pairs. The first number reflects 


the latest period. The second number is the revised figure for the month prior 
to the latest period. For instance, in July, economic data is released for the 
month of June, the latest period. In addition, the release includes the revision 
of the same economic indicator figure for the month of May. The reason for 
the revision is that the department in charge of the economic statistics 
compilation is in a better position to gather more information in a month's 
time. This feature is important for traders. If the figure for an economic 
indicator is better than expected by 0.4 percent for the past month, but the 
previous month's number is revised lower by 0.4 percent, then traders are 
likely to ignore the overall release of that specific economic data. 


 
Economic indicators are released at different times. In the United 


States, economic data is generally released at 8:30 and 10 am ET. It is 
important to remember that the most significant data for foreign exchange is 
released at 8:30 am ET. In order to allow time for last-minute adjustments, 
the United States currency futures markets open at 8:20 am ET. 


 
Information on upcoming economic indicators is published in all leading 


newspapers, such as the Wall Street Journal, the Financial Times, and the 
New York Times; and business magazines, such as Business Week. More 
often than not, traders use the monitor sources—Bridge Information Systems, 
Reuters, or Bloomberg—to gather information both from news publications 
and from the sources' own up-to-date information. 


 
The Gross National Product (GNP) 
The Gross National Product measures the economic performance of the 


whole economy.  
This indicator consists, at macro scale, of the sum of consumption 


spending, investment spending, government spending, and net trade. The 
gross national product refers to the sum of all goods and services produced 
by United States residents, either in the United States or abroad. 


 
The Gross Domestic Product (GDP) 
The Gross Domestic Product (GDP) refers to the sum of all goods and 


services produced in the United States, either by domestic or foreign 
companies. The differences between the two are nominal in the case of the 
economy of the United States. GDP figures are more popular outside the 
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United States. In order to make it easier to compare the performances of 
different economies, the United States also releases GDP figures. 


 
Consumption Spending 
Consumption is made possible by personal income and discretionary 


income. The decision by consumers to spend or to save is psychological in 
nature. Consumer confidence is also measured as an important indicator of 
the propensity of consumers who have discretionary income to switch from 
saving to buying. 


 
Investment Spending 
Investment—or gross private domestic spending - consists of fixed 


investment and inventories. 
 
Government Spending 
Government spending is very influential in terms of both sheer size and 


its impact on other economic indicators, due to special expenditures. For 
instance, United States military expenditures had a significant role in total 
U.S. employment until 1990. The defense cuts that occurred at the time 
increased unemployment figures in the short run. 


 
Net Trade 
Net trade is another major component of the GNP. Worldwide 


internationalization and the economic and political developments since 1980 
have had a sharp impact on the United States' ability to compete overseas. 
The U.S. trade deficit of the past decades has slowed down the overall GNP. 
GNP can be approached in two ways: flow of product and flow of cost.  


 
Industrial Production 
Industrial production consists of the total output of a nation's plants, 


utilities, and mines. From a fundamental point of view, it is an important 
economic indicator that reflects the strength of the economy, and by 
extrapolation, the strength of a specific currency. Therefore, foreign exchange 
traders use this economic indicator as a potential trading signal. 


 
Capacity Utilization 
Capacity utilization consists of total industrial output divided by total 


production capability. The term refers to the  maximum level of output a plant 
can generate under normal business conditions. In general, capacity 
utilization is not a major economic indicator for the foreign exchange market.  


 
However, there are instances when its economic implications are useful 


for fundamental analysis. A "normal" figure for a steady economy is 81.5 
percent. If the figure reads 85 percent or more, the data suggests that the 
industrial production is overheating, that the economy is close to full capacity. 
High capacity utilization rates precede inflation, and expectation in the foreign 
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exchange market is that the central bank will raise interest rates in order to 
avoid or fight inflation. 


 
Factory Orders 
Factory orders refer to the total of durable and nondurable goods 


orders. Nondurable goods consist of food, clothing, light industrial products, 
and products designed for the maintenance of durable goods. Durable goods 
orders are discussed separately. The factory orders indicator has limited 
significance for foreign exchange traders. 


 
Durable Goods Orders 
Durable goods orders consist of products with a life span of more than 


three years. Examples of durable goods are autos, appliances, furniture, 
jewelry, and toys. They are divided into four major categories: primary 
metals, machinery, electrical machinery, and transportation. 


 
In order to eliminate the volatility pertinent to large military orders, the 


indicator includes a breakdown of the orders between defense and non-
defense. 


 
This data is fairly important to foreign exchange markets because it 


gives a good indication of consumer confidence. Because durable goods cost 
more than nondurables, a high number in this indicator shows consumers' 
propensity to spend. Therefore, a good figure is generally bullish for the 
domestic currency. 


 
Business Inventories 
Business inventories consist of items produced and held for future sale. 


The compilation of this information is facile and holds little surprise for the 
market. Moreover, financial management and computerization help control 
business inventories in unprecedented ways. Therefore, the importance of 
this indicator for foreign exchange traders is limited. 


 
Construction Indicators 
Construction indicators constitute significant economic indicators that 


are included in the calculation of the GDP of the United States. Moreover, 
housing has traditionally been the engine that pulled the U.S. economy out of 
recessions after World War II. These indicators are classified into three major 
categories: 


1. housing starts and permits; 
2. new and existing one-family home sales and 
3. construction spending. 
 
Private housing is monitored closely at all the major stages. (See Figure 


4.1.) Private housing is classified based on the number of units (one, two, 
three, four, five, or more); region (Northeast, West, Midwest, and South); 
and inside or outside metropolitan statistical areas. 
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Figure 4.1.   Diagram of construction of private housing 
 
Construction indicators are cyclical and very sensitive to the level of 


interest rates (and consequently mortgage rates) and the level of disposable 
income. Low interest rates alone may not be able to generate a high demand 
for housing, though. As the situation in the early 1990s demonstrated, despite 
historically low mortgage rates in the United States, housing increased only 
marginally, as a result of the lack of job security in a weak economy. 


Housing starts between one and a half and two million units reflect a 
strong economy, whereas a figure of approximately one million units suggests 
that the economy is in recession. 


 
Inflation Indicators 
The rate of inflation is the widespread rise in prices. Therefore, gauging 


inflation is a vital macroeconomic task. Traders watch the development of 
inflation closely, because the method of choice for fighting inflation is raising 
the interest rates, and higher interest rates tend to support the local currency. 
Moreover, the inflation rate is used to "deflate" nominal interest rates and the 
GNP or GDP to their real values in order to achieve a more accurate measure 
of the data. 


 
The values of the real interest rates or real GNP and GDP are of the 


utmost importance to the money managers and traders of international 
financial instruments, allowing them to accurately compare opportunities 
worldwide. 


 
To measure inflation traders use following economic tools: 
•  Producer Price Index (PPI); 
•  Consumer Price Index (CPI); 
•  GNP Deflator; 
•  GDP Deflator; 
•  Employment Cost Index (ECI); 
•  Commodity Research Bureau's Index (CRB Index); 
•  Journal of Commerce Industrial Price Index (JoC). 
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The first four are strictly economic indicators; they are released at 
specific intervals. The commodity indexes provide information on inflation 
quickly and continuously. 


 
Other economic data that measure inflation are unemployment, 


consumer prices, and capacity utilization. 
 
Producer Price Index (PPI) 
Producer price index is compiled from most sectors of the economy, 


such as manufacturing, mining, and agriculture. The sample used to calculate 
the index contains about 3400 commodities. The weights used for the 
calculation of the index for some of the most important groups are: food - 24 
percent; fuel - 7 percent; autos - 7 percent; and clothing - 6 percent. Unlike 
the CPI, the PPI does not include imported goods, services, or taxes.  


 
Consumer Price Index (CPI) 
Consumer price index reflects the average change in retail prices for a 


fixed market basket of goods and services. The CPI data is compiled from a 
sample of prices for food, shelter, clothing, fuel, transportation, and medical 
services that people purchase on daily basis. The weights attached for the 
calculation of the index to the most important groups are: housing - 38 
percent; food - 19 percent; fuel - 8 percent; and autos - 7 percent.  


 
The two indexes, PPI and CPI, are instrumental in helping traders 


measure inflationary activity, although the Federal Reserve takes the position 
that the indexes overstate the strength of inflation. 


 
Gross National Product Implicit Deflator 
Gross national product implicit deflator is calculated by dividing the 


current dollar GNP figure by the constant dollar GNP figure. 
 
Gross Domestic Product Implicit 
Gross domestic product implicit deflator is calculated by dividing the 


current dollar GDP figure by the constant dollar GDP figure. 
 
Both the GNP and GDP implicit deflators are released quarterly, along 


with the respective GNP and GDP figures. The implicit deflators are generally 
regarded as the most significant measure of inflation. 


 
Commodity Research Bureau's Futures Index (CRB index) 
The Commodity Research Bureau's Futures Index makes watching for 


inflationary trends easier. The CRB Index consists of the equally weighted 
futures prices of 21 commodities. The components of the CRB Index are: 


•  precious metals: gold, silver, platinum; 
•  industrials: crude oil, heating oil, unleaded gas, lumber, copper, 
and cotton; 
•  grains: corn, wheat, soybeans, soy meal, soy oil; 
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•  livestock and meat: cattle, hogs, and pork bellies; 
•  imports: coffee, cocoa, sugar; 
•  miscellaneous: orange juice. 
 
The preponderance of food commodities makes the CRB Index less 


reliable in terms of general inflation. Nevertheless, the index is a popular tool 
that has proved quite reliable since the late 1980s. 


 
The “Journal of commerce” Industrial Price Index (JoC) 
The “Journal of commerce” industrial price index consists of the prices 


of 18 industrial materials and supplies processed in the initial stages of 
manufacturing, building, and energy production. It is more sensitive than 
other indexes, as it was designed to signal changes in inflation prior to the 
other price indexes. 


 
Merchandise Trade Balance 
is one of the most important economic indicators. Its value may trigger 


long-lasting changes in monetary and foreign policies. The trade balance 
consists of the net difference between the exports and imports of a certain 
economy. The data includes six categories: 


1. food; 
2. raw materials and industrial supplies; 
3. consumer goods; 
4. autos; 
5. capital goods; 
6. other merchandise. 
 
Employment Indicators 
The employment rate is an economic indicator with significance in 


multiple areas. The rate of employment, naturally, measures the soundness of 
an economy. (See Figure 4.2.) The unemployment rate is a lagging economic 
indicator. It is an important feature to remember, especially in times of 
economic recession. Whereas people focus on the health and recovery of the 
job sector, employment is the last economic indicator to rebound. When 
economic contraction causes jobs to be cut, it takes time to generate 
psychological confidence in economic recovery at the managerial level before 
new positions are added. At individual levels, the improvement of the job 
outlook may be clouded when new positions are added in small companies 
and thus not fully reflected in the data. The employment reports are 
significant to the financial markets in general and to foreign exchange in 
particular. In foreign exchange, the data is truly affective in periods of 
economic transition—recovery and contraction. The reason for the indicators' 
importance in extreme economic situations lies in the picture they paint of the 
health of the economy and in the degree of maturity of a business cycle. A 
decreasing unemployment figure signals a maturing cycle, whereas the 
opposite is true for an increasing unemployment indicator. 
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Figure 4.2.   The U.S. unemployment rate. 
 
Employment Cost Index (ECI) 
Employment cost index measures wages and inflation and provides the 


most comprehensive analysis of worker compensation, including wages, 
salaries, and fringe benefits. The ECI is one of the Fed's favorite quarterly 
economic statistics. 


 
Consumer Spending Indicators 
Retail sales is a significant consumer spending indicator for foreign 


exchange traders, as it shows the strength of consumer demand as well as 
consumer confidence. component in the calculation of other economic 
indicators, such as GNP and GDP. 


 
Generally, the most commonly used employment figure is not the 


monthly unemployment rate, which is released as a percentage, but the 
nonfarm payroll rate. The rate figure is calculated as the ratio of the 
difference between the total labor force and the employed labor force, divided 
by the total labor force. The data is more complex, though, and it generates 
more information. In foreign exchange, the standard indicators monitored by 
traders are the unemployment rate, manufacturing payrolls, nonfarm payrolls, 
average earnings, and average workweek. Generally, the most significant 
employment data are manufacturing and nonfarm payrolls, followed by the 
unemployment rate.  
 


Auto Sales 
Despite the importance of the auto industry in terms of both production 


and sales, the level of auto sales is not an economic indicator widely followed 
by foreign exchange traders. The American automakers experienced a long, 
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steady market share loss, only to start rebounding in the early 1990s. But car 
manufacturing has become increasingly internationalized, with American cars 
being assembled outside the United States and Japanese and German cars 
assembled within the United States. Because of their confusing nature, auto 
sales figures cannot easily be used in foreign exchange analysis. 


 
Leading Indicators 
The leading indicators consist of the following economic indicators: 
•  average workweek of production workers in manufacturing; 
•  average weekly claims for state unemployment; 
•  new orders for consumer goods and materials (adjusted for 


inflation); 
•  vendor performance (companies receiving slower deliveries from 


suppliers); 
•  contracts and orders for plant and equipment (adjusted for 


inflation); 
•  new building permits issued; 
•  change in manufacturers' unfilled orders, durable goods;  
•  change in sensitive materials prices. 
 
Personal Income 
is the income received by individuals, nonprofit institutions, and private 


trust funds. Components of this indicator include wages and salaries, rental 
income, dividends, interest earnings, and transfer payments (Social Security, 
state unemployment insurance, and veterans' benefits). The wages and 
salaries reflect the underlying economic conditions. 


 
This indicator is vital for the sales sector. Without an adequate personal 


income and a propensity to purchase, consumer purchases of durable and 
nondurable goods are limited. 


 
For the Forex traders, personal income is not significant. 
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4.3. Financial and Sociopolitical Factors 
 
The Role of Financial Factors 
Financial factors are vital to fundamental analysis. Changes in a 


government's monetary or fiscal policies are bound to generate changes in 
the economy, and these will be reflected in the exchange rates. Financial 
factors should be triggered only by economic factors. When governments 
focus on different aspects of the economy or have additional international 
responsibilities, financial factors may have priority over economic factors. This 
was painfully true in the case of the European Monetary System in the early 
1990s. The realities of the marketplace revealed the underlying artificiality of 
this approach. Using the interest rates independently from the real economic 
environment translated into a very expensive strategy.  


 
Because foreign exchange, by definition, consists of simultaneous 


transactions in two currencies, then it follows that the market must focus on 
two respective interest rates as well. This is the interest rate differential, a 
basic factor in the markets. Traders react when the interest rate differential 
changes, not simply when the interest rates themselves change. For example, 
if all the G-5 countries decided to simultaneously lower their interest rates by 
0.5 percent, the move would be neutral for foreign exchange, because the 
interest rate differentials would also be neutral.  


 
Of course, most of the time the discount rates are cut unilaterally, a 


move that generates changes in both the interest differential and the 
exchange rate. Traders approach the interest rates like any other factor, 
trading on expectations and facts. For example, if rumor says that a discount 
rate will be cut, the respective currency will be sold before the fact. Once the 
cut occurs, it is quite possible that the currency will be bought back, or the 
other way around. An unexpected change in interest rates is likely to trigger a 
sharp currency move. "Buy on the rumor, sell on the fact...".  


 
Other factors affecting the trading decision are the time lag between 


the rumor and the fact, the reasons behind the interest rate change, and the 
perceived importance of the change. The market generally prices in a 
discount rate change that was delayed. Since it is a fait accompli, it is neutral 
to the market. If the discount rate was changed for political rather than 
economic reasons, what is a common practice in the European Monetary 
System, the markets are likely to go against the central banks, sticking to the 
real fundamentals rather than the political ones. This happened in both 
September 1992 and the summer of 1993, when the European central banks 
lost unprecedented amounts of money trying to prop up their currencies, 
despite having high interest rates. The market perceived those interest rates 
as artificially high and, therefore, aggressively sold the respective currencies. 
Finally, traders deal on the perceived importance of a change in the interest 
rate differential.  
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Political Events and Crises 
Political events generally take place over a period of time, but political 


crises strike suddenly. They are almost always, by definition, unexpected. 
Currency traders have a knack for responding to crises. Speed is essential; 
shooting from the hip is the only fighting option. The traders' reflexes take 
over. Without fast action, traders can be left out in the cold. There is no time 
for analysis, and only a split second, at best, to act. As volume drops 
dramatically, trading is hindered by a crisis. Prices dry out quickly, and 
sometimes the spreads between bid and offer jump from 5 pips to 100 pips. 
Getting back to the market is difficult.  
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CHAPTER 5 
Technical Analysis 


 


 
 
 
5.1. The Fundamentals Of Technical Analysis 
 
Technical analysis is appointed to analyze market movement (the 


movement of prices, volumes and open interests) using the information 
obtained for a past time. Mainly, it is the chart study of past behavior of 
currencies prices in order to forecast their future performance. It is one of the 
most significant tools available for the forecasting of financial markets. Such 
analysis has been an increasingly utilized forecasting tool over the last two 
centuries.  


 
The main strength of technical analysis is the flexibility with regard to 


the underlying instrument, regarding the markets and regarding the time 
frame. A trader who deals several currencies but specializes in one may easily 
apply the same technical expertise to trading another currency. A trader who 
specializes in spot trading can make a smooth transition to dealing currency 
futures by using chart studies, because the same technical principles apply 
over and over again, regardless of the market. Finally, different players have 
different trading styles, objectives, and time frames.  


 
Technical analysis is easy to compute what is important while the 


technical services are becoming increasingly sophisticated and reasonably 
priced.  


 
Prior to this historic open market intervention, technical analysis 


provided ample selling signals.  
 
Price 
The Fundamental Principles of Technical Analysis are based on the Dow 


Theory with the following main thesis: 
1. The price is a comprehensive reflection of all the market forces. At 


any given time, all market information and forces are reflected in the currency 
prices. 


2. Price movements are historically repetitive. 
3. Price movements are trend followers. 
 







  FOREX.  On-line Manual For Successful Trading   46 


4. The market has three trends: primary, secondary, and minor. The 
primary trend has three phases: accumulation, run-up/run-down, and 
distribution. In the accumulation phase the shrewdest traders enter new 
positions. In the run-up/run-down phase, the majority of the market finally 
"sees" the move and jumps on the bandwagon. Finally, in the distribution 
phase, the keenest traders take their profits and close their positions while 
the general trading interest slows down in an overshooting market. The 
secondary trend is a correction to the primary trend and may retrace one-
third, one-half or two-thirds from the primary trend. 


5. Volume must confirm the trend.  
6. Trends exist until their reversals are confirmed. Figure 5.1. shows 


example of reversals in a bearish currency market. The buying signals occur 
at points A and B when the currency exceeds the previous highs.  


 


 
 
Figure 5.1. A reversal of bearish currency 
 
Cycles of currency price change are the propensity for events to repeat 


themselves at roughly the same time and are an important ground to justify 
the Dow Theory.  


 
Cycle identification is a powerful tool that can be used in both the long 


and the short term. The longer the term, the more significance a cycle has. 
Figure 5.2. shows a series of three cycles. The top of the cycle (C) is called 
the crest and the bottom (T) is known as trough. Analysts measure cycles 
from trough to trough. 


 
Cycles are gauged in terms of amplitude, period, and phase. The 


amplitude shows the height of the cycle, the period shows the length of the 
cycle, the phase shows the location of a wave trough.  
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Figure 5.2. The structure of cycles 
 
 


 
 


Figure 5.3. The two gauging measures of a cycle: period and phase. 
 
 


Volume and Open Interest 
Volume consists of the total amount of currency traded within a period 


of time, usually one day. For example, by year 2000, the total foreign 
currency daily trading volume was $1.4 trillion. But traders are naturally more 
interested in the volume of specific instruments for specific trading periods, 
because large trading volume suggests that there is interest and liquidity in a 
certain market, and low volume warns the trader to veer away from that 
market. 


 
The risks of a low-volume market are usually very difficult to quantify or 


hedge. In addition, certain chart formations require heavy trading volume for 
successful development. An example is the head-and-shoulder formation. 
Therefore, despite its obvious importance, volume is not easy to quantify in 
all foreign exchange markets.  


 
One method to estimate volume is to extrapolate the figures from the 


futures market. Another is "feeling" the size of volume based on the number 
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of calls on the dealing systems or phones, and the "noise" from the brokers' 
market.  


 
Open interest is the total exposure, or outstanding position, in a certain 


instrument. The same problems that affect volume are also present here. As 
it was already mentioned, figures for volume and open interest are available 
for currency futures. If you have access to printed or electronic charts on 
futures, you will be able to see these numbers plotted at the bottom of the 
futures charts.  


 
Volume and open interest figures are available from different sources, 


although one day late such as the newswires (Bridge Information Systems, 
Reuters, Bloomberg), newspapers (the Wall Street Journal, the Journal of 
Commerce), Weekly printed charts (Commodity Perspective, Commodity 
Trend Service). 
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5.2. Types of charts 
 
Line Chart 
The line chart is the original type of chart. In order to plot it, a line 


connects single prices for a selected time period. The most popular line chart 
is the daily chart. Although any point in the day can be plotted, most traders 
focus on the closing price, which they perceive as the most important. (See 
Figure 5.4.) But an immediate problem with the daily line chart is the fact that 
it is impossible to see the price activity for the balance of the day. 


 


 
 
Figure 5.4. An example of the line chart 
 
Line charts are considered for technical analysis because due to the 


sophistication of current charting services, daily price activity does not need 
to be lost.  


 
Daily line charts are useful when looking for the big picture or the major 


trend because, without line charts, intraday activity would be-come an 
unimportant detail. When plotted over a long stretch of time, such as several 
years, a line chart is easier to visualize. Also, technical analysis goes well 
beyond chart formation; in order to execute certain models and techniques, 
line charts are better suited than any of the other charts. 
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However the line chart is a continuous chart, and this is a disadvantage 


because price gaps cannot be charted on a continuous chart. 
 
Bar Chart 
The bar chart is arguably the most popular type of chart currently in 


use. It consists of four significant points (See figure 5.5.): 
•  the high and the low prices, which are united by a vertical bar; 
•  the opening price, which is marked with a little horizontal line to the 
left of the bar; 
•  the closing price, which is marked with a little horizontal line to the 
right of the bar.  
 


 
 
Figure 5.5. An example of the bar chart.  
 
The opening price is not always important for analysis. 
 
Bar charts have the obvious advantage of displaying the currency range 


for the period selected. The most popular period is daily, followed by weekly. 
Other periods may be selected as well. An advantage of this chart is that, 
unlike line charts, the bar chart is able to plot price gaps that are formed in 
the currency futures market. Although the currency futures market trades 
around the clock, physically it is open for only about a third of the trading 
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day. (Chicago IMM is open for business 7:20 am to 2 pm CDT.) Therefore, 
price gaps may occur between two days' price ranges. Incidentally, the bar 
chart is the chart of choice among currency futures traders. 


 
Candlestick Chart 
The candlestick chart is closely related to the bar chart. It also consists 


of four major prices: high, low, open, and close. (See Figure 5.6.) In addition 
to the common readings, the candlestick chart has a set of particular 
interpretations. It is also easier to view. 


 


.  
 
Figure 5.6.   An example of the  candlestick chart  
 
The opening and closing prices form the body (jittai) of the candlestick. 


To indicate that the opening was lower than the closing, the body of the bar 
is left blank. In its original form, the body was colored red. Current standard 
electronic displays allow you to keep it blank or select a color of your choice. 
If the currency closes below its opening, the body is filled. In its original form, 
the body was colored black, but the electronic displays allow you to keep it 
filled or to select a color of your choice. 
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The intraday (or weekly) direction on a candlestick chart can be traced 
by means of two "shadows": the upper shadow (uwakage) and the lower 
shadow (shitakage).  


 
Just as with a bar chart, the candlestick chart is unable to trace every 


price movement during a day's activity. 
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5.3. Trends, Support and Resistance 
 
Kinds Of Trends 
The trend shows a pending direction of the market movement. 
 
A trend may be: 
1. Upward (See Figure 5.7.) 
2. Downward (See Figure 5.8.) 
3. Sideways, also known as a "flat market" or "trendless" (See Figure 


5.9.) 
 
Because the markets do not move in a straight line in any direction, but 


rather in zigzags, it is the direction of these peaks and troughs that creates 
the market trend. In addition to direction, trends are also classified by time 
frame: major or long-term trends, secondary or medium-term trends, and 
near-term or short-term trends. Any number of secondary and near-term 
trends may occur within a major trend. The time frames for each class vary 
widely. The Dow Theory suggests a one-year length for a major trend. 
Currently, for a major trend, the market expects a time span of over one 
year. Secondary trends should last for a matter of months, and short-term 
trends for a matter of weeks. 


 


 
 
Figure 5.7.   An example of the up trend  
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Figure 5.8.   An example of the down trend 
 
 


 
 
Figure 5.9.   An example of the sideways trend 
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Percentage Retracement 
Foreign currencies, like all the other financial instruments, do not move 


straight up or down, even in the healthiest of trends. Traders watch several 
percentage retracements, in search of price objectives. 


 
There are three typical percentage retracements: 
1. Charles Dow developed the traditional percentage retracements 


which are 1/3, 1/2, and 2/3; or 33 percent, 50 percent, and 66 percent. A 
retracement past 66 percent is considered to be a trend failure.  


2. The Fibonacci ratios. These ratios are 0.382, 0.50, and 0.618, or 
approximately 38 percent, 50 percent, and 62 percent.  


3. The Gann percentages attach importance to the one-eighth break-
downs.  


 
The Trendline 
A trendline is the natural development in tracking a trend. It simply 


consists of a straight line connecting the significant highs (peaks) or the 
significant lows (troughs.) Following in the tracks of the trend directions, the 
trendlines may be classified as: 


1. Rising trendlines. (See Figure 5.10.) 
2. Declining trendlines. (See Figure 5.11.) 
3. Sideways trendlines. (See Figure 5.12.) 
 
To draw a trendline only two points are necessary and the third one is 


the contact point confirmation. The currency maintains its general direction 
and velocity. A trendline exists until it is broken as a result of a significal move 
of the price up or down. Hence, even after confirmation, the breakout is still 
likely to be followed by a period of consolidation It is relatively rare for a 
trendline to suddenly reverse its direction. If a consolidation period does 
indeed occur, the longer it lasts, the steeper the following rally will be. 
Breakouts from up trendlines tend to test the strength of the former support 
line, now turned into a resistance line.  


 
A price filter of 3 percents serves usually to test the validity of the 


breakout. 
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Figure 5.10.   Example of a rising trendline.  
 


 
 
Figure 5.11.   An example of the declining trendline.  
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Figure 5.12.   An example of the sideways trendline 
 
The trendline and a line drawn along the opposite edge of the trend 


pattern about to be parallel to the trendline form the trade channel (See 
Figure 5.13.). Then the both lines are known as the channel lines. 


 
Lines of Support and Resistance 
The upper and bottom borders of a trade channel (See Figure 5.14.) 


forme lines of support and resistance. The peaks represent the price levels at 
which the selling pressure exceeds the buying pressure are known as 
resistance levels. The troughs, on the other hand, represent the levels at 
which the selling pressure succumbs to the buying pressure. They are called 
support levels. The longer the prices bounce off the support and resistance 
levels, the more significant the trend becomes. Trading volume is also very 
important, especially at the critical support and resistance levels. When the 
currency bounces off these levels under heavy volume, the significance of the 
trend increases. The importance of support and resistance levels goes beyond 
their original functions. If these levels are convincingly penetrated, they tend 
to turn into just the opposite. A firm support level, once it is penetrated on 
heavy volume, will likely turn into a strong resistance level. Conversely, a 
strong resistance turns into a firm support after being penetrated. 
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Figure 5.13.   An example of the trade channel 
 
 


 
 
Figure 5.14.   Example of the support turned into resistance 
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5.4. Trend Reversal Patterns 
 
Chart formations are generally sorted on the basis of their significance 


to the current trend of the underlying currency. Formations signaling the end 
of the trend are known as reversal patterns. Conversely, chart formations that 
confirm that the underlying currency trend is intact are called continuation 
patterns.  


 
The most significant trend reversal patterns are: 
1. Head-and-shoulders and inverse head-and-shoulders. 
2. Double tops and double bottoms. 
3. Triple tops and triple bottoms. 
 
Head-And-Shoulders 
The head-and-shoulders pattern is one of the most reliable and well-


known chart formations. It consists of three consecutive rallies. The first and 
third rallies—the shoulders—have about the same height, and the middle 
one—the head—is the highest. All three rallies are based on the same support 
line (or on the resistance line in the case of the reversed head-and-shoulders 
formation), known as the neckline. 


 
Prior to point A, the neckline was a resistance line (see Figure 5.15.). 


Once the resistance line was broken, it turned into a significant support line. 
The price bounced off it twice, at points B and C. The neckline was eventually 
broken in point D, under heavy volume, and the trend reversal was 
confirmed. As the significant support line was broken, a retracement could be 
expected to retest the neckline (E), now a resistance line again. If the 
resistance line held, the price was expected to eventually decline to around 
level F, which was the price target of the head-and-shoulders formation. The 
target was approximately equal in amplitude to the distance between the top 
of the head and the neckline. The price target was measured from point D, 
where the neckline was broken. (See the dotted lines). 


 
Signals Generated by the Head-and-shoulders Pattern 
The head-and-shoulders formation provides excellent information: 
1. The support line. This is based on points B and C. 
2. The resistance line. After giving in at point D, the market may 


retest the neckline at point E. 
3. The price direction. If the neckline holds the buying pressure at 


point E, then the formation provides information regarding the price direction: 
diametrically opposed to the direction of the head-and-shoulders (bearish). 


4. The price target. This is provided by the confirmation of the 
formation (by breaking through the neckline under heavy trading volume). 
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Figure 5.15.   Diagram of a typical head-and-shoulders pattern 
 
 
One of the main requirements of the successful development of this 


formation is that the breakout through the neckline occurs under heavy 
market volume. A breakout on light volume is a strong warning that it is a 
false breakout and will trigger a sharp backlash in the currency price. The 
time frame for this chart formation's evolution is anywhere from several 
weeks to several months. The intraday chart formations are not reliable. The 
longer the formation time is, the more significance should be attached to this 
pattern. The target is unlikely to be reached in a very short time frame. 
Whereas there is no immediate suggestion regarding the length of target 
reaching time, common sense would link it to the duration of development of 
the chart pattern. 


 
It is reasonable to emphasize the importance of measuring the target 


from the point where the neckline was broken. There is a tendency among 
new technicians to measure the target price not only from under the neckline 
but also from the middle of the formation. This may happen as they measure 
the height of the head. Most head-and-shoulders formations, of course, look 
different from that in Figure 5.16. Prices fluctuate enough to forego any 
possibility of a clean-looking chart line. Also, the neckline is seldom a perfectly 
horizontal line. 
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Figure 5.16.   Diagram of a typical inverse head-and-shoulders pattern 
 
Inverse Head-And-Shoulders 
The inverse head-and-shoulders formation is a mirror image of the 


previous pattern. Therefore, you can apply the same characteristics, potential 
problems, signals, and trader's point of view from the preceding presentation. 
The underlying currency broke out of the downtrend ranged by the xx'-yy' 
channel. The currency retested the previous resistance line (the rally number 
3), now turned into a support line. Among the three consecutive rallies, the 
shoulders (1 and 3) have approximately the same height, and the head is the 
lowest. Prior to point A, the neckline was a support line. Once this line was 
broken, it turned into a significant resistance line. The price bounced off the 
neckline twice, at points В and C. The neckline was eventually broken at point 
D, under heavy volume. As the significant resistance line was broken, a 
retracement could be expected to retest the neckline (E), now a support line 
again. If it held, the price was expected to eventually rise to around level F, 
which is the price target of the head-and-shoulders formation. 


 
The price objective is approximately equal in amplitude to the distance 


between the top of the head and the neckline, and is measured from the 
breakout point D. 


 
Double Top 
Another very reliable and common trend reversal chart formation is the 


double top. As the name clearly and succinctly describes, this pattern consists 
of two tops (peaks) of approximately equal heights. (See Figure 5.17.). A 
parallel line is drawn against a resistance line that connects the two tops. We 
should think of this line as identical to the head-and-shoulders' neckline. As a 
resistance line, it is broken at point A. It turns into a strong support for price 
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level at C, but eventually fails at point E. The support line turns into a strong 
resistance line, which holds the market backlash at point F. The price 
objective is at level G, which is the average height of the double top 
formation, measured from point E. 


 


 
 
Figure 5.17. Diagram of a typical double-top formation 


 
Signals Provided by the Double Top Formation 
The double top formation provides information on: 
1. The support line, set between points A and E. 
2. The resistance line, set between points В and D. 
3. The price direction. If the neckline holds the buying pressure at 


point F, then the formation provides information regarding the price direction: 
diametrically opposed to the direction of the peaks (bearish). 


4. The price target, provided by the confirmation of the formation (by 
breaking through the neckline under heavy trading volume). 


 
Exactly as in the case of the head-and-shoulders pattern, a vital 


requirement for the successful completion of the double-top formation is that 
the breakout through the neckline occurs under heavy market volume. Again, 
please remember that gauging volume in traditional ways is only possible in 
the currency futures market. Therefore, the trader must estimate the size of 
the cash market volume by extrapolating from  


 
The currency futures' volume and the trading "noise." A breakout on 


light volume is a strong case for a false breakout, which would trigger a sharp 
backlash in the currency price. The time frame for this chart formation's 
evolution is anywhere from several weeks to several months. The intraday 
chart formations are less reliable. There is a strong correlation between the 
length of time to develop the pattern and the significance of the formation. 
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The target is unlikely to be reached in a very short time frame. There is 
no direct suggestion regarding the length of target reaching time; but foreign 
exchange common sense links it to the duration of development. 


 
It is important to measure the target from the point where the neckline 


was broken. Avoid the trap of measuring the target price from the middle of 
the formation under the neckline. This may happen as you measure the 
average height of the formation. 


 
Double Bottom 
The double bottom formation is a mirror image of the previous pattern. 


(See Figure 5.18.). Therefore, one may apply the same characteristics, 
potential problems, signals, and trader's point of view from the preceding 
presentation. 


 


 
 
Figure 5.18.   Diagram of a typical double-bottom formation 
 
The bottoms have about the same amplitude. A parallel line (the 


neckline) is drawn against the line connecting the two bottoms (B and D.) As 
a support line, it is broken at point A. It turns into a strong resistance for 
price level at C, but eventually fails at point E. The resistance line turns into a 
strong support line, which holds the market backlash at point F. The price 
objective is at level G, which is the average height of the bottoms, measured 
from point E. (See the dotted lines). 


 
Triple Top And Triple Bottom 
The triple top is a hybrid of the head-and-shoulders and double-top 


trend reversal formations. (See Figure 5.19.) Conversely, the triple bottom is 
a hybrid of the inverse head-and-shoulders and double-bottom formations. 
(See Figure 5.20.) Consequently, they have the same characteristics, potential 
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problems, signals, and trader's point of view as the double top or double 
bottom, respectively. 


 
As shown in Figure 5.19., in a typical triple-top formation, the tops have 


about the same height. A parallel line (the neckline) is drawn against the line 
connecting the three tops (B, D, and F.) As a resistance line, the neckline is 
broken at point A. It turns into a strong support for price levels at С and E, 
but eventually fails at point G. The support line turns into a strong resistance 
line, which holds the market backlash at point H. The price objective is at 
level I, which is the average height of the three tops formation, as measured 
from point D (see the dotted lines). 


 


  
 
Figure 5.19.  Diagram of a triple-top formation 
 
As a double top, the formation fails at point E. The price moves up 


steeply toward point F. The resistance line is holding once more and the price 
drops sharply again toward point G. At this level, the market pressure is able 
to penetrate the support line. After a possible retest of the neckline, the 
prices drop further, to eventually reach the price objective. 


 
The opposite is true for the triple bottom 
As shown in Figure 5.19., in a triple-bottom formation, the bottoms 


have about the same amplitude. A parallel line (the neckline) is drawn against 
the line connecting the three bottoms (B, D, and F.) As a support line, the 
neckline is broken at point A. It turns into a strong resistance for price levels 
at С and E, but eventually fails at point G. The resistance line turns into a 
strong support line, which holds the market backlash at point H. The price 
objective is at level I, which is the average length of the triple-bottom 
formation, as measured from point D (see the dotted lines). 
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Figure 5.20. Diagram of a typical triple-bottom formation. 
 
Rounded Top and Bottom Formations 
The rounded top and bottom, also known as saucers consist of a very 


slow and gradual change in the direction of the market. These patterns reflect 
the indecision of the market at the end of a trend. The trading activity is slow. 
It is impossible to know when the formation is indeed completed, and not for 
a lack of trying. Like any other consolidation pattern, the longer it takes to 
complete, the higher the likelihood of a sharp price move in the new 
direction. 


 
Diamond Formation 
The diamond formation tends to occur at the top of the trend. The price 


activity may be outlined by a shape resembling a diamond (see Figure 5.21.). 
The increase and decrease in trading volume closely mimic the combination of 
divergent and convergent support and resistance lines. Upon breakout, 
volume picks up substantially. The price target is the height of the diamond, 
measured from the breakout point.  


 
The head-and-shoulders, the double top and bottom and the triple top 


and bottom, due to their significance in trend reversals, are generally known 
as major reversal patterns. 
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Figure 5.21. A scheme of a diamond reversal formation 
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5.5. Trend Continuation Patterns 
 
Technical analysis provides charts that reinforce the current trends. 


These chart formations are known as continuation patterns. They consist of 
fairly short consolidation periods. The breakouts occur in the same direction 
as the original trend.  


 
The most important continuation patterns are: 
1. Flags 
2. Pennants 
3. Triangles 
4. Wedges 
5. Rectangles 
 
Flag formation 
The flag formation provides signals for direction and price objective. 


This formation represents a brief consolidation period within a solid and steep 
upward or downward trend. The consolidation itself is bordered by a support 
line and a resistance line, which are parallel to each other or very mildly 
converging, making it look like a flag (parallelogram) and tends to be sloped 
in the opposite direction from the slope of the original trend, or is simply flat. 
The previous sharp trend is resembles a flagpole. 


 
If the original trend is going down, the formation is called a bearish 


flag. (See Figure 5.22.) As Figure 5.22. shows, the original trend is sharply 
down. The flagpole is measured between points A and B. The consolidation 
period occurs between the support line B to E and the resistance line C to D. 
When the price penetrates the support line at point E, the trend resumes its 
fall, with the price objective F, measured from E. The price target is of about 
equal amplitude with the flagpole's length (A to B), measured from the 
breakout point through the support line (B to E.) 


 
In the numerical example, the height of the flagpole is measured as the 


difference between 140.00 and 120.00 equals 2000 pips. Once the support 
line is broken at 125.00, the price target is 105.00, as 2000 pips from 125.00. 


 
Pennant Formation 
The pennants are closely related to the flags. The same principles apply. 


The sole difference is that the consolidation area better resembles a pennant, as 
the support and resistance lines converge. If the original trend is bullish, then 
the chart pattern is a bullish pennant. In Figure 5.23., the pennant pole is A to B 
The pennant-shaped consolidation is framed by C, B, and D. When the market 
breaks through the resistance line B to D, the price objective is E. The 
amplitude of the target price is D to E, and it is equal to the pennant pole A to B. 
The price target measurement starts from the breakout point. 
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Figure 5.22.   Diagram of a bear flag formation 
 
In the numerical example, the height of the pennant pole is measured as 


the difference between 1.5500 and 1.4500, or 1000 pips. Once the resistance line 
is broken at 1.5200, the price target is 1.6200, as 1000 pips from 1.5200. 


 
 


          
 
 


Figure 5.23.   Diagram of a bullish pennant. 
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If the original trend is going down, then the formation is a bearish 
pennant. In Figure 5.24., the pennant pole is A to B. The pennant-shaped 
consolidation is framed by C, B and D. When the market breaks through the 
support line B to D, the objective price is E. The amplitude of the target price is D 
to E, and it is equal to the pennant pole A to B. The price target measurement 
starts from the breakout point. 


 
In the numerical example, the height of the flagpole is measured as the 


difference between 139.00 and 119.00, or 2000 pips. Once the support line is 
broken at 120.00, the price target is 100.00, as 2000 pips from 120.00.  


 
 


        
 
Figure 5.24.   Diagram of a bearish pennant 
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Triangle Formation 
Triangles can be visualized as pennants with no poles. There are four 


types of triangles: symmetrical, ascending, descending, and expanding 
(broadening). 


 
A symmetrical triangle consists of two symmetrically converging support 


and resistance lines, defined by at least four significant points. (See Figure 5.25.) 
The two symmetrically converging lines suggest that there is a balance between 
supply and demand in the foreign exchange market. Consequently, a break 
may occur on either side. In the case of a bullish symmetrical triangle, the 
breakout will occur in the same direction, qualifying the formation as a 
continuation pattern. 


 


 
 
Figure 5.25.   A market example of a bearish pennant 
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As Figure 5.26. shows, the converging lines are symmetrical. The declining 
line is defined by points B, D, and F. The rising support line is defined by points 
A, C, E, and G. The price target is either (1) equal to the width of the base of 
the triangle BB', measured from the breakout point H (HH'); or (2) at the 
intersection of line BI (which is a parallel line to the rising line AG) with the price 
line. 


 
Trading volume will visibly decrease toward the end of the triangle, 


suggesting the ambivalence of the market. The breakout is accompanied by a rise 
in volume. 


 
In the numerical example, the price objective is either 1.5500, as the 


difference between 1.5000 and 1.4000, measured from 1.4500 or 1.5300, as the 
difference between 1.5000 and 1.4000, measured from 1.4300.  


 


 


 
 
Figure 5.26.   Diagram of a bullish symmetrical triangle 
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The ascending triangle consists of flat resistance line and a rising support 
line. (See Figure 5.27.) The formation suggests that demand is stronger than 
supply. The breakout should occur on the upside, and it consists of the width of 
the base of the triangle as measured from the breakout point. As you can see in 
Figure 5.28., the resistance line defined by points A, C, and E is flat. The 
converging bottom line, defined by points B, D, and F, is sloped upward. The price 
objective is the with of the base of the triangle (AA') measured above the 
resistance line from the breakout point G (GG'.) In the numerical example, the 
price objective is 106.00, as the 200-pip difference between 105.00 and 103.00, 
measured from 104.00. 


 
Trading volume is decreasing steadily toward the tip of the triangle, but 


increases rapidly on the breakout. 
 


 
 
Figure 5.27.   An example of a symmetrical triangle 
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Figure 5.28.   Diagram of typical ascending triangle 
 
 
The descending triangle is simply a mirror image of the ascending triangle. It 


consists of a flat support line and a downward sloping resistance line. (See 
Figure 5.29.) This pattern suggests that supply is larger than demand. The 
currency is expected to break on the downside. The descending triangle also 
provides a price objective. This objective is calculated by measuring the width 
of the triangle base and then transposing it to the breakpoint. As shown in 
Figure 5.29., the support line, defined by points A, C, E, and G, is flat. The 
converging top line, defined by points B, D, F, and H, is sloped downward. The 
price objective is the width of the base of the triangle (AA'), measured above 
the support line from the breakout point I (IF.) 


 
In the numerical example, the price objective is 1.3000, as the 1000-pip 


difference between 1.5000 and 1.4000, measured from 1.4000. 
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 Figure 5.29.   Diagram of a descending triangle 
 
 
Trading volume is decreasing steadily toward the tip of the triangle, but 


increases rapidly on the breakout. 
 
The expanding (broadening) triangle consists of a horizontal mirror image of 


a triangle, where the tip of the triangle is next to the original trend, rather than its 
base. (See Figure 5.30.) Volume also follows the horizontal mirror image switch 
and increases steadily as the chart formation develops. As shown in Figure 5.30, 
the bottom support line, defined by points B, D, and F, and the top line, defined by 
points A, C, and E, are divergent. The price objective should be the width, GG', of 
the base of the triangle, measured from the breakout point G. 


 
In the numerical example, the price objective is 102.00, as the 100-pip 


difference between 101.00 and 100.00, measured from 101.00. 
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Figure 5.30.   Diagram of an expanding triangle 
 


 
Wedge Formation 
The wedge formation is a close relative of the triangle and the pennant 


formations. It resembles both the shape and the development time of the 
triangles, but it really looks and behaves like a pennant without a pole. The 
wedge is markedly sloped, and the breakout occurs in the direction opposite to its 
slope (see Figure 5.31.), but similar to the direction of the original trend. The 
signal we receive from the wedge formation is direction only. There is no reliable 
price objective. Depending on the trend direction, there are two types of 
wedges: falling (see Figure 5.31.) and rising. 


 







  FOREX.  On-line Manual For Successful Trading   76 


 
 
Figure 5.31.   Diagram of a falling wedge 


 
 


Rectangle Formation 
Also known as a trading range (or congestion), the rectangle formation 


reflects a consolidation period. Upon breakout, it is likely to continue the 
original trend. Its failure will change it from a continuation to a reversal pattern. 
This pattern is easy to spot, as it can be considered a minor side-ways trend. 


 
If it occurs within an uptrend and the breakout occurs on the upside, it is 


called a bullish rectangle. (See Figure 5.32.) The price objective is the height of 
the rectangle. As Figure 5.32. shows, the currency moves between well-
defined, flat support and resistance levels. A valid breakout may occur on 
either side from this consolidation period. The price target (GH) is equal to the 
height of the rectangle (G'H), measured from the breakout point H. In the 
numerical example, the price objective is 1.6200, as the 100-pip difference 
between 1.6100 and 1.6000, measured from 1.6100. 


 
If the consolidation occurs within a downtrend and the breakout continues 


the original trend, then it is called a bearish rectangle. (See Figure 5.33.) As 
shown in Figure 5.33., the currency moves between well-defined, flat support 
and resistance levels. A valid breakout may occur on either side of this 
consolidation period. The price objective (HG') is equal in size to the height of the 
rectangle (GH), measured from the breakout point H. In the numerical example, 
the price objective is 100.00, as the 100-pip difference between 102.00 and 
101.00, measured from 101.00. 
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Figure 5.32.   Diagram of a typical bullish rectangle 
 
 


 
 
Figure 5.33.   Diagram of a typical bearish rectangle 
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5.6. Gaps 
 
An opening outside the previous day's or other period's range generates 


a price gap. 
 
Price gaps, as plotted on bar charts, are very common in the currency 


futures market. Although currency futures may be traded around the clock, 
their markets are open for only about a third of the trading day. For instance, 
the largest currency futures market in the world, the Chicago IMM, is open for 
business 7:20 am to 2:00 pm CDT. Since the cash market continues to trade 
around the clock, price gaps may occur between two days' price ranges in the 
futures market.  


 
There are four types of gaps: common, breakaway, runaway, and 


exhaustion. 
 
Common Gaps 
Common gaps have the least technical significance of all the types of 


gaps. They do not indicate a trend start, continuation, reversal, or even a 
general direction of the currency other than in the very short term. Common 
gaps tend to occur in relatively quiet periods or in illiquid markets. When price 
gaps occur in illiquid markets, such as distant currency futures expiration 
dates, they must be completely ignored. The entries for distant expiration 
dates in currency futures are made only on a closing basis, and they do not 
reflect any trading activity. Never trade in an illiquid market because getting 
out of it is very difficult and expensive. When gaps occur within regular 
trading ranges, the word on the street has been that, "Gaps must be filled.". 
Common gaps are short term. When currency futures open higher than 
yesterday's high, they are quickly sold, targeting the level of the previous 
day's high. 


 
Breakaway Gaps 
Breakaway gaps occur at the beginning of a new trend, usually at the 


end of long consolidation periods. They may also appear after the completion 
of some chart formations that tend to act as short-term consolidations. 
Breakaway gaps signify a brisk change in trading sentiment, and they occur 
on increasingly heavy trading. Traders are understandably frustrated by 
consolidations, which are rarely profitable. Therefore, a breakout from the 
slow lane is embraced with optimism by the profit-hungry traders. The price 
takes a secondary place to participation. As always, naysayers follow the 
initial breakout. Sooner rather than later, the pessimists have no choice but to 
join the new move, thus creating more volume.  


 
Breakaway gaps are not likely to be filled during the breakout and for 


the duration of the subsequent move. In time, they may be filled during a 
new move on the opposite side. 
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In Figure 5.34., the currency futures trades sideways in a 100-pip range 
between 0.6550 and 0.6690 for a period of time. A price gap between 0.6690 
and 0.6730 signals the breakaway from the range. 


 


 
 
Figure 5.34. A typical breakaway gap.  
 
Signals for Breakaway Gaps: 
1. A breakaway gap provides the price direction. 
2. There is no price objective. 
3. Increasing demand for a currency ensures a solid move on good 


volume in the foreseeable future. 
 
Runaway Gaps 
From a technical point of view, runaway, or measurement, gaps are 


special gaps that occur within solid trends. They are known as measurement 
gaps because they tend to occur about midway through the life of a trend. 
Thus, if you measure the total range of the previous trend and extrapolate it 
from the measurement gap, you can identify the end of the trend and your 
price objective. Since the velocity of the move should be similar on both sides 
of the gap, you also have a time frame for the duration of the trend. 


 
Trading Signals for Runaway Gaps 
1. The runaway, or measurement, gap provides the direction of the 


market. As a continuation pattern, this type of gap confirms the health and 
the velocity of the trend. 


2. Volume is good because traders like trends, and confirmed trends 
attract more optimism and capital. 
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3. This is the only type of gap that also provides a price objective and a 
time frame. These characteristics are also useful for developing hedging 
strategies. 


 
Exhaustion Gaps 
Exhaustion gaps may occur at the top or bottom of a formation when 


trends change direction in an atypically quick manner. There is no 
consolidation next to the broken trend line: The trend reversal is very sharp 
through a bullish move, looks a lot like a measurement gap. So traders buy 
the currency and stay long overnight on that assumption. The following day 
the market opens below the previous low, generating a second gap. If the 
second gap is filled or does not even occur, the trading signal remains the 
same. Traders do not have to get caught badly in this exhaustion gap. A 
sudden trend reversal is unlikely to occur in an information void. Some sort of 
identifiable event triggers the move—maybe a government fall or a massive 
and well-timed central bank intervention. Therefore, traders should at least 
be warned. 
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5.7. Mathematical Trading Methods (Indicators) 
 
The mathematical trading methods provide a more objective view of 


price activity. In addition, these methods tend to provide signals prior to their 
occurrence on the currency charts. The tools of the mathematical methods 
are moving averages and oscillators. 


 
Moving Averages 
A moving average is an average of a predetermined number of prices 


over a number of days, divided by the number of entries. The higher the 
number of days in the average, the smoother the line is. A moving average 
makes it easier to visualize currency activity without daily statistical noise. It 
is a common tool in technical analysis and is used either by itself or as an 
oscillator. 


 
As one can see from Figure 5.35., a moving average has a smoother 


line than the underlying currency. The daily closing price is commonly 
included in the moving averages. The average may also be based on the 
midrange level or on a daily average of the high, low, and closing prices. 


 


 
 
Figure 5.35. Examples of three simple moving averages—5-day (white), 20-day (red) and 60-day 


(green) 
 
It is important to observe that the moving average is a follower rather 


than a leader. Its signals occur after the new movement has started, not before. 
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There are three types of moving averages: 
1. The simple moving average or arithmetic mean. 
2. The linearly weighted moving average. 
3. The exponentially smoothed moving average. 
 
As described, the simple moving average or arithmetic mean is the 


average of a predetermined number of prices over a number of days, divided 
by the number of entries.  


 
Traders have the option of using a linearly weighted moving average 


(See Figure 5.36.). This type of average assigns more weight to the more 
recent closings. This is achieved by multiplying the last day's price by one, 
and each closer day by an increasing consecutive number. In our previous 
example, the fourth day's price is multiplied by 1, the third by 2, the second 
by 3, and the last one by 4; then the fourth day's price is deducted. The new 
sum is divided by 9, which is the sum of its multipliers. 


 


 
 
Figure 5.36.   Example of a 20-day simple moving average (red) as compared to a 20-day 


weighted moving average (white) 
 
The most sophisticated moving average available is the exponentially 


smoothed moving average. (See Figure 5.37.) In addition to assigning 
different weights to the previous prices, the exponentially smoothed moving 
average also takes into account the previous price information of the 
underlying currency. 
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Figure 5.37.  Example of a 20-day simple moving average (red) as compared to a 20-day 


exponential moving average (white) 
 
 
Trading Signals of Moving Averages 
Single moving averages are frequently used as price and time filters. As 


a price filter, a short-term moving average has to be cleared by the currency 
closing price, the entire daily range, or a certain percentage (chosen at the 
discretion of the trader). 


 
The envelope model (See Figure 5.38.) serves as a price filter. It 


consists of a short-term (perhaps 5-day) closing price based moving average 
to which a small percentage (2 percent is suggested for foreign currencies.) 
are added and substracted. The two winding parallel lines above and below 
the moving average will create a band bordering most price fluctuations. 
When the upper band is penetrated, a selling signal occurs. When the lower 
band is penetrated, a buying signal occurs. Because the signals generated by 
the envelope model are very short-term and they occur many times against 
the ongoing direction of the market, speed of execution is paramount. The 
high-low band is set up the same way, except that the moving average is 
based on the high and low prices. As a time filter, a short number of days 
may be used to avoid any false signals.  


 







  FOREX.  On-line Manual For Successful Trading   84 


 
 
Figure 5.38.   An envelope model define the edges of the band. A close above the upper 


band sends a buying signal and one below the lower band gives a selling signal 
 
Usually traders choose a number of averages to use with a currency. A 


suggested number is three, as more signals may be available. It may be 
helpful to use intervals that better encompass short-term, medium-term, and 
long-term periods, to arrive at a more complex set of signals. Some of the 
more popular periods are 4, 9, and 18 days; 5, 20, and 60 days; and 7, 21, 
and 90 days. Unless you focus on a specific combination of moving averages 
(for instance, 4, 9, and 18 days), the exact number of days for each of the 
averages is less important, as long as they are spaced far enough apart from 
each other to avoid insignificant signals. 


 
A buying signal on a two-moving average combination occurs when the 


shorter term of two consecutive averages intersects the longer one upward. A 
selling signal occurs when the reverse happens, and the longer of two 
consecutive averages intersects the shorter one downward. (See Figure 5.39.) 


 
Oscillators  
Oscillators are designed to provide signals regarding overbought and 


oversold conditions. Their signals are mostly useful at the extremes of their scales 
and are triggered when a divergence occurs between the price of the underlying 
currency and the oscillator. Crossing the zero line, when applicable, usually 
generates direction signals. Examples of the major types of oscillators are moving 
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averages convergence-divergence (MACD), momentum and relative strength 
index (RSI). 


 


 
 
Figure 5.39.   Examples of a sell signal (first and third crossovers) and a buy signals (second 


crossover) provided by the 5-day (red) and 20-day (white) moving averages 
 
 
Stochastics 
Stochastics generate trading signals before they appear in the price 


itself. Its concept is based on observations that, as the market gets high, the 
closing prices tend to approach the daily highs; whereas in a bottoming market, 
the closing prices tend to draw near the daily lows. 


 
The oscillator consists of two lines called %K and %D. Visualize %K as the 


plotted instrument, and %D as its moving average. 
 
The formulas for calculating the stochastics are: 
%K = [(CCL -L9)I(H9 - L9)] * 100, where 


 CCL = current closing price 
L9 - the lowest low of the past 9 days 
H9 - the highest high of the past 9 days  


and 
%D=(H3/L3~) * 100, 


where H3 = the three-day sum of (CCL - L9) 
L3 = the three-day sum of (H9 - L9) 
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The resulting lines are plotted on a 1 to 100 scale, with overbought and 
oversold warning signals at 70 percent and 30 percent, respectively. The buying 
(bullish reversal) signals occur under 10 percent, and conversely the selling 
(bearish reversal) signals come into play above 90 percent after the currency 
turns. (See Figure 5.40.) In addition to these signals, the oscillator-currency price 
divergence generates significant signals. 


 


 
 
Figure 5.40.   An example of the stochastic 
 
The intersection of the %D and %K lines generates further trading signals. 


There are two types of intersections between the %D and %K lines: 
1. The left crossing, when the %K line crosses prior to the peak of the 


%D line. 
2. The right crossing, when the %K line occurs after the peak of the %D 


line. 
 
Moving Average Convergence-Divergence (MACD) 
The moving average convergence-divergence (MACD) oscillator, 


developed by Gerald Appel, is built on exponentially smoothed moving aver 
ages. The MACD consists of two exponential moving averages that are plotted 
against the zero line. The zero line represents the times the values of the two 
moving averages are identical. 
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In addition to the signals generated by the averages' intersection with 
the zero line and by divergence, additional signals occur as the shorter 
average line intersects the longer average line. The buying signal is displayed 
by an upward crossover, and the selling signal by a downward crossover. 
(See Figure 5.41.) 


 


 
 
Figure 5.41.   An example of MACD 
 
Momentum 
Momentum is an oscillator designed to measure the rate of price 


change, not the actual price level. This oscillator consists of the net difference 
between the current closing price and the oldest closing price from a 
predetermined period. 


 
The formula for calculating the momentum (M) is: 
M=CCP-OCP, where 


CCP - current closing price 
OCP - old closing price for the predetermined period. 


 
The new values thus obtained will be either positive or negative 


numbers, and they will be plotted around the zero line. At extreme positive 
values, momentum suggests an overbought condition, whereas at extreme 
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negative values, the indication is an oversold condition. (See Figure 5.42.) 
The momentum is measured on an open scale around the zero line. 


 


 
 
Figure 5.42.   An example of the momentum oscillator 
 
This may create potential problems when a trader must figure out 


exactly what an extreme overbought or oversold condition means. On the 
simplest level, the relativity of the situation may be addressed by analyzing 
the previous historical data and determining the approximate levels that 
delineate the extremes. The shorter the number of days included in the 
calculations, the more responsive the momentum will be to short-term 
fluctuations, and vice versa. The signals triggered by the crossing of the zero 
line remain in effect. However, they should be followed only when they are 
consistent with the ongoing trend. 


 
The Relative Strength Index (RSI) 
The relative strength index is a popular oscillator devised by Welles 


Wilder. The RSI measures the relative changes between the higher and lower 
closing prices. (See Figure 5.43.) 
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Figure 5.43. An example of the RSI oscillator 
 
The formula for calculating the RSI is: 
Л5/=100-[100/(1+RS)], where 


RS - (average of X days up closes/average of X days down 
closes); 


X - predetermined number of days The original number of 
days, as used by its author, was 14 days. Currently, a 9-day 
period is more popular. 


 
The RSI is plotted on a 0 to 100 scale. The 70 and 30 values are used 


as warning signals, whereas values above 85 indicate an overbought 
condition (selling signal) and values under 15 indicate an oversold condition 
(buying signal.) Wilder identified the RSI's forte as its divergence versus the 
underlying price.  


 
Rate of Change (ROC) 
The rate of change is another version of the momentum oscillator. The 


difference consists in the fact that, while the momentum's formula is based 
on subtracting the oldest closing price from the most recent, the ROC's 
formula is based on dividing the oldest closing price into the most recent one. 
(See Figure 5.44.) 
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Figure 5.44.   An example of the rate of change (ROC) oscillator 
 
ROC = (CCP/OCP) * 100, where 


CCP - current closing price; 
OCP = old closing price for the predetermined period Larry 


Williams %R. 
 
 
The Larry Williams %R 
The Larry Williams %R is a version of the stochastics oscillator. It 


consists of the difference between the high price of a predetermined number 
of days and the current closing price, which difference in turn is divided by 
the total range. This oscillator is plotted on a reversed 0 to 100 scale. 
Therefore, the bullish reversal signals occur at under 80 percent, and the 
bearish signals appear at above 20 percent. The interpretations are similar to 
those discussed under stochastics. (See Figure 5.45.) 


 
Commodity Channel Index (CCI) 
The commodity channel index was developed by Donald Lambert. It 


consists of the difference between the mean price of the currency and the 
average of the mean price over a predetermined period of time (See Figure 
5.46.). A buying signal is generated when the price exceeds the upper (+100) 
line, and a selling signal occurs when the price dips under the lower (-100) 
line. (See Figure 5.46.) 
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Figure 5.45.   An example of the Larry Williams %R oscillator 
 
 


 
 
Figure 5.46.   An example of the commodity channel index 
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Bollinger Bands 
The Bollinger bands combine a moving average with the instrument's 


volatility. The bands were designed to gauge whether prices are high or low 
on a relative basis via volatility. The two are plotted two standard deviations 
above and below a 20-day simple moving average. 


 
The bands look a lot like an expanding and contracting envelope model. 


When the band contracts drastically, the signal is that volatility is low and 
thus likely to expand in the near future. An additional signal is a succession of 
two top formations, one outside the band followed by one inside. If it occurs 
above the band, it is a selling signal. When it occurs below the band, it is a 
buying signal. (See Figure 5.47.) 


 
The Parabolic System (SAR) 
The parabolic system is a stop-loss system based on price and time. 


The system was devised to supplement the inadvertent gaps of the other 
trend-following systems. The name of the system is derived from its parabolic 
shape, which follows the price gyrations. It is represented by a dotted line. 
When the parabola is placed under the price, it suggests a long position. 
Conversely, when placed above the price, the parabola indicates a short 
position. (See Figure 5.48.) The parabolic system can be used with oscillators. 
SAR stands for stop and reverse. The stop moves daily in the direction of the 
new trend. The built-in acceleration factor pushes the SAR to catch up with 
the currency price. If the new trend fails, the SAR signal will be generated. 


 
The Directional Movement Index (DMI) 
The directional movement index provides a signal of trend presence in 


the market. The line simply rates the price directional movement on a scale 
of0 to 100. The higher the number, the better the trend potential of a 
movement, and vice versa. (See Figure 5.49.) This system can be used by 
itself or as a filter to the SAR system.  


 
Traders use different combinations of technical tools in their daily 


trading and analysis. Some of the more popular oscillators are shown in 
Figure 5.50. 
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Figure 5.47.   A market example of Bollinger bands 
 
 


 
 
Figure 5.48.   An example of the SAR parabolic study 
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Figure 5.49.   Example of the directional movement index (DMI) 
 
 


 
 
Figure 5.50.   Example of oscillator combinations used for trading 
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CHAPTER 6 
Fibonacci Analysis and 


Elliott Waves Theory 
 


 
 


6.1. Fibonacci Analysis 
 
The Fibonacci analysis gives ratios which play important role in the 


forecasting of market movements. This theory is named after Leonardo 
Fibonacci of Pisa, an Italian mathematician of the late twelfth and early 
thirteenth centuries He introduced an additive numerical series - Fibonacci 
sequence. 


 
The Fibonacci sequence consists of the following series of numbers: 
1, 1, 2, 3, 5, 8, 13, 21, 34, 55, 89, 144, 233, 377, 610, 987, 


1597, 2584, 4181, (etc.), which exhibit several remarkable relationships, 
in particular the ratio of any term in the series to the next higher term. This 
ratio tends asymptotically to 0.618 (the Fibonacci ratio). In addition, the ratio 
of any term to the next lower term in the sequence tends asymptotically to 
1.618, which is the inverse of 0.618. Similarly constant ratios exist between 
numbers two terms  


 
Golden spirals appear in a variety of natural objects, from seashells to 


hurricanes to galaxies.  
 
The financial markets exhibit Fibonacci proportions in a number of 


ways, particularly it constitute a tool for calculating price targets and placing 
stops. For example, if a correction is expected to retrace 61.8 percent of the 
preceding impulse wave, an investor might place a stop slightly below that 
level. This will ensure that if the correction is of a larger degree of trend than 
expected, the investor will not be exposed to excessive losses. On the other 
hand, if the correction ends near the target level, this outcome will increase 
the probability that the investor's preferred price move interpretation is 
accurate. 
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6.2. The Elliott Waves 
 
Basics of Wave Analysis 
The Elliott waves principle is a system of empirically derived rules for 


interpreting action in the markets. Elliott pointed out that the market unfolds 
according to a basic rhythm or pattern of five waves in the direction of the 
trend at one larger scale and three waves against that trend. In a rising 
market, this five wave/three-wave pattern forms one complete bull 
market/bear market cycle of eight waves. The five-wave upward movement 
as a whole is referred to as an impulse wave, and the three-wave 
countertrend movement is described as a corrective wave (See Figure 6.1). 
Within the five-wave bull move, waves 1, 3 and 5 are themselves impulse 
waves, subdividing into five waves of smaller scale; while waves 2 and 4 are 
corrective waves, subdividing into three smaller waves each. As shown in 
Figure 6.1, subwaves of impulse sequences are labeled with numbers, while 
subwaves of corrections are labeled with letters. 


 


 
 
Figure 6.1.   The basic Elliott Wave pattern 
 


Following the cycle shown in the illustration, a second five-wave upside 
movement begins, followed by another three-wave correction, followed by 
one more five-wave up move. This sequence of movements constitutes a five-
wave impulse pattern at one larger degree of trend, and a three-wave 
corrective movement at the same scale must follow. Figure 6.2 shows this 
larger-scale pattern in detail. 


 
As the illustration shows, waves of any degree in any series can be 


subdivided and resubdivided into waves of smaller degree or expanded into 
waves of larger degree. 
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 Figure 6.2.   The larger pattern in detail 
 


The following rules are applicable to the interpretation of Elliott Waves: 
1. A second wave may never retrace more than 100 percent of a first 


wave; for example, in a bull market, the low of the second wave may not go 
below the beginning of the first wave. 


2. The third wave is never the shortest wave in an impulse sequence; 
often, it is the longest.  


3. A fourth wave can never enter the price range of a first wave, except 
in one specific type of wave pattern, the form of market movements is 
essentially the same, irrespective of the size or duration of the movements.  


 
Furthermore, smaller-scale movements link up to create larger-scale 


movements possessing the same basic form. Conversely, large-scale 
movements consist of smaller-scale subdivisions with which they share a 
geometric similarity. Because these movements link up in increments of five 
waves and three waves, they generate sequences of numbers that the analyst 
can use (along with the rules of wave formation) to help identify the current 
state of pattern development, as shown in Figure 6.3. 
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Figure 6.3.   A complete market cycle 
 
As the market swings of any degree tend to move more easily with the 


trend of one larger degree than against it, corrective waves often are difficult 
to interpret precisely until they are finished. Thus, the terminations of 
corrective waves are less predictable than those of impulse waves, and the 
wave analyst must exercise greater caution when the market is in a 
meandering, corrective mood than when prices are in a clearly impulsive 
trend. Moreover, while only three main types of impulse wave exist, there 
much more basic corrective wave patterns, and they can link up to form 
extended corrections of great complexity. A most important thing to 
remember about corrections is that only impulse waves can be “fives”. Thus, 
an initial five-wave movement against the larger trend is never a complete 
correction, but only part of it.  


 
Impulse Wave Variations 
In any given five-wave sequence, a tendency exists for one of the three 


impulse subwaves (i.e., wave 1, wave 3, or wave 5) to be an extension—an 
elongated movement, usually with internal subdivisions. At times, these 
subdivisions are of nearly the same amplitude and duration as the larger 
degree waves of the main impulse sequence, giving a total count of nine 
waves of similar size rather than the normal count of five for the main 
sequence. In a nine-wave sequence, it is sometimes difficult to identify which 
wave is extended. However, this is usually irrelevant, because a count of nine 
and a count of five have the same technical significance. Figure 6.4. shows 
why this is so; examples of extensions in various wave positions make it clear 
that the overall significance is the same in each case. Extensions can also 
occur within extensions. Although extended fifth waves are not uncommon, 
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extensions of extensions occur most often within third waves, as shown in 
Figure 6.5. 


 


 
 


 
 
 Figure 6.4.   Wave extensions 
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 Figure 6.5.   Wave extensions 
 
 


Extensions can provide a useful guide to the lengths of future waves. 
Most impulse sequences contain extensions in only one of their three 
impulsive subwaves. Thus, if the first and third waves are of about the same 
magnitude, the fifth wave probably will be extended, especially if volume 
during the fifth wave is greater than during the third.  


 
The Diagonal Triangles  
There are some patterns familiar from the Technical Analysis theory, 


particularly two types of triangles, which should be noticed in frame of Elliotts 
waves consideration. 


 
The diagonal triangle type 1 occurs only in fifth waves and in С waves, 


and it signals that the preceding move has, in accordance to Elliott, "gone too 
far, too fast." All of the patterns' sub-waves, including waves 1, 3, and 5, 
consist of three-wave movements, and their fourth waves often enter the 
price range of their first waves, as shown in Figures 6.6. and 6.7. A rising 
diagonal triangle type 1 is bearish, because it is usually followed by a sharp 
decline, at least to the level where the formation began. In contrast, a falling 
diagonal type 1 is bullish, because an upward thrust usually follows.  
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Figure 6.6.   A bullish pattern 
 
 


 
Figure 6.7.   A bearish pattern 
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The diagonal triangle type 2 occurs even more rarely than type 1. This 
pattern, found in first-wave or A-wave positions in very rare cases, resembles 
a diagonal type 1 in that it is defined by converging trendlines and its first 
wave and fourth wave overlap, as shown in Figure 6.8. However, it differs 
significantly from type 1 in that its impulsive subwaves (waves 1, 3, and 5) 
are normal, five-wave impulse waves, in contrast to the three-wave subwaves 
of type 1. This is consistent with the message of the type 2 diagonal triangle, 
which signals continuation of the underlying trend, in contrast to the type 1 's 
message of termination of the larger trend. 


 


 
 


Figure 6.8. 
 
 
Failures (Truncated Fifths) 
Elliott described as a failure an impulse pattern in which the extreme of 


the fifth wave fails to exceed the extreme of the third wave. Figures 6.9 and 
6.10 show examples of failures in bull and bear markets. As the illustrations 
show, the truncated fifth wave contains the necessary impulsive (i.e., five-
wave) substructure to complete the larger movement. However, its failure to 
surpass the previous impulse wave's extreme signals weakness in the 
underlying trend, and a sharp reversal usually follows. 
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 Figure 6.9.   Bull market failure 
 
 


 
 Figure 6.10.   Bear market failure 
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CHAPTER 7 
Foreign Exchange Risks 


 


 
 
On the foreign exchange market one discerns the following kinds of the 


risks: 
•  exchange rate risk; 
•  interest rate risk; 
•  credit risk; 
•  country risk. 
 
 
 
 
7.1. Exchange Rate Risk 
 
Exchange rate risk is a consequence of the continuous shift in the 


worldwide market supply and demand balance on an outstanding foreign 
exchange position. A position will be a subject to all the price changes as long 
as it is outstanding. In order to cut losses short and ride profitable positions 
that losses should be kept within manageable limits. The most popular steps 
are the position limit and the loss limit. The limits are a function of the policy 
of the banks along with the skills of the traders and their specific areas of 
expertise. There are two types of position limits: daylight and overnight. 


 
1. The daylight position limit establishes the maximum amount of a 


certain currency which a trader is allowed to carry at any single time during. 
The limit should reflect both the trader's level of trading skills and the amount 
at which a trader peaks. 


 
2. The overnight position limit which should be smaller than daylight 


limits refers to any outstanding position kept overnight by traders. Really, the 
majority of foreign exchange traders do not hold overnight positions. 


 
The loss limit is a measure to avoid unsustainable losses made by 


traders; which is enforced by the senior officers in the dealing center. The 
loss limits are selected on a daily and monthly basis by top management. 
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The position and loss limits can now be implemented more conveniently 


with the help of computerized systems which enable the treasurer and the 
chief trader to have continuous, instantaneous, and comprehensive access to 
accurate figures for all the positions and the profit and loss. This information 
may also be delivered from all the branches abroad into the headquarters 
terminals. 
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7.2. Interest Rate Risk 
 
Interest rate risk is pertinent to currency swaps, forward out rights, 


futures, and options. It refers to the profit and loss generated by both the 
fluctuations in the forward spreads and by forward amount mismatches and 
maturity gaps among transactions in the foreign exchange book. An amount 
mismatch is the difference between the spot and the forward amounts. For an 
active forward desk the complete elimination of maturity gaps is virtually 
impossible. However, this may not be a serious problem if the amounts 
involved in these mismatches are small. On a daily basis, traders balance the 
net payments and receipts for each currency through a special type of swap, 
called tomorrow/next or rollover.  


 
To minimize interest rate risk, management sets limits on the total size 


of mismatches. The policies differ among banks, but a common approach is to 
separate the mismatches, based on their maturity dates, into up to six 
months and past six months. All the transactions are entered in computerized 
systems in order to calculate the positions for all the delivery dates and the 
profit and loss. Continuous analysis of the interest rate environment is 
necessary to forecast any changes that may impact on the outstanding gaps. 
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7.3. Credit Risk 
 
Credit risk is connected with the possibility that an outstanding currency 


position may not be repaid as agreed, due to a voluntary or involuntary action 
by a counter party. In these cases, trading occurs on regulated exchanges, 
where all trades are settled by the learing house. On such exchanges, traders 
of all sizes can deal without any credit concern. 


 
The following forms of credit risk are known: 
1. Replacement risk which occurs when counter parties of the failed 


bank find their books unbalanced to the extent of their exposure to the 
insolvent party. To rebalance their books, these banks enter new 
transactions. 


2. Settlement risk which occurs because of different time zones on 
different continents. Such a way, currencies may be credited at different 
times during the day. Australian and New Zealand dollars are credited first, 
then Japanese yen, followed by the European currencies and ending with the 
U.S. dollar. Therefore, payment may be made to a party that will declare 
insolvency (or be declared insolvent) immediately after, but prior to executing 
its own payments. 


 
The credit risk for instruments traded off regulated exchanges is to be 


minimized through the customers' creditworthiness. Commercial and 
investment banks, trading companies, and banks' customers must have credit 
lines with each other to be able to trade. Even after the credit lines are 
extended, the counter parties financial soundness should be continuously 
monitored. Along with the market value of their currency portfolios, end 
users, in assessing the credit risk, must consider also the potential portfolios 
exposure. The latter may be determined through probability analysis over the 
time to maturity of the outstanding position. For the same purposes netting is 
used. Netting is a process that enables institutions to settle only their net 
positions with one another not trade by trade but at the end of the day, in a 
single transaction. If signs of payment difficulty of a bank are shown, a group 
of large banks may provide short-term backing from a common reserve pool.  
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7.4. Country Risk 
 
The failure to receive an expected payment due to government 


interference amounts to the insolvency of an individual bank or institution, a 
situation described under credit risk. Country risk refers to the government's 
interference in the foreign exchange markets and falls under the joint 
responsibility of the treasurer and the credit department. Outside the major 
economies, controls on foreign exchange activities are still present and 
actively implemented. 


 
For the traders it is important to know or be able to anticipate any 


restrictive changes concerning the free flow of currencies. If this is possible, 
though trading in the affected currency will dry up considerably, it is still a 
manageable situation. 
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Glossary And 
Foreign Exchange 


Terms 
 


 
 
 
 


A 
 


Accumulation swing index (ASI) An oscillator based on the swing index 
(SI.) A buying signal is generated when the daily high exceeds the 
previous SI significant high, and a selling signal occurs when the 
daily low dips under the significant SI low. 


American style currency option An option that may be exercised at any 
valid business date throughout the life of the option. 


Arbitrage  A risk-free type of trading in which the same instrument is 
bought and sold simultaneously in two different markets in order to 
cash in on the divergence between the two markets. 


Ascending triangle A triangle continuation formation with a flat upper 
trendline and a bottom sloping upward trendline. (See Triangle.) 


Ascending triple top   A bullish point-and-figure chart formation that 
suggests that the currency is likely to break a resistance line the 
third time it reaches it. Each new top is higher than the previous 
one. 


Atekubi   A bearish two-day candlestick combination. It consists of a 
blank bar that closes at the daily high; the current closing price 
equals the previous day's low. The original day's range is a long 
black bar. 


At par forward spread  Forward price is zero; therefore, the spot price is 
similar to the forward price. It reflects the fact that the foreign 
interest rate is similar to the U.S. interest rate for that particular 
period. 


At-the-money (ATM) option  An option whose present currency price is 
approximately equal to the strike price. 
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At the price stop-loss order  A stop-loss order that must be executed at 


the precise requested level, regardless of market conditions. 
Average options  Options that refer to the average rate of the 


underlying currency that existed during the life of the option. This 
rate becomes the strike in the case of the average strike options; or 
it becomes the underlying, determining the intrinsic value when 
compared to a predetermined fixed strike in the case of average rate 
options. Average options can be based on the spot rate (spot style) 
or on the forward underlying the option (forward style.) The average 
can be calculated arithmetically or geometrically, and the rates can 
be tabulated with a variety of frequencies. 


 
 
 
 
 
 


B 
 


Balance-of-payments  All the international commercial and financial 
transactions of the residents of one country. 


Bank of Canada (BOC)  The central bank of Canada. 
Bank of England (BOE)  The central bank of the United Kingdom. It is a 


less independent central bank. The government may overwrite its 
decision. 


Bank of France (BOF)  The central bank of France. 
Bank of Italy (BOI) The central bank of Italy. 
Bank of Japan (BOJ) The Japanese central bank. Although its Policy Board 


is still fully in charge of the monetary policy, changes are still subject 
to the approval of the Ministry of Finance (MOF). The BOJ targets 
the M2 aggregate. 


Bar chart  A type of chart that consists of four significant points: the 
high and the low prices, which form the vertical bar; the opening 
price, which is marked with a little horizontal line to the left of the 
bar; and the closing price, which is marked with a little horizontal line 
to the right of the bar. 


Barrier options (trigger options, cutoff options, cutout options, stop options, 
down/up-and-outs/ins, knockups)  Options very similar to 
European style vanilla options, except that a second strike price (the 
trigger) is specified that, when reached in the market, automatically 
causes the option to be expired (knockout options) or "inspired" 
(knockin options). 
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Bearish tasuki  A bearish two-day candlestick combination. It consists 
of a long blank bar that has a low above 50 percent of the previous 
day's long black body, and closes marginally above the previous 
day's high. The second day's rally is temporary, as it is caused only 
by profit-taking. The sell-off is likely to continue the next day. 


Bearish tsutsumi (the engulfing pattern)  A bearish two-day candlestick 
combination. It consists of a second-day bearish candlestick whose 
body "engulfs" the previous day's small bullish body. 


Bilateral grid  An exchange rate system that links all the central 
rates of the EMS currencies in terms of the ECU. 


Black closing bozu  A bearish candlestick formation that consists of a 
long black bar (upper shadow). 


Black marubozu (shaven head)  A bearish candlestick formation that 
consists of a long black bar (no shadow). 


Black opening bozu  A bearish candlestick formation that consists of a 
long black bar (lower shadow). 


Black-Scholes fair value model The original option pricing model, which 
holds that a stock and the call option on the stock are comparable 
investments and thus a risk less portfolio may be created by buying 
the stock and selling the option on the stock, as a hedge. The 
movement of the price of the stock is reflected by the movement of 
the price of the option, but not necessarily by the same amplitude. 
Therefore, it is necessary to hold only the amount of the stock 
necessary to duplicate the movement of the price of the option. 


Blank closing bozu  A bullish candlestick formation that consists of a 
long blank bar (lower shadow). 


Blank marubozu (shaven head)  A bullish candlestick formation that 
consists of a long blank bar (no shadows). 


Blank opening bozu  A bullish candlestick formation that consists of a 
long blank bar (upper shadow). 


Bollinger bands  A quantitative method that combines a moving 
average with the instrument's volatility. The bands were designed to 
gauge whether the prices are high or low on a relative basis. They 
are plotted two standard deviations above and below a simple 
moving average. The bands look like an expanding and contracting 
envelope model. When the band contracts drastically, the signal is 
that volatility will expand sharply in the near future. An additional 
signal is a succession of two top formations, one outside the band 
followed by one inside. If it occurs above the band, it is a selling 
signal. When it occurs below the band, it is a buying signal. 


Book method  Point-and-figure chart's original name. 
Box spread A compound option strategy that consists of four options with a 


common expiration date: a long call and a short put at one strike 
price, and a long put and a short call at a different strike price. 


Breakaway gap  A price gap that occurs in the beginning of a new 
trend, many times at the end of a long consolidation period. It may 
also appear after the completion of major chart formations. 
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Breakout of a spread triple bottom  A bearish point-and-figure chart 
formation that suggests that the currency is likely to break a support 
line the third time it reaches it. The currency failed to reach the 
support line once. 


Breakout of a spread triple top  A bullish point-and-figure chart 
formation that suggests that the currency is likely to break a 
resistance line the third time it reaches it. The currency failed to 
reach the resistance line once. 


Breakout of a triple bottom  A bearish point-and-figure chart formation 
that suggests that the currency is likely to break a support line the 
third time it reaches it. 


Breakout of a triple top  A bullish point-and-figure chart formation that 
suggests that the currency is likely to break a resistance line the third 
time it reaches it. 


Bullish tasuki  A bullish two-day candlestick combination. It consists 
of a long black bar that has a high above 50 percent of the previous 
day's long blank body, and closes marginally below the previous 
day's low. 


Bullish tsutsumi (the engulfing bar) A bullish two-day candlestick 
combination. It consists of a second bullish candlestick whose body 
"engulfs" the previous day's small bearish body. 


Bundesbank The German central bank. In addition to its domestic 
obligations, the Bundesbank has had international obligations since 
1979 as the front player of the European Monetary System. The 
Bundesbank is a very independent central bank. 


Business firms (establishment) survey Survey of the payroll, workweek, 
hourly earnings, and total hours of employment in the non farm 
sector. 


Business Inventories  An economic indicator that consists of the items 
produced and held for future sale. 


Butterfly spread A compound option strategy that consists of a combination 
of a bull spread and a bear spread, using either calls or puts. 


 
 
 
 
 
 


C 
 


Calendar combination  A compound option strategy that consists of the 
simultaneous call calendar spread and put calendar spread, in which 
the strike price of the calls is higher than the strike price of the puts. 
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Calendar spread  A combination option of two similar types of options, 
either calls or puts, with the same strike price but different expiration 
dates. The dissimilarity between the expiration dates allows this type 
of spread to capitalize on both the impact of the time decay and the 
interest rate differentials. 


Calendar straddle A compound option strategy that consists of 
simultaneous buying of a longer-term straddle and a near-term 
straddle with a common strike price. 


Call ratio backspread  A compound option strategy that consists of 
short calls with a lower strike price and more long calls with a higher 
strike price. The profit is twofold. The maximum upside profit 
potential is unlimited. The downside profit potential consists of the 
total premium received. The maximum loss potential occurs when 
the currency price reaches the higher strike price at expiration. 


Candlestick chart  A type of chart that consists of four major prices: high, 
low, open, and close. The body (jittai) of the candlestick bar is 
formed by the opening and closing prices. To indicate that the 
opening was lower than the closing, the body of the bar is left blank. 
If the currency closes below its opening, the body is filled. The rest 
of the range is marked by two "shadows": the upper shadow 
(uwakage) and the lower shadow (shitakage). 


Capacity utilization An economic indicator that consists of total industrial 
output divided by total production capability. The term refers to the 
maximum level of output a plant can generate under normal 
business conditions. 


Cardinal square  A Gann technique for forecasting future significant 
chart points by counting from the all-time low price of the currency. 
It consists of a square divided by a cross into four quadrants. The 
all-time low price is housed in the center of the cross. All of the 
following higher prices are entered in clockwise order. The numbers 
positioned in the cardinal cross are the most significant chart points. 


Channel line A parallel line that can be traced against the trendline, 
connecting the significant peaks in an uptrend, and the significant 
troughs in a downtrend. 


Chaos theory A theory that holds that statistically noisy behavior may 
occur randomly, even in simple environments. This seemingly 
random behavior may be predicted with decreasing accuracy if the 
source is known. 


CHIPS (Clearing House Interbank Payments System) A computerized 
system used for foreign exchange dollar settlements. 


Christmas tree spread  A compound option strategy that consists of 
several short options at two or more strike prices. 


Classes of options The types of options: calls and puts. 
Combination spread (synthetic future)  A compound option strategy 


that consists of a long call and a short put, or a long put and a short 
call, with a common expiration date. 
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Commodity Channel Index (CCI)  An oscillator that consists of the 
difference between the mean price of the currency and the average 
of the mean price over a predetermined period of time. A buying 
signal is generated when the price exceeds the upper (+100) line, 
and a selling signal occurs when the price dips under the lower (-
100) line. 


Commodity Futures Trading Commission (CFTC) An independent agency 
created by Congress in 1974 with a mandate to regulate commodity 
futures and options markets in the United States. The CFTC's 
responsibilities are to ensure the economic utility of futures markets, 
via competitiveness and efficiency; ensure the integrity of these 
markets; and protect the participants against manipulation, fraud, 
and abusive practices. The Commission, based in Washington, D.C., 
regulates the activities of 285 commodity brokerage firms; 48,211 
salespeople; 8017 floor brokers; 1325 commodity pool operators 
(CPOs); 2733 commodity trading advisers (CTAs); and 1486 
introducing brokers (IBs). 


Commodity Research Bureau's (CRB) Futures Index      Index formed from 
the equally weighted futures prices of 21 commodities. The 
preponderance of food commodities makes the CRB Index less 
reliable in terms of general inflation. 


Common gap  A price gap that occurs in relatively quiet periods or in 
illiquid markets. It has limited technical significance. 


Condor spread  A compound option strategy that consists of either 
four same-type options with a common expiration date—two long 
options with consecutive strike prices, one short option with an 
immediately lower strike price, and one short option with an 
immediately higher strike price; or four same-type options with a 
common expiration date—two short options with consecutive strike 
prices, one long option with an immediately lower strike price, and 
one long option with an immediately higher strike price. 


Consumer Price Index (CPI)  An economic indicator that gauges the 
average change in retail prices for a fixed market basket of goods 
and services. 


Consumer sentiment  A survey of households designed to gauge the 
individual propensity for spending. There are two studies conducted 
in this area, one survey by the University of Michigan, and the other 
by the National Family Opinion for the Conference Board. The 
confidence index measured by the Conference Board is sensitive to 
the job market, whereas the index generated by the University of 
Michigan is not. 


Continuation patterns     Technical signals that reinforce the current trends. 
Cost of carry  The interest rate parity, whereby the forward price is 


determined by the cost of borrowing money in order to hold the 
position. 


Council of Ministers  The legislative body of the European Economic 
Community in charge of making the major policy decisions. It is 
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composed of ministers from all the 12 member nations. The 
presidency rotates every six months by all the 12 members, in 
alphabetical order. The meetings take place in Brussels or in the 
capital of the nation holding the presidency. 


Country (sovereign) risk  A trading risk emerging from a 
government's interference in the foreign exchange markets. 


Covered interest rate arbitrage An arbitrage approach that consists of 
borrowing currency A, exchanging it for currency B, investing 
currency B for the duration of the loan, and, after taking off the 
forward cover on maturity, showing a profit on the entire set of 
deals. 


Covered long  A compound option strategy that consists of selling a 
call against a long currency position. A covered long is synonymous 
with a short put. 


Covered short  A compound option strategy that consists of shorting a 
put against a short currency position. A covered short is synonymous 
with a short call. 


Cox, Ross, and Rubinstein pricing model  An option pricing model that 
takes into consideration the early exercise provision of the American 
style options. As it assumes that early exercise will occur only if the 
advantage of holding the currency exceeds the time value of the 
option, their binomial method evaluated the call premium by 
estimating the probability of early exercise for each successive day. 
The theoretical premium is compared to the holding cost of the cash 
hedge position, until the option's time value is worth less than the 
forward points of the currency hedge and the option should be 
exercised. 


Credit risk  The possibility that an outstanding currency position may 
not be repaid as agreed, due to a voluntary or involuntary action by 
a counterparty. 


Cross rates  Currencies traded against currencies other than the U.S. 
dollar. A cross rate is a non-dollar currency. 


Currency call A contract between the buyer and seller that holds that the 
buyer has the right, but not the obligation, to buy a specific quantity 
of a currency at a predetermined price and within a predetermined 
period of time, regardless of the market price of the currency. The 
writer assumes the obligation of delivering the specific quantity of a 
currency at a predetermined price and within a predetermined period 
of time, regardless of the market price of the currency, if the buyer 
wants to exercise the call option. 


Currency fixings  An open auction executed in Europe on a daily basis in 
which all players, regardless of size, are welcome to participate with 
any amount. 


Currency futures  A specific type of forward outright deal with 
standardized expiration date and size of the amount. 


Currency option  A contract between a buyer and a seller, also known 
as writer, that gives the buyer the right, but not the obligation, to 
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trade a specific quantity of a currency at a predetermined price and 
within a predetermined period of time, regardless of the market price 
of the currency; and gives the seller the obligation to deliver or buy 
the currency under the predetermined terms, if and when the buyer 
wants to exercise the option. 


Currency put  A contract between the buyer and the seller that holds 
that the buyer has the right, but not the obligation, to sell a specific 
quantity of a currency at a predetermined price and within a 
predetermined period of time, regardless of the market price of the 
currency. The writer assumes the obligation to buy the specific 
quantity of a currency at a predetermined price and within a 
predetermined period of time, regardless of the market price of the 
currency, if the buyer wants to exercise the call option. 


Current account balance  The broadest current dollar measure of U.S. 
trade, which incorporates services and unilateral transfers into the 
merchandise trade data. 


 
 
 
 
 


D 
 


Daylight position limit   The maximum amount of a certain currency a 
trader is allowed to carry at any single time, between the regular 
trading hours. 


Dead cross  An intersection of two consecutive moving averages that 
move in opposite directions and should technically be disregarded. 


Dealing systems   On-line computers that link the contributing banks 
around the world on a one-on-one basis. 


Delta (A) (1)  The change of the currency option price relative to a change 
in the currency price; (2) the hedge ratio between the option 
contracts and the currency futures contracts necessary to establish a 
neutral hedge; (3) the theoretical or equivalent share position. In the 
third case, delta is the number of currency futures contracts a call 
buyer is long or a put buyer is short. Delta ranges between 0 and 1. 


Descending triangle   A triangle continuation formation with a flat 
lower trendline and a downward-sloping upper trendline. (See 
Triangle.) 


Descending triple bottom   Bearish point-and-figure chart formation 
that suggests that the currency is likely to break a support line the 
third time it reaches it. Each new bottom is lower than the previous 
one. 
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Diagonal spread   A compound option strategy that consists of several 
same-type options, in which the long side and the short side have 
different strike prices and different expirations. 


Diamond   A minor reversal pattern that resembles a diamond shape. 
Direct dealing   An aggressive approach in which banks contact each 


other outside the brokers' market. 
Directional Movement Index   A signal of trend presence in the market. 


The line simply rates the price directional movement on a scale of 0 
to 100. The higher the number, the better the trend potential of a 
movement, and vice versa. 


Discount forward spread   A forward price that is deducted from a 
spot price to calculate a forward price. It reflects the fact that the 
foreign interest rate is lower than the U.S. interest rate for that 
particular period. 


Discount rate   The interest rate at which eligible depository 
institutions may borrow funds directly from the Federal Reserve 
Banks. The rate is controlled by the Federal Reserve and is not 
subject to trading. 


Discretion for range to trader stop-loss order   A stop-loss order that 
gives the trader a number of discretionary pips within which the 
order has to be filled. 


Double bottoms   A bullish reversal pattern that consists of two bottoms 
of approximately equal heights. A parallel (resistance) line is drawn 
against a line that connects the two bottoms. The break of the 
resistance line generates a move equal in size to the price difference 
between the average height of the bottoms and the resistance line. 


Double tops   A bearish reversal pattern that consists of two tops of 
approximately equal heights. A parallel (support) line is drawn 
against a resistance line that connects the two tops. The break of the 
support line generates a move equal in size to the price difference 
between the average height of the tops and the support line. 


Downside tasuki gap   A bearish two-day candlestick combination. It 
consists of a second-day blank bar that closes an overnight gap 
opened on the previous day by a black bar. 


Downward breakout of a bearish support line   A bearish point-and-
figure chart formation that confirms the currency's breakout of a 
support line the third time it reaches it. 


Downward breakout of a bullish support line   A bearish point-and-
figure chart formation that confirms the currency's breakout of a 
support line the third time it reaches it. The support line is sloped 
upward. 


Downward breakout from a consolidation formation  A bearish point-
and-figure chart formation that resembles the inverse flag formation. 
A valid downside breakout from the consolidation formation has a 
price target equal in size to the length of the previous downtrend. 


Durable Goods Orders   An economic indicator that measures the 
changes in sales of products with a life span in excess of three years. 
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E 
 


Economic exposure   Reflects the impact of foreign exchange changes 
on the future competitive position of a company. 


Elliott Wave Principle   A system of empirically derived rules for 
interpreting action in the markets. It refers to a five-wave/three-
wave pattern that forms one complete bull market/bear market cycle 
of eight waves. 


Envelope model   A band created by two winding parallel lines above 
and below a short-term moving average that borders most price 
fluctuations. When the upper band is penetrated, a selling signal 
occurs; when the lower band is penetrated, a buying signal is 
generated. Because the signals generated by the envelope model are 
very short-term and occur many times against the ongoing direction 
of the market, speed of execution is paramount. 


Eurocurrency  Currency deposit outside the country of origin. 
Eurodollars  U.S. dollar deposits placed in commercial banks outside the 


United States. 
European Coal and Steel Community  European entity established in 1951 


by the Treaty of Paris, with the purpose of promoting inter-European 
trade in general, and eliminating restrictions on the trade of coal and 
raw steel in particular. West Germany, France, Italy, the Netherlands, 
Belgium, Luxembourg, and Great Britain formed this community. 


European Commission   The executive body of the European Economic 
Community in charge of making and observing the enforcement of 
policy. It consists of 23 departments, such as foreign affairs, 
competition policy and agriculture. Each country selects its own 
representatives for four-year terms, but the commissioners may only 
act for the benefit of the community. The commission is based in 
Brussels and consists of 17 members. 


European Court of Justice  The European Economic Community body in 
charge of settling disputes between the EC and member nations. It 
consists of 13 members and is based in Luxembourg. 


European currency unit   A basket of the member currencies. As a 
composite unit, the ECU consists of all the European Community 
currencies, which are individually weighted. It was created by the 
European Monetary System with the eventual goal of replacing the 
individual European member currencies. 


European Economic Community   A community established by the 
Treaty of Rome in 1951, with the goal of eliminating customs duties 
and any barriers against the transit of capital, services, and people 
among the member nations. The signatories were West Germany, 
France, Italy, the Netherlands, Belgium, and Luxembourg. 
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European Joint Float Agreement   European monetary system 
established in April 1972 by the EC members: West Germany, 
France, Italy, the Netherlands, Belgium, and Luxembourg. Great 
Britain, Ireland, and Denmark were admitted by January 1973. The 
agreement allowed the member currencies to move within a 2.25 
percent fluctuation band (nicknamed the snake). As a joint group, 
the agreement allowed these currencies to gyrate within a 4.5 
percent band (nicknamed the tunnel). The entire agreement was 
known as the snake in the tunnel. 


European Monetary Cooperation Fund   EMS fund established to 
manage the EMS credit arrangements. 


European Monetary Institute (EMI)   The new European Central 
Bank created to govern the EMS. As of March 1994, it did not have 
any power over inter-EMS monetary policy. 


European Monetary System   European monetary system established in 
March 1979 by seven full members: West Germany, France, the 
Netherlands, Belgium, Luxembourg, Denmark, and Ireland. Great 
Britain did not participate in all of the arrangements and Italy joined 
under special conditions. New members: Greece in 1981, Spain and 
Portugal in 1986. Great Britain joined the Exchange Rate Mechanism 
in 1990. Also in 1990, West Germany became Germany as a result of 
its political unification with East Germany. 


European Parliament   The European Economic Community body in 
charge of reviewing and amending legislative proposals. It has the 
power to reject the budget proposals. It consists of 518 members 
who are elected. It is based in Luxembourg, but the sessions take 
place in Strasbourg or Brussels. 


European Payment Union   European entity instituted in 1950 to 
facilitate the inter-European settlements of international trade 
transactions. 


European-style currency option  An option that may only be exercised on 
the expiration date. 


European Union Treaty   Treaty signed by the 12 EMS members in 
February 1992 in the Dutch city of Maastricht, with the stated goal of 
forming a "closer union among the peoples of Europe." 


Exchange for physical (EFP)   Consists of deals executed in the cash 
market, outside the exchanges, for amounts equivalent to the 
currency futures amount, on forward outright prices valued for the 
futures' expiration. EFPs are generally quoted by commercial and 
investment banks, even during regular trading hours. 


Exchange rate risk   (1) Foreign exchange risk that is the effect of 
the continuous shift in the worldwide market supply and demand 
balance on an outstanding foreign exchange position.  (2) Trading 
risk pertinent to market fluctuation. 


Exercise (strike) price   The price at which the underlying currency will 
be delivered upon exercise. 
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Exhaustion gap   Price gap that occurs at the top or the bottom of a V-
reversal formation. The trend changes direction in a rather 
uncharacteristically quick manner. 


Expanding (broadening) triangle   A triangle continuation formation 
that looks like a horizontal mirror image of a triangle; the tip of the 
triangle is next to the original trend, rather than its base. (See 
Triangle.) 


Expiration date   The delivery date. 
Exponentially smoothed moving average  A moving average that also 


takes into account the previous price information of the underlying 
currency. 


 
 
 
 
 


F 
 


Factory Orders   An economic indicator that refers to total orders for 
durable and nondurable goods. The nondurable goods orders consist 
of food, clothing, light industrial products, and products designed for 
the maintenance of the durable goods. 


FASB # 8 (Financial Accounting Standards Board's Statement Number 8) 
The original accounting rules regarding foreign exchange were 
standardized in 1975, which set the procedures for foreign currency 
translations into U.S. dollars in the consolidated balance sheets of 
U.S. multinational corporations. 


FASB # 52 (Financial Accounting Standards Board's Statement Number 52) 
 A complex set of rules designed in 1981, whose main objective is to 


move the foreign exchange P&L from current income into 
shareholders' equity. 


Federal funds (Fed funds)   Immediately available reserve balances at 
the federal reserves. The Fed funds are widely used by commercial 
banks or large corporations to lend to each other on an overnight 
basis. Although their level is established by the Fed, the prices 
fluctuate because they are traded in the market. 


Federal Open Market Committee (FOMC)  A committee established in 
1935, through the Banking Act, to replace the Open Market Policy 
Conference (OMPC.) Currently active. 


Federal Reserve  The central bank of the United States. It was 
established in 1913 when Congress passed the Federal Reserve Act. 
The Act held that role of the Federal Reserve was "to furnish an 
elastic currency, to afford the means of rediscounting commercial 
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paper, to establish a more effective supervision of banking in the 
United States, and for other purposes." 


Federal Reserve Board   The board consists of a Governor and four other 
regular members. The Secretary of the Treasury and the Comptroller 
of the Currency are closely consulted. The 12 regional Federal 
Reserve Banks around the country have sufficient autonomy to 
manage financial conditions in their districts. They are also managed 
by governors. 


Fedwire    An automated communications and settlement system 
linking the Federal Reserve banks with other banks and with 
depository institutions. 


Fence    A compound option strategy that consists of either a long 
currency position—a long out-of-money put and a short out-of-the-
money call, where the options have the same expiration date (risk 
conversion); or a short currency position—a short out-of-the-money 
put and a long out-of-the-money call, where the options have the 
same expiration date (risk reversal). 


Fibonacci percentage retracements   Price retracements of 0.382 
and 0.618, or approximately 38 percent and 62 percent. 


Fibonacci ratio   0.618 and 0.312. 
Fibonacci sequence   Takes a sequence of numbers that begins with 1 


and adds 1 to it, then takes the sum of this operation (2) and adds it 
to the previous term in the sequence (1). Next it takes the sum of 
the second operation (3) and adds it to the previous term in the 
sequence (the sum of the first operation, i.e., 2). The Fibonacci 
sequence continues iterating in this manner, adding the most recent 
sum to the previous term, which is itself the sum of the two previous 
terms, etc. This yields the following series of numbers: 1 1 2 3 5 8 13 
21 34 55 89 144 233 377 610 987 1597 2584 4181 (etc.). 


FINEX    A currency market that is part of the New York Cotton 
Exchange (NYCE), the oldest futures exchange in New York. The 
exchange lists futures on the European Currency Unit and the USDX, 
a basket of ten currencies: deutsche mark, Japanese yen, French 
franc, British pound, Canadian dollar, Italian lira, Dutch guilder, 
Belgian franc, Swedish krona, and Swiss franc. 


Fisher effect   A theory holding that die nominal interest rate consists 
of the real interest rate plus the expected rate of inflation. 


Flag    A continuation formation that resembles the outline of a 
flag. It consists of a brief consolidation period within a solid and 
steep upward trend or downward trend. The consolidation itself 
tends to be sloped in the opposite direction from the slope of the 
original trend, or simply flat. The consolidation is bordered by a 
support line and a resistance line, which are parallel to each other or 
very mildly converging, making it look like a flag (parallelogram). The 
previous sharp trend is known as the flagpole. When the currency 
resumes its original trend by breaking out of the consolidation, the 
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price objective is the total length of the flagpole, measured from the 
breakout price level. 


Floor brokers   Any individuals on the exchange floor engaged in 
executing orders for another person. They may also trade for their 
own accounts, with the primary responsibility of executing the 
customers' orders first. Brokers are licensed by the federal 
government. 


Floor traders (locals)   Exchange members who execute their own 
trades by being physically present in the pit, or place for futures 
trading. 


Foreign exchange   The mechanism that values foreign currencies in 
terms of another currency. 


Foreign exchange brokers   Intermediaries among banks who bring 
together buyers and sellers to the market, optimize the prices they 
show to their customers, and do not take positions for themselves. 


Foreign exchange exposure   The potential effect of currency 
fluctuations on shareholders' equity. 


Foreign exchange rate   The price of one currency in terms of another. 
Forward outright  Foreign exchange deal that matures at a day past the spot 


delivery date (generally two business days). 
Forward spread (forward points or forward pips)  Forward price used to 


adjust a spot price to calculate a forward price. It is based on the 
current spot exchange rate, the interest rate differential, and the 
number of days to delivery. 


Fractal geometry  Geometry theory that refers to the fact that certain 
irregular objects have a fractal number of dimensions. In other 
words, an object cannot fill an integer number of dimensions. 


French-West German Treaty of Cooperation   A treaty signed in 1963 
by President Charles de Gaulle and Chancellor Konrad Adenauer, 
which established that West Germany would lead economically 
through the cold war and France, the former diplomatic powerhouse, 
would provide the political leadership. 


Fuzzy logic   Method that attempts to weigh the quality of the patterns 
recognized by neural networks. Because not all patterns have equal 
financial significance for foreign currency forecasting, this method 
qualifies the degree of certainty of the results. 


 
 
 
 


G 
 


Gamma    The rate of change of an option's delta, or the sensitivity of 
the delta. 
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Gann percentage retracements  The Gann theory focuses mostly on the 
eighths, along with retracements in thirds. 


Gap   The price gap between consecutive trading ranges (i.e., the low of 
the current range is higher than the high of the previous range). 


Genetic algorithms   Method used to optimize a neural network. Trial 
and error are applied to an evolutionlike system, which mimics 
natural selection for financial forecasting purposes. 


GLOBEX   An electronic trading system conceived in 1987 as an after-
hours trading system and geared toward global futures trading; 
created through a joint venture of the Chicago Mercantile Exchange 
(CME), the Chicago Board of Trade (CBT), and Reuters PLC. 


Golden cross   An intersection of two consecutive moving averages 
that move in the same direction and suggest that the currency will 
move in the same direction. 


Gross Domestic Product   The sum of all goods and services 
produced in the United States. 


Gross National Product   The sum of government expenditure, 
private investment, and personal consumption.  


Gross National Product Implicit Deflator   Deflator tool designed to 
adjust the Gross National Product for inflation. It is calculated by 
dividing the current dollar GNP figure by the constant dollar GNP 
figure. 


 
 
 
 
 
 
 
 


H 
 


Harami bar  A "wait-and-see" two-day candlestick combination. It 
consists of two consecutive ranges having opposite directions, but it 
does not matter which one is first. The second day's range results 
fall within the previous day's body. 


Head-and-shoulders  A bearish reversal pattern that consists of a series of 
three consecutive rallies, such that the first and third rallies (the 
shoulders) have about the same height and the middle one (the 
head) is the highest. The rallies are based on the same support line, 
known as the neckline. When the neckline is broken, the price target 
is approximately equal in amplitude to the distance between the top 
of the head and the neckline. 


Hedging   A method used to minimize or eliminate the risk of 
exchange rate fluctuations. 
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High-low band   A band created by two winding parallel lines above 


and below a short-term moving average that borders most price 
fluctuations. The moving average is based on the high and low 
prices. The resulting two moving averages define the edges of the 
band. A close above the upper band suggests a buying signal and a 
close below the lower band gives a selling signal. 


Hoshi (star)   A "wait-and see" two-day candlestick combination. It 
consists of a tiny body that appears the following day outside the 
original body. It is not important whether the star reaches the 
previous day's shadows. The direction of the two consecutive ranges 
is also irrelevant. 


Households survey   Consists of the unemployment rate, the overall 
labor force, and the number of people employed. 


 
 
 
 
 
 
 
 


I 
 


Implied volatility   Method of measuring volatility by considering the 
premiums currently trading in the market and calculating the figure 
based on the level of the option premium. 


In-the-money (ITM) call  A call whose present currency price is higher 
than the strike price. 


In-the-money (ITM) put  A put whose present currency price is lower than 
the strike price. 


Industrial Production   An economic indicator that consists of the total 
output of a nation's plants, utilities, and mines. 


Initiation margin  A margin paid by the trading party in order to trade 
currency futures. A trader's daily loss cannot exceed the size of this 
margin. 


Interest rate risk  Amount of mismatches and maturity gaps among 
transactions in the foreign exchange book. 


International Fisher effect  Theory holding that investors will hold assets 
denominated in depreciating currencies only to the extent that 
interest rates are sufficiently high to balance the expected currency 
losses. 
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International Monetary Market   The major currency futures and 
options on currency futures market in the world. It is a division of 
the Chicago Mercantile Exchange in Chicago. 


Intrinsic value   The amount by which an option is in-the-money. In 
the case of a call, the intrinsic value equals the difference between 
the underlying currency price and the strike price. In the case of the 
put, the intrinsic value equals the difference between the strike price 
and the present currency price, when beneficial. 


Inverse head-and-shoulders   A bullish reversal pattern that consists of a 
series of three consecutive sell-offs. Among the three consecutive 
sell-offs, the shoulders have approximately the same amplitude, and 
the head is the lowest. The formation is based on a resistance line 
called the neckline. After the neckline is penetrated, the target is 
approximately equal in amplitude to the distance between the top of 
the head and the neckline. 


Irikubi    A bearish two-day candlestick combination. It consists of a 
modified atekubi bar. All the characteristics are the same, except 
that the second day's closing high is marginally higher than the 
original day's low. 


Island reversal   An isolated range or ranges that occur at the tip of a 
V-formation. 


ISO codes   Standardized currency codes developed by the International 
Organization for Standardization (ISO). 


 
 
 
 
 
 
 
 
 


J 
 


J-Curve theory   Devaluation of a currency will trigger export gains in 
the long term, rather than the short term, because of previous 
contracts, existing inventories, and behavior modification. 


Jittai Body of the candlestick  (See Candlestick charts.) 
Journal of Commerce Index   Index that consists of the prices of 18 


industrial materials and supplies used in the initial stages of 
manufacturing, building, and energy production. It is more sensitive 
than other indexes, as it was designed to signal changes in inflation 
prior to the other price indexes. 
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Kabuse (dark cloud cover)   A bearish two-day candlestick 
combination. It consists of a second-day long black bar that opens 
above the high of the previous day's blank bar and closes within the 
previous day's range (in an uptrend). 


Karakasa (hangman at the top, hammer at the bottom)  A bearish 
candlestick at the top of the trend, bullish at the bottom of the trend. 
The candlestick can be either blank or black. The body of the 
candlestick is very small and only half the length of the shadow. 


Kenuki (tweezers)  A "wait-and-see" two-day candlestick combination. It 
consists of consecutive bars that have matching highs or lows. In a 
rising market, a tweezers top occurs when the highs match. The 
opposite is true for a tweezers bottom. 


Key reversal day   The daily price range on the bar chart of the reversal 
day fully engulfs the previous day's range; also, the close is outside 
the preceding day's range. 


Kirikomi    A bullish two-day candlestick combination. It consists of a 
blank marubozu bar that opens the second day lower (than the 
previous low of a long black line) and closes above the 50 percent 
level of the previous day's range. 


Knockin    A plain vanilla option that does not exist until the trigger is 
reached. Knockout a plain vanilla option that goes away if the trigger 
is reached. 


Koma (spinning tops)   A reversal candlestick formation that consists of 
a short bar, either blank or black. This candlestick may also suggest 
lack of direction. 


 
 
 
 
 
 


L 
 


Larry Williams %R   A version of the stochastics oscillator. It consists 
of the difference between the high price of a predetermined number 
of days and the current closing price; that difference in turn is 
divided by the total range. This oscillator is plotted on a reversed 0 
to 100 scale. Therefore, the bullish reversal signals occur at under 80 







  FOREX.  On-line Manual For Successful Trading   127 


percent and the bearish signals appear at above 20 percent. The 
interpretations are similar to those discussed under stochastics. 


 
Leading Indicators Index   An economic indicator designed to offer a 


six- to nine-month future outlook of economic performance. It 
consists of the following economic indicators: average workweek of 
production workers in manufacturing; average weekly claims for 
state unemployment; new orders for consumer goods and materials 
(adjusted for inflation); vendor performance (companies receiving 
slower deliveries from suppliers); contracts and orders for plant and 
equipment (adjusted for inflation); new building permits issued; 
change in manufacturers' unfilled orders for durable goods; change 
in sensitive materials prices; index of stock prices; money supply, 
adjusted for inflation; and the index of consumer expectations. 


Line chart   The line connecting single prices for each of the time 
periods selected. 


Linearly weighted moving average  A moving average that assigns more 
weight to the more recent closings. 


Long legged shadows' doji   A reversal candlestick formation that 
consists of a bar in which the opening and closing prices are equal. 


Long straddle   A compound option that consists of a long call and a 
long put on the same currency, at the same strike price, and with the 
same expiration dates. The maximum loss for the buyer is the sum of 
the premiums. The upside break-even point is the sum of the strike 
price and the premium on the straddle. The downside break-even 
point is the difference between the strike price and the premium on 
the straddle. The profit is unlimited. 


Long strangle   A compound option that consists of a long call and a 
long put on the same currency, at different strike prices, but with the 
same expiration dates. The profit is unlimited. 


 
 
 
 
 


M 
 


Ml   Money supply measure that is composed of currency in circulation 
(outside the Treasury, the Fed, and depository institutions), 
traveler's checks, demand deposits, and other checkable deposits 
[negotiable order of withdrawal (NOW) accounts, automatic transfer 
service (ATS) accounts, etc.]. 


M2   Money supply measure that consists of Ml plus repurchase 
agreements, overnight Eurodollars, money market deposit accounts, 
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savings and time deposits (in amounts under $100,000), and 
balances in general accounts. 


M3   Money supply measure that is composed of M2 plus time deposits 
over $100,000, term Eurodollar deposits, and all balances in 
institutional money market mutual funds. 


Margin   The amount of money or collateral deposited by a customer with 
a broker, by a broker with a clearing member, or by a clearing 
member with the clearinghouse in order to insure the broker or 
clearinghouse against loss on outstanding futures positions. 


Mark-to-market   Daily cash flow system used by the U.S. futures 
exchanges to maintain a minimum level of margin equity for a 
specific currency future or option by calculating the profit and loss at 
the end of each trading day in each contract position resulting from 
the price fluctuation. 


Matched sale-purchase agreements  Daily operations executed by the 
Federal Reserve, in which the Fed sells a security for immediate 
delivery to a dealer or a foreign central bank, with the agreement to 
buy back the same security at the same price at a predetermined 
time in the future (generally within seven days). This arrangement 
amounts to a temporary drain of reserves. 


Matching systems   Electronic systems duplicating the traditional 
brokers' market. A price shown by a bank is available to all traders. 


Maturity date   The date when a foreign exchange contract expires. 
Merchandise Trade Balance   An economic indicator that consists of the 


net difference between the exports and imports of a certain 
economy. The data includes food, raw materials and industrial 
supplies, consumer goods, autos, capital goods, and other 
merchandise. 


Momentum  An oscillator designed to measure the rate of price change, 
not the actual price level. This oscillator consists of the net difference 
between the current closing price and the oldest closing price from a 
predetermined period. The momentum is measured on an open scale 
around the zero line. 


Moving average   An average of a predetermined number of prices over 
a number of days, divided by the number of entries. 


Moving average convergence-divergence (MACD)   An oscillator that 
consists of two exponential moving averages (other inputs may be 
chosen by the trader as well) plotted against the zero line. The zero 
line represents the times the values of the two moving averages are 
identical. A buying signal is generated when this intersection is 
upward, whereas a selling signal occurs when the intersection takes 
place on the downside. 


Moving averages oscillator   An oscillator in which the values of two 
consecutive moving averages are subtracted from each other (the 
larger number of days from the previous one) and the new values 
are plotted. 
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N 
 


Naked intervention (unsterilized intervention)   A central bank 
intervention in the foreign exchange market that consists solely of 
the foreign exchange activity. This type of intervention has a 
monetary effect on the money supply and a long-term effect on 
foreign exchange. 


National Association of Purchasing Managers Index (NAPM)  A survey of 250 
industrial purchasing managers, conducted in order to gauge the 
changes in new orders, production, employment, inventories, and 
vendor delivery speed. 


National Futures Association (NFA)       A self-regulatory organization 
that consists of futures commission merchants (FCMs), commodity 
pool operators (CPOs), commodity trading advisers (CTAs), 
introducing brokers (IBs), leverage transaction merchants (LTMs), 
commodity exchanges, commercial firms, and banks. It is responsible 
for certain aspects of the regulation of FCMs, CPOs, CTAs, IBs, and 
LTMs, focusing primarily on qualifications and proficiency, financial 
conditions, retail sales practices, and business. 


Netting    A process that enables institutions to settle only their net 
positions with one another at the end of the day, in a single 
transaction, not trade by trade. 


Neural networks  Computer systems that recognize patterns. They may be 
used to generate trading signals or to be part of trading systems. 


Neutral spread (delta-neutral spread)  A compound option strategy that 
consists of a long option position and a short option position whose 
respective total delta positions are relatively equal. 


Next best price stop-loss order   A stop-loss order that must be 
executed after the requested level is reached. 


Nonfarm sector   Jobs in government, manufacturing, services, 
construction, mining, retail and others. 


Nostro account (clearing account)   The account for each foreign 
currency in the country of origin maintained by the financial 
institutions for purchase and receiving (P&R) purposes. 
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O 
 


Open interest   The total outstanding position in a currency. 
Open Market Investment Committee (OMIC)   Committee established in 1923 


in order to coordinate the Reserve Bank operations. It was composed 
of the Governors of the Federal Reserve Banks in New York, Boston, 
Philadelphia, Chicago, and Cleveland. Not currently active. 


Open Market Policy Conference (OMPC)   Committee established in 1930 
to replace the OMIC. It consisted of 12 Federal Reserve Banks 
governors and the members of the Board. Not currently active. 


Optimal options   Options that refer to the most favorable rate of the 
underlying currency that existed (from the holder's perspective) 
during the life of the option. This rate becomes the strike in the case 
of optimal strike options, or it becomes the underlying, determining 
the intrinsic value when compared to a predetermined fixed strike in 
the case of optimal rate options. Optimals can be based on the spot 
rate (spot style) or the forward rate (forward style). 


Option currency spread     A long currency option and an offsetting short 
currency option, generally in the same currency. 


Option writers   Option sellers. 
Oscillators  Quantitative methods designed to provide signals regarding 


overbought and oversold conditions. 
Out-of-the-money (OTM) call   A call whose present currency price 


is lower than the strike price. 
Out-of-the-money (OTM) put   A put whose present currency price 


is higher than the strike price. 
Overnight position limit   A position kept overnight by traders. 
 
 
 
 
 


P 
 


Parabolic system   A stop-loss technical system, based on price and time. 
The system was devised to supplement the inadvertent gaps of the 
other trend-following systems. Although not technically an oscillator, 
the parabolic system can be used with the oscillators. SAR stands for 
stop-and-reverse. The stop moves daily in the direction of the new 
trend. The built-in acceleration factor pushes the SAR to catch up 
with the currency price. If the new trend fails, the SAR signal will be 
generated. The name of the system is derived from its parabolic 
shape, which follows the price gyrations. It is represented by a 
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dotted line. When the parabola is placed under the price, it suggests 
a long position. Conversely, a price above the parabola indicates a 
short position. 


Pennants   A continuation formation that resembles the outline of a 
pennant. It consists of a brief consolidation period within a solid and 
steep upward trend or downward trend. The consolidation itself 
tends to be sloped in the opposite direction from the slope of the 
original trend, or simply flat. The consolidation is bordered by a 
support line and a resistance line, which converge, creating a 
triangle. The previous sharp trend is known as the pennant pole. 
When the currency resumes its original trend by breaking out of the 
consolidation, the price objective is the total length of the pole, 
measured from the breakout price level. 


Personal Income   An economic indicator that consists of the income 
received by individuals, nonprofit institutions, and private trust funds. 
Some of the components of this indicator are wages and salaries, 
rental income, dividends, interest earnings, and transfer payments 
(Social Security, state unemployment insurance, and veteran's 
benefits). 


Philadelphia Stock Exchange (PHLX)  The oldest U.S. securities exchange, 
it offers currency futures and options on currency futures. 


Point-and-figure chart   A type of chart that plots price activity without 
regard to time. When the currency moves up, the fluctuations are 
marked with X's. The moves on the downside are plotted with O's. 
The direction on the chart only changes if the currency reverses by a 
certain number of pips. 


Premium   The price of the option paid by the buyer to the seller. 
Premium forward spread   Forward price that is added to a spot price 


to calculate a forward price. It reflects the fact that the foreign 
interest rate is higher than the U.S. interest rate for that particular 
period. 


Prime rate   The rate that commercial banks charge customers, which is 
based on the discount rate. 


Producer Price Index   An economic indicator that gauges the average 
changes in prices received by domestic producers for their output at 
all stages of processing. 


Purchasing power parity (PPP)   Model of exchange rate 
determination stating that the price of a good in one country should 
equal the price of the same good in another country, exchanged at 
the current rate (the law of one price). 


Put-call-forward exchange parity (PCFP) theory     A relationship between 
a call option and a put option established through the forward 
market. The theory holds that the option of buying the domestic 
currency with a foreign currency at a certain price X is equivalent to 
the option of selling the foreign currency with the domestic currency 
at the same price X. Therefore, the call option in the domestic 
currency becomes the put option in the other, and vice versa. 
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Put ratio backspread   A compound option strategy that consists of 


short puts with a higher strike price and more long puts with a lower 
strike price. The profit is twofold. The maximum upside profit 
potential consists of the total premium received. The downside profit 
potential is unlimited. The maximum loss potential occurs when the 
currency price reaches the lower strike price at expiration. 


 
 
 
 
 
 
 
 


R 
 


Random walk theory   An efficient market hypothesis, stating that 
prices move randomly versus their intrinsic value. Therefore, no one 
can forecast market activity based on the available information. 


Rate of change   A momentum oscillator in which the oldest closing 
price is divided into the most recent one. 


Ratio call spread  A compound option strategy that consists of a number 
of long calls with lower strike prices and a larger number of short 
calls with a higher strike price. The maximum profit is realized when 
the currency price is at the higher strike price. This combination has 
two break-even points. The downside break-even point consists of 
the sum of the lower strike price and the debit, divided by the 
number of long calls. The upside break-even point consists of the 
sum of the higher strike price and the maximum profit potential, 
divided by the number of naked calls. The maximum loss is twofold. 
The maximum downside risk is the net premium. The upside risk is 
unlimited. 


Ratio put spread   A compound option strategy that consists of a number 
of long puts with higher strike prices and a larger number of short 
puts with a lower strike price. The maximum profit is realized when 
the currency price is at the lower strike price. This combination has 
two break-even points. The downside break-even point consists of 
the difference between the lower strike price and the maximum 
profit potential, divided by the number of naked puts. The upside 
break-even point consists of the difference between the higher strike 
price and the debit, divided by the number of long calls. The 
maximum loss is twofold. The maximum downside risk is unlimited. 
The upside risk is the net premium. 
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Ratio spread   A compound option strategy in which the number of 
long options is different from the number of short options. 


Rectangle   A continuation formation that resembles the outline of a 
parallelogram. The price objective is the height of the rectangle. 


Regulation Q   Regulation passed by the Federal Reserve that 
prohibited payment of interest on demand deposits and prescribed 
maximum rates banks could pay on time deposits. These ceilings had 
been imposed since 1933 by the U.S. government. The regulation is 
not currently in effect. 


Relative Strength Index   An oscillator that measures the relative 
changes between the higher and lower closing prices. The RSI is 
plotted on a 0 to 100 scale. The 70 and 30 values are used as 
warning signals, whereas values above 85 indicate an overbought 
condition (selling signal), and values under 15 suggest an oversold 
condition (buying signal). 


Replacement risk   A form of credit risk that holds that 
counterparties of failed banks will find their books unbalanced to the 
extent of their exposure to the insolvent party. In order to rebalance 
their books, these banks must enter new transactions. 


Repurchase agreements (repos)   Daily operations executed by the 
Federal Reserve. A repurchase agreement between the Federal 
Reserve and a government securities dealer consists of the Fed's 
purchasing a security for immediate delivery, with the agreement to 
sell the same security back at the same price at a predetermined 
date in the future (usually within 15 days). This arrangement 
amounts to a temporary injection of reserves in the banking system. 


Resistance level   The peaks representing the price level at which supply 
exceeds demand. 


Reversal patterns   Patterns that occur at the end of the trend, 
signaling the trend change. 


Rollover (tomorrow/next or torn/next) swap  A swap designed for spot 
trades' maintenance. It was designed to change the old spot date to 
the current spot date (on the front office's side) and to enable the 
bank to make the payments to the counterparty (on the back office's 
side). 


Rounded bottom   A bullish reversal pattern that consists of a very slow 
and gradual change in the direction of the market. 


Rounded top (saucer)   A bearish reversal pattern that consists of a very 
slow and gradual change in the direction of the market. 


Runaway or measurement gap   A price gap that occurs within solid 
trends. It is also called a measurement gap because it tends to occur 
about midway through the life of a trend. 
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Sangu (three gaps)   A reversal candlestick signal applicable in either 
a steeply rising or falling market, when the daily limits will break the 
trading. The theory holds that after the third gap, the market will 
reverse at least to the second gap. 


Sanpei (three parallel bars)   A reversal candlestick combination. It 
refers to the similarity in direction and velocity of three consecutive 
bars, as otherwise all the entries are parallel. They generate a 
reversal formation after an extended rally. When bullish, the 
formation is known as the three soldiers. When bearish, the name is 
the three crows. 


Sanpo (three methods)  A candlestick combination that advises that 
retracements are in order before the market will reach new highs 
and new lows. 


Sansen (three rivers) method  A reversal candlestick combination. It 
consists of three daily entries. The first day is a long blank bar (a 
bullish move), followed by a bullish but short-range one-day island. 
The third entry is a bearish long black line. 


Sanzan (three mountains)   A reversal candlestick combination. It 
consists of a triple-top formation. 


Sashikomi   A bearish two-day candlestick combination. It consists of a 
modified irikubi bar. The difference is that the opening of the second 
day's blank bar is much lower than that of the irikubi bars. Despite 
the wider gap thus formed, the blank candlestick closes only slightly 
above the previous day's low. 


Settlement risk   A form of credit risk that may occur due to the time 
zones separating the nations. Payment may be made to a party who 
will declare insolvency (or be declared insolvent) immediately after 
receipt, but prior to executing its own payments. 


Shitakage   Lower shadow of the candlestick. (See Candlestick chart.) 
Short straddle   A compound option that consists of a short call and a 


short put on the same currency, at the same strike price, and with 
the same expiration dates. The maximum profit consists of the 
combined premium of the two individual options. The loss occurs 
when the level of the premium is overpassed by the currency swing, 
and the loss is unlimited. 


Short strangle   A compound option that consists of a short call and a 
short put on the same currency, with the same expiration dates, but 
with different strike prices. The maximum profit consists of the 
combined premium of the two individual options. The loss is 
unlimited. 


Simple moving average or arithmetic mean   An average of a 
predetermined number of prices over a number of days, divided by 
the number of entries. 
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Slow stochastics   A version of the original stochastic oscillator. The new, 
slow %K line consists of the original %D line. The new, slow %D line 
formula is calculated from the new %K line. 


Snake    The nickname of the European Joint Float Agreement's 2.25 
percent fluctuation band for the European currencies against each 
other, derived from its curvaceous movement. 


Speedlines   Support or resistance lines that divide the range of the trend 
into thirds on a vertical line. The two resulting speedlines are plotted 
by using as coordinates the origin and the 1/3 and 2/3 prices 
respectively. 


Spot deal   A foreign exchange deal that consists of a bilateral contract 
between a party delivering a certain amount of a currency against 
receiving a certain amount of another currency from a second 
counterparty, based on an agreed exchange rate, within two 
business days of the deal date. The exception is the Canadian dollar, 
in which the spot delivery is executed within one business day. 


Spot next (S/N)  A foreign exchange deal that matures one business 
day past the spot date, or three business days. 


Sterilized intervention  A central bank intervention in the foreign 
exchange market that consists of a sale of government securities 
that offsets the reserve injection which occurs due to the foreign 
exchange intervention. The money market activity sterilizes the 
impact of the foreign exchange intervention on the money supply. 
Sterilized interventions have a short- to medium-term effect. 


Stochastics   Oscillators that consist of two lines called %K and %D. 
Visualize %K as the plotted instrument and %D as its moving 
average. The resulting lines are plotted on a 1 to 100 scale. Just as 
in the case of the RSI, the 70 percent and 30 percent values are 
used as warning signals. The buying (bullish reversal) signals occur 
at under 10 percent and the selling (bearish reversal) signals come 
into play at above 90 percent. 


Strike price   See Exercise price. 
Support level   The troughs representing the level at which demand 


exceeds supply. 
Swap deal   A foreign exchange deal that consists of a spot deal and a 


forward outright deal. A party simultaneously buys and sells (or sells 
and buys) the same amount of a currency with another counterparty; 
the two legs of the transaction mature on different dates (one of the 
dates being the spot date) and are traded at different exchange rates 
(one of the exchange rates being the spot rate). Exceptions may be 
made with regard to the value dates (forward-forward) and amount 
(different amounts). 


SWIFT (Society of Worldwide Interbank Financial Telecommunications)  
 An automated system set up to send standardized payment 


instructions for foreign currencies among international banks. 
Swing Index (SI)   A momentum oscillator that is plotted on a scale 


of -100 to +100. The spikes reaching the extremes suggest reversal. 
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Symmetrical triangle   A triangle continuation formation in which the 
support and resistance lines are symmetrical. (See Triangle.) 


Synthetic call option   A combination of a long currency and a long 
currency put. Synthetic put option A combination of a short currency 
and a long currency call. 


 
 
 
 
 
 
 


T 
 


Tan Book   An economic report prepared by the Federal Reserve for 
FOMC meetings. 


Tankan Economic Survey   The Japanese equivalent of the American 
Tan Book, which is released by the Federal Reserve. The survey is 
released on a quarterly basis. 


Technical analysis   The chart study of past behavior of commodity 
prices for purposes of forecasting their future performance. 


Theory of elasticities   A model of exchange rate determination stating 
that the exchange rate is simply the price of foreign exchange that 
maintains the BOP in equilibrium. The degree to which the exchange 
rate responds to a change in the trade balance depends entirely on 
the elasticity of demand to a change in price. 


Theta (T) or time decay   Occurs as the very slow or nonexistent 
movement of the currency triggers losses in the option's theoretical 
value. 


Three Buddha top formation   A reversal candlestick combination. It 
consists of a head-and-shoulders formation, or three consecutive 
rallies in which the first and the third are of approximately the same 
height, and the second is the highest. 


Threshold of divergence   A safety feature for the EMS that creates 
an emergency exit for currencies that become the singular focus of 
various adverse forces. The threshold of divergence indicates when 
the specific country with the pressured currency should take 
additional steps other than simple central bank intervention in the 
foreign exchange markets. 


Time decay   See Theta. 
Time value (time premium or extrinsic value)   The difference between 


the option premium and its intrinsic value. 
Tohbu (gravestone doji)   A reversal candlestick formation. 
Tomorrow/next (T/N) deal  A foreign exchange deal that matures the next 


business day, or one day prior to the spot date. 
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Tonbo (dragonfly)  A reversal candlestick formation. 
Traditional (Charles Dow) percentage retracements   Occur at 33 


percent, 50 percent, and 66 percent. 
Transaction exposure   Potential profit and loss generated by current 


foreign exchange transactions. 
Translation exposure   The risk of change of the consolidated corporate 


earnings as a result of past volatility in the base currency. 
Trend    The general direction of the market, as shown by the 


significant peaks and troughs of the currency fluctuations. 
Trendline   A straight line connecting the significant highs (peaks) in a 


downtrend, and the significant lows (troughs) in an uptrend. 
Triangle   A continuation formation that resembles the outline of a 


pennant, but without the pole. It consists of a brief consolidation 
period within a solid and steep upward trend or downward trend. The 
consolidation itself tends to be sloped in the opposite direction from 
the slope of the original trend, or simply flat. The consolidation is 
bordered by converging support and resistance lines, making it look 
like a triangle. When the currency resumes its original trend by 
breaking out of the consolidation, the price objective is the height of 
the triangle, measured from the breakout price level. 


 
Triple bottom  A bullish reversal pattern that consists of three bottoms of 


approximately equal heights. A parallel—resistance—line is drawn 
against a support line, which connects these tops. The break of the 
resistance line generates a move equal in size to the price difference 
between the average height of the bottoms and the resistance line. 


Triple top     A bearish reversal pattern that consists of three tops of 
approximately equal heights. A parallel—support—line is drawn 
against a resistance line, which connects these tops. The break of 
the support line generates a moveequal in size to the price difference 
between the average height of the topsand the support line. | 


TRIX Index  An oscillator that consists of a one-day ROC calculation of a 
triple exponentially smoothed moving average of the closing price. 


Tunnel    The nickname of the European Joint Float Agreement's total 
fluctuation band of the European currencies. 
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U 
 


Unemployment Rate   An economic indicator released as a percentage 
that is calculated as the ratio of the difference between the total 
labor force and the employed labor force, divided by the total labor 
force. 


Upside gap tasuki   Bullish two-day candlestick combination. It 
consists of a second-day black bar that closes an overnight gap 
opened on the previous day by a blank bar. 


Upward breakout of a bearish resistance line   Bullish point-and-figure 
chart formation that confirms the currency's breakout of a resistance 
line the third time it reaches it. The resistance line is sloped 
downward. 


Upward breakout of a bullish resistance line   Bullish point-and-figure 
chart formation that confirms the currency's breakout of a resistance 
line the third time it reaches it. 


Upward breakout from a consolidation formation      Bullish point-and-figure 
chart formation that resembles the flag formation. A valid upside 
breakout from the consolidation formation has a price target equal in 
size to the length of the previous uptrend. 


USDX    Currency index that consists of the weighted average of the 
prices of ten foreign currencies against the U.S. dollar: deutsche 
mark, Japanese yen, French franc, British pound, Canadian dollar, 
Italian lira, Dutch guilder, Belgian franc, Swedish krona, and Swiss 
franc. 


Uwakage   Upper shadow of the candlestick. (See Candlestick chart.) 
 
 
 
 
 
 
 


V 
 


Value at risk  The expected loss from an adverse market movement, with 
a specified probability over a particular period of time. 


Variation (maintenance) margin   Margin paid by the trading party in 
order to fully cover any unrealized loss. Any trader holding an 
overnight position with a negative P&L must post it in cash. It must 
be kept on deposit at all times. 


Vega   The sensitivity of the theoretical value of an option to a change in 
volatility. 
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Velocity of money  The rate at which money is turning over on an annual 
basis to facilitate income transactions. 


 
Vertical bear call spread   A compound option strategy of buying two 


options with a common expiration date; one option is a short call 
with a lower strike price and the other is a long call with a higher 
strike price. The seller's maximum profit is limited to the premium 
paid for the two options. The break-even point is calculated as the 
sum of the lower strike price and the total premium. The maximum 
loss consists of the dollar difference between the two strike prices, 
minus the total premium received. 


Vertical bear put spread   A compound option strategy of buying two 
options with a common expiration date; one option is a long put with 
a higher strike price and the other is a short put with a lower strike 
price. The buyer's maximum profit consists of the dollar difference 
between the two strike prices, minus the total premium paid. The 
break-even point is calculated as the difference between the higher 
strike price and the total premium. The maximum loss is limited to 
the premium paid for the two options. 


Vertical bear spread  An option combination whose theoretical value 
will decline to a predetermined maximum profit if the price of the 
underlying currency declines and whose maximum loss is also 
predetermined. 


Vertical bull call spread  A compound option strategy of buying two 
options with a common expiration date; one option is a long call with 
a lower strike price and the other is a short call with a higher strike 
price. The buyer's maximum profit consists of the dollar difference 
between the two strike prices, minus the total premium paid. The 
break-even point is calculated as the sum of the lower strike price 
and the total premium. The maximum loss is limited to the premium 
paid for the two options. 


Vertical bull put spread  A compound option strategy of buying two 
options with a common expiration date; one option is a long put with 
a lower strike price and the other is a short put with a higher strike 
price. The buyer's maximum profit consists of the net premium paid 
for the two options (one paid, the other received). The break-even 
point is calculated as the difference between the higher strike price 
and the total premium received. The maximum loss is limited to the 
dollar difference between the two strike prices, minus the total 
premium received. 


Vertical bull spread  An option combination whose theoretical value 
will rise to a predetermined maximum profit if the price of underlying 
currency rises, and whose maximum loss is also predetermined. 


Vertical spread  A compound option that consists of two similar options 
(i.e., calls or puts), one being bought and the other sold, on the 
same currency and with the same expiration date, but with different 
strike prices. 
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V-formation (spike)   Reversal formation that shows sudden trend 
changes and is accompanied by heavy trading volume. This pattern 
may include a key reversal day, or an island reversal and an 
exhaustion gap. 


Volatility   The degree to which the price of currency tends to fluctuate 
within a certain period of time. 


Volume   The total amount of currency traded within a period of time, 
usually one day. 


Vostro account  A vostro account from the point of view of the 
counterparty. 


 
 
 
 
 
 
 


W 
 
Wedge  A continuation formation that resembles the outline of a 


pennant, but without the pole. It consists of a brief consolidation period 
within a solid and steep upward trend or downward trend. The consolidation 
is sharply angled in the opposite direction from the slope of the original trend. 
The consolidation is bordered by a support line and a resistance line that 
converge, making it look like a sharply angled triangle. When the currency 
resumes its original trend by breaking out of the consolidation, the price 
objective is the height of the wedge, measured from the breakout price level. 


 
 
 


 
 







 


 
  FOREX.  On-line Manual For Successful Trading   141 


 
 


BIBLIOGRAPHY 
 


 
 
 
1. Luca, C. Trading in the Global Currency Markets. 2nd Edition. New 


York Institute of Finance. New York, 1999. 
 
2. Luca, C. Technical Analysis Applications in the Global Currency 


Markets.  2nd Edition. New York Institute of Finance. New York, 2000. 
 
3. Achelis, S.B. Technical Analysis from A to Z. 2nd Edition. New York. 


McGraw-Hill, 2000 
 
4. An Introduction to Technical Analysis. John Wiley & Sons, 1999. 
 
5. Edwards, R.D., Magee John.  Technical Analysis of Stock Trends. 7th 


Edition. AMACOM, 1998. 
 
 
 
 
 





		FOREX

		On-Line Manual

		For Successful Trading

		

		

		

		

		CONTENTS

		

		Merchandise Trade Balance							 40



		Line Chart										 49

		Moving Averages 									 81

		Impulse Waves—Variations							 98













		CHAPTER 1



		Introduction

		

		Interest Rate Volatility

		Business Internationalization

		Increasing of Corporate Interest



		Increasing of Traders Sophistication

		Developments in Telecommunications

		Computer and Programming development



		CHAPTER 2



		Kinds Of Major Currencies

		And Exchange Systems

		

		

		

		The Euro

		The British Pound

		The Swiss Franc

		Trading with Brokers

		Dealing Systems

		Matching Systems











		The Federal Reserve System of the USA

		CHAPTER 3



		Kinds Of Foreign

		Exchange Market

		

		

		

		

		Gamma

		Vega

		Theta











		CHAPTER 4



		Fundamental Analysis

		

		Theories of Exchange Rate Determination

		

		

		

		

		Purchasing Power Parity

		Purchasing power parity states that the price of a good in one country should equal the price of the same good in another country, exchanged at the current rate—the law of one price. There are two versions of the purchasing power parity theory: the absol

		Trade barriers are still alive and well, sometimes obvious and sometimes hidden, and they influence costs and goods distribution.















		The PPP Relative Version

		

		

		

		

		

		

		Theory of Elasticities

		Modern Monetary Theories on Short-Term Exchange Rate Volatility













		The Portfolio-Balance Approach

		Synthesis of Traditional and Modern Monetary Views

		

		

		

		

		

		Consumption Spending

		Investment Spending

		Government Spending

		Net Trade

		Industrial Production

		Industrial production consists of the total output of a nation's plants, utilities, and mines. From a fundamental point of view, it is an important economic indicator that reflects the strength of the economy, and by extrapolation, the strength of a spec

		Factory orders refer to the total of durable and nondurable goods orders. Nondurable goods consist of food, clothing, light industrial products, and products designed for the maintenance of durable goods. Durable goods orders are discussed separately. Th

		Durable goods orders consist of products with a life span of more than three years. Examples of durable goods are autos, appliances, furniture, jewelry, and toys. They are divided into four major categories: primary metals, machinery, electrical machiner

		Business inventories consist of items produced and held for future sale. The compilation of this information is facile and holds little surprise for the market. Moreover, financial management and computerization help control business inventories in unpre

		Inflation Indicators

		Gross national product implicit deflator is calculated by dividing the current dollar GNP figure by the constant dollar GNP figure.

		Gross Domestic Product Implicit

		Gross domestic product implicit deflator is calculated by dividing the current dollar GDP figure by the constant dollar GDP figure.

		Merchandise Trade Balance

		Employment Indicators

		Consumer Spending Indicators

		Auto Sales

		Leading Indicators

		Personal Income















		CHAPTER 5



		Technical Analysis

		Price



		Cycles are gauged in terms of amplitude, period, and phase. The amplitude shows the height of the cycle, the period shows the length of the cycle, the phase shows the location of a wave trough.

		Volume and Open Interest

		

		

		Line Chart

		Bar Chart

		Kinds Of Trends



		Percentage Retracement

		Lines of Support and Resistance







		Head-And-Shoulders

		Signals Generated by the Head-and-shoulders Pattern

		Inverse Head-And-Shoulders

		Double Top

		Another very reliable and common trend reversal chart formation is the double top. As the name clearly and succinctly describes, this pattern consists of two tops (peaks) of approximately equal heights. (See Figure 5.17.). A parallel line is drawn agains

		Signals Provided by the Double Top Formation

		Double Bottom

		Triple Top And Triple Bottom

		Rounded Top and Bottom Formations

		Diamond Formation

		

		

		Flag formation

		Pennant Formation

		Triangle Formation

		Figure 5.30.   Diagram of an expanding triangle

		Wedge Formation

		Rectangle Formation

		

		

		

		Common Gaps

		Breakaway Gaps

		Runaway Gaps

		Exhaustion Gaps

		Moving Averages

		A buying signal on a two-moving average combination occurs when the shorter term of two consecutive averages intersects the longer one upward. A selling signal occurs when the reverse happens, and the longer of two consecutive averages intersects the sho







		Oscillators are designed to provide signals regarding overbought and oversold conditions. Their signals are mostly useful at the extremes of their scales and are triggered when a divergence occurs between the price of the underlying currency and the osci

		

		

		Stochastics

		Momentum





		OCP = old closing price for the predetermined period Larry Williams %R.











		CHAPTER 6



		Fibonacci Analysis and Elliott Waves Theory

		6.1. Fibonacci Analysis

		

		

		

		Extensions can provide a useful guide to the lengths of future waves. Most impulse sequences contain extensions in only one of their three impulsive subwaves. Thus, if the first and third waves are of about the same magnitude, the fifth wave probably wil







		CHAPTER 7



		Foreign Exchange Risks

		

		

		

		

		

		Glossary And

		Foreign Exchange

		Terms

		BIBLIOGRAPHY


















Economics of currency derivative


Economics of currency derivatives
The Standing Committee on Currency Derivatives constituted recently by the 
Securities Exchange Board of India (Sebi) and the Reserve Bank of India (RBI) has 
proposed to allow futures trading in currencies on already-established commodity 
and stock exchange platforms. This proposal is worthy of applause, since it will 
help in expeditious execution of the idea. After all, the established stock and 
commodity exchanges have the requisite mobilisation capacities, owing to their 
well-established and already-operating derivative trading mechanisms, suitable 
organisational structures, exchange risk administration resources, excellent 
monitoring and surveillance systems in place, etc. 
 
Currency derivative trading owes its origin to commodity derivative trading. Yet, 
despite a long history of commodity futures, currency futures were introduced as 
late as 1972 at the Chicago Mercantile Exchange (CME), only after the 
international gold standard was abolished and currency values were allowed to 
“float”. Commodity traders at the CME realised that their inaccessibility to inter-
bank exchange markets would place them in tight corners, as violent fluctuations 
were taking place in the currency market. Realising their urgent need and 
appreciating the inevitable commodity-currency nexus, CME lost no time in 
establishing the International Monetary Market (IMM), initially as an independent 
exchange. Thus, emerged the first ever currency futures market in the world with 
exchange-traded standardised futures contracts on major world currencies as a 
substitute, and to an extent as an adjunct, to the enormous forward market in 
currencies that then existed and still exists. However, over time, the IMM was 
merged with the CME. 
 
The linkage between commodity and currency futures is evident not only in the 
origin of the latter, but the nexus has been increasing over time. As it is, globally 
traded commodities, in terms of their number and volume, have increased 
exponentially with the accelerated movement towards globalisation year after 
year. The vagaries of international trade and finance are being faced by 
developing nations with the steady dismantling of trade and tariff barriers and 
reduction in protective commodity subsidies under the aegis of the World Trade 
Organization (WTO). This has relentlessly exposed various players in the 
commodity value chain (commodity traders, importers, exporters, processors, 
manufacturers, small and medium enterprises trading in commodities and their 
products, etc.) to two types of market risks: commodity price risks and currency 
value risks. Actually, the two risks are not quite independent of each other, but 
are closely inter-related. Currency fluctuations cause price movements in the 
international commodity markets; surges and slides in commodity prices, in turn, 
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upset trade balances and bring about the consequential changes in currency 
values. 
 
Be that as it may, both commodity and currency price risks, irrespective of their 
sources of origin and causes, can pull down operating margins of commodity 
players of diverse hues, especially in a fiercely competitive international trade 
environment, and hence need to be countered not just effectively, but, even more 
importantly, concurrently. Empirical literature has, time and again, vividly 
revealed that international players in commodities can improve their competitive 
efficiency by hedging foreign exchange exposure, no sooner than they hedge their 
commodity price risks. It is therefore quite logical, as also absolutely essential, for 
a commodity market functionary to take appropriate positions in both commodity 
and currency derivative contracts to hedge both the risks together. It is but 
natural that a commodity hedger taking a position in a commodity exchange 
would prefer to look out for another instrument on the same exchange platform, 
with the operations and regulations of which he is very familiar. 
 
Besides agro-commodities, the major commodities traded on the national 
commodity exchanges in India are mostly either imported or exported. These 
include crude oil, precious and non-ferrous metals, natural gas, steel and carbon 
credits. While importers of these commodities need to hedge their import 
commitments against the possible risk of a change in the prices of the 
commodities concerned, they must also safeguard themselves from paying a 
higher price for imports on receiving shipments, if the Rupee were to depreciate 
during the intervening period. On the other hand, not only do commodity export 
commitments call for long hedges in commodity futures to avoid the risks of price 
rises to ensure procurement or production of supplies for shipments on due dates 
at costs not higher than those envisaged at the time of entering into export 
orders, but also must hedge in currency futures against the appreciation of the 
Rupee, lest export earnings unexpectedly drop. 
 
Commodity traders are also exposed to vagaries of freight costs on their 
shipments, especially when export-import commitments are based on CIF or C&F 
prices that are quoted in foreign currencies. With the uncertainty in oil prices and 
the unusual firmness witnessed in them, risks on freight costs have taken new 
dimensions, of late. The currency derivative mechanism will, definitely, be an 
instrument to combat the freight cost volatility caused due to exchange rate 
fluctuations. 
 
The benefits of currency derivatives are not confined to commodity markets 
(despite the inseparable linkage between the two), but also extends to the 
financial institutions like banks, which lend against commodities. Although bank 
advances are covered to some extent by appropriate margins, commodity and 
currency price volatility more often than not expose banks to unforeseen risks on 
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the stocks pledged/hypothecated with them. Banks may therefore find it more 
beneficial to hedge their commodity and currency risks on such stocks on 
exchanges that offer facilities to cover both the uncertainties. 
 
As the development of currency futures in stock exchanges will augment the 
participation of foreign investors, who can hedge against currency risks, investors 
in commodity exchanges will benefit from trading in currency futures to ensure 
their return on commodity investments, since commodity prices are closely related 
to exchange rate movements. That will improve liquidity in both the markets and 
help in real time price discovery for commodities as well as currencies. 
 
Incidentally, the competition amongst several stock and commodity exchanges 
trading in currency derivatives simultaneously will not only help improve their 
operating efficiency, but also facilitate arbitrage, usher in liquidity, reduce 
exchange rate volatility, and reduce, as a consequence, the total transaction 
costs, benefiting in the process the market players, while servicing their varied 
needs, including those of price discovery, risk management, market intelligence 
and information dissemination fairly proficiently. 
 
The author, Madhoo Pavaskar, is an economist and former executive director of 
Tata Economic Consultancy Services. The views expressed here are personal.


__________________________________________________________________________________ 
 


I.       Currency Derivatives - How and What


 


II. Very Important Reports and Circulars about Currency Derivatives newly 
introduced in Indian Market :-


1.   Report of the RBI-SEBI Standing Technical Committee on 
Exchange Traded Currency Futures


2.   RBI Guidelines on Trading of Currency Futures


3.   SEBI Circular on Exchange Traded Currency Derivatives
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III. Product Descriptions and Frequently asked Questions


 


_______________________________________________________


file:///F|/newcurrencyderivatives.htm (4 of 4) [12/21/2009 8:41:04 PM]



file:///F|/productdescriptionsnfaq.htm



		Local Disk

		Economics of currency derivative








Psychology of Trading 


 
 
Aiming for the Right Target in Trading  
By  
Walter T. Downs  
 
When trading goes right, it can be a great feeling. When trading goes wrong it can be 
a nightmare. Fortunes are made in a matter of weeks and lost in a matter of minutes. 
This pattern repeats itself as each new generation of traders hit the market. They hurl 
themselves out of the night like insane insects against some sort of karmic bug-light; 
all thought and all existence extinguished in one final cosmic "zzzzzzt". Obviously, for 
a trader to be successful he must acknowledge this pattern and then break it. This can 
be accomplished by asking the right questions and finding the correct answers by 
rational observation and logical conclusion.  
 
This article will attempt to address one question:  
 
"What is the difference between a winning trader and a losing trader?"  
 
What follows are eleven observations and conclusions that I use in my own trading to 
help keep me on the right track. You can put these ideas into table form, and use 
them as a template to determine the probability of a trader being successful.  
 
OBSERVATION # 1  
 
The greatest number of losing traders is found in the short-term and intraday ranks. 
This has less to do with the time frame and more to do with the fact that many of 
these traders lack proper preparation and a well thought-out game plan. By trading in 
the time frame most unforgiving of even minute error and most vulnerable to floor 
manipulation and general costs of trading, losses due to lack of knowledge and lack of 
preparedness are exponential. These traders are often undercapitalized as well. 
Winning traders often trade in mid-term to long-term time frames. Often they carry 
greater initial levels of equity as well.  
 
CONCLUSION:  
 
Trading in mid-term and long-term time frames offers greater probability of success 
from a statistical point of view. The same can be said for level of capitalization. The 
greater the initial equity, the greater the probability of survival.  
 
OBSERVATION # 2  
 
Losing traders often use complex systems or methodologies or rely entirely on outside 
recommendations from gurus or black boxes. Winning traders often use very simple 
techniques. Invariably they use either a highly modified version of an existing 
technique or else they have invented their own.  
 
CONCLUSION:  
 
This seems to fit in with the mistaken belief that "complex" is synonymous with 
"better". Such is not necessarily the case. Logically one could argue that simplistic 
market approaches tend to be more practical and less prone to false interpretation. In 
truth, even the terms "simple" or "complex" have no relevance. All that really matters 
is what makes money and what doesn't. From the observations, we might also 
conclude that maintaining a major stake in the trading process via our own thoughts 
and analyses is important to being successful as a trader. This may also explain why a 
trader who possesses no other qualities than patience and persistence often 
outperforms those with advanced education, superior intellect or even true genius.  
 







OBSERVATION # 3  
 
Losing traders often rely heavily on computer-generated systems and indicators. They 
do not take the time to study the mathematical construction of such tools nor do they 
consider variable usage other than the most popular interpretation. Winning traders 
often take advantage of the use of computers because of their speed in analyzing 
large amounts of data and many markets. However, they also tend to be 
accomplished chartists who are quite happy to sit down with a paper chart, a pencil, 
protractor and calculator. Very often you will find that they have taken the time to 
learn the actual mathematical construction of averages and oscillators and can 
construct them manually if need be. They have taken the time to understand the 
mechanics of market machinery right down to the last nut and bolt.  
 
CONCLUSION:  
 
If you want to be successful at anything, you need to have a strong understanding of 
the tools involved. Using a hammer to drive a nut in to a threaded hole might work, 
but it isn't pretty or practical.  
 
OBSERVATION # 4  
 
Losing traders spend a great deal of time forecasting where the market will be 
tomorrow. Winning traders spend most of their time thinking about how traders will 
react to what the market is doing now, and they plan their strategy accordingly.  
 
CONCLUSION:  
 
Success of a trade is much more likely to occur if a trader can predict what type of 
crowd reaction a particular market event will incur. Being able to respond to irrational 
buying or selling with a rational and well thought out plan of attack will always 
increase your probability of success. It can also be concluded that being a successful 
trader is easier than being a successful analyst since analysts must in effect forecast 
ultimate outcome and project ultimate profit. If one were to ask a successful trader 
where he thought a particular market was going to be tomorrow, the most likely 
response would be a shrug of the shoulders and a simple comment that he would 
follow the market wherever it wanted to go. By the time we have reached the end of 
our observations and conclusions, what may have seemed like a rather inane 
response may be reconsidered as a very prescient view of the market.  
 
OBSERVATION # 5  
 
Losing traders focus on winning trades and high percentages of winners. Winning 
traders focus on losing trades, solid returns and good risk to reward ratios.  
 
CONCLUSION:  
 
The observation implies that it is much more important to focus on overall risk versus 
overall profit, rather than "wins" or "losses". The successful trader focuses on possible 
money gained versus possible money lost, and cares little about the mental highs and 
lows associated with being "right" or "wrong".  
 
OBSERVATION # 6  
 
Losing traders often fail to acknowledge and control their emotive processes during a 
trade. Winning traders acknowledge their emotions and then examine the market. If 
the state of the market has not changed, the emotion is ignored. If the state of the 
market has changed, the emotion has relevance and the trade is exited.  
 
CONCLUSION:  
 
If a trader enters or exits a trade based purely on emotion then his market approach 
is neither practical nor rational. Strangely, much damage can also be done if the 
trader ignores his emotions. In extreme cases this can cause physical illness due to 







psychological stress. In addition, valuable subconscious trading skills that the trader 
possesses but has no conscious awareness of may be lost. It is best to acknowledge 
each emotion as it is experienced and to view the market at these points to see if the 
original reasons we took the trade are still present. Further proof that this conclusion 
may have validity can be seen in even highly systematic traders exiting a trade for no 
apparent reason, and pegging a profitable move almost to the tick. Commonly, this is 
referred to as being "lucky" or being "in the zone".  
 
OBSERVATION # 7  
 
Losing traders care a great deal about being right. They love the adrenaline and 
endorphin rushes that trading can produce. They must be in touch with the markets 
almost twenty-four hours a day. A friend of mine once joked that a new trader won't 
enter a room unless there is a quote machine in it. Winning traders recognize the 
emotions but do not let it become a governing factor in the trading process. They may 
go days without looking at a quote screen. To them, trading is a business. They don't 
care about being right. They focus on what makes money and what doesn't. They 
enjoy the intellectual challenge of finding the best odds in the game. If those odds 
aren't present they don't play.  
 
CONCLUSION:  
 
It is important to stay in synch with the markets, but it is also important to have a life 
outside of trading. It is a rare individual who can do anything to excess without 
suffering some form of psychological or physical degradation. Successful traders keep 
active enough to stay sharp but also realize that it is a business not an addiction.  
 
OBSERVATION # 8  
 
When a losing trader has a bad trade he goes out and buys a new book or system, 
and then he starts over again from scratch. When winning traders have a bad trade 
they spend time figuring out what happened and then they adjust their current 
methodology to account for this possibility next time. They do not switch to new 
systems or methodologies lightly, and only do so when the market has made it very 
clear that the old approach is no longer valid. In fact, the best traders often use 
methodologies that are endemic to basic market structure and will therefore always 
be a part of the markets they trade. Thus the possibility of the market changing form 
to the extent that the approach becomes useless, is very small.  
 
CONCLUSION:  
 
The most successful traders have a methodology or system that they use in a very 
consistent manner. Often, this revolves around one or two techniques and market 
approaches that have proven profitable for them in the past. Even a bad plan that is 
used consistently will fair better than jumping from system to system. This 
observation implies that stylistic foundations of a trader's market approach must be in 
place before consistent profitability can occur.  
 
OBSERVATION # 9  
 
Losing traders focus on "big-name" traders who made a killing, and they try to 
emulate the trader's technique. Winning traders monitor new techniques that come on 
the trading scene, but remain unaffected unless some part of that technique is 
valuable to them within the framework of their current market approach. They often 
spend much more time looking at how the market seeks and destroys other traders or 
how traders destroy themselves. They then trade with the market or against other 
traders as these situations arise.  
 
CONCLUSION:  
 
Once again, we can note that the individuality of a trader and his comfort level and 
knowledge regarding his system are far more important than the latest doodad or 
Market guru.  







 
 
OBSERVATION #10  
 
Losing traders often fail to include many factors in the overall trading process that 
affects the probabilities of overall profit. Winning traders understand that winning in 
the markets means "cash flow". More cash must come in than goes out, and anything 
that effects this should be considered. Thus a winning trader is just as thrilled with a 
new way to reduce his data-feed costs or commissions as he is with a new trading 
system.  
 
CONCLUSION:  
 
ANYTHING that affects bottom line profitability should be considered as a viable area 
of study to improve performance.  
 
OBSERVATION #11  
 
Losing traders often take themselves quite seriously and seldom find humor in market 
analysis or the trading environment. Successful traders are often the funniest and 
most imaginative people you will ever meet. They take joy in trading and are the first 
to laugh or relate a funny story. They take trading seriously, but they are always the 
first to laugh at themselves.  
 
CONCLUSION:  
 
Its no wonder that one of the first things psychiatrists test for when treating a patient 
is whether or not the patient has any sense of humor about his affliction. The more 
serious the tone of the individual, the more likely that insanity has set in.  
 
 
SUMMARY OF CONCLUSIONS AND OBSERVATIONS  
 
Both winning and losing traders consider trading a game. However, winning traders 
take the game not as a diversion but as a vocation which they practice with an 
intensity and dedication that rivals the work ethic of a professional athlete. Since the 
athletic metaphor seems appropriate, I will sum up on that note.  
 
If trading were a game like basketball perhaps novice traders would realize more 
readily that what appears as effortless ease of the professional trader in sinking three-
point shots is in fact the product of endless hours spent shooting hoops in deserted 
back yards and empty playgrounds.  
 
As in sports, the governing factors are internal and external. We deal with the market 
and ourselves. Both are like weapons and they can be used proactively or 
destructively. Each and every trade should be taken with professional care and 
planning  
 
In order to bring these observations home in an even more compelling form, lets add 
an element of ultimate risk to life and limb and say that our "sport" is more like target 
practice with a handgun. While it is certainly important to hit the target, it is more 
important to make sure the gun isn't pointed directly at ourselves when we pull the 
trigger.  
 
Minute differences in how we take aim in the markets can have amazing impact on 
the final outcome. The difference is clear: One method is accurate target practice. The 
other is Russian Roulette.  
 
Copyright@1999 Walter T. Downs All Rights Reserved. Distribution is  
allowed with due credit to the author. http://cistrader.com 
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MONEY MANAGEMENT 


& 


RISK CONTROL FOR TRADERS
 


There is one thing more important than any method of trading
anyone could ever teach you. Money management and risk
control are critical to trading success. It is not complicated, but
there are some very specific rules that you should follow.
Unless a trading system is 100-per-cent accurate in all cases,
a sound system of risk management and risk control has to be
part of it. If you have poor money management skills, you
could have the best trading system in the world, one that is
right 90% of the time, and you will still lose all of your money.
On the other hand, with good money management skills, you
could have a fairly inaccurate system, and still get respectable
returns. Money management is so important that studies have
shown that up to 90% of the variance in fund manager
performance can be directly attributed to it.


Without a proper money management plan, it is difficult to cut
losers and let winning trades run. Many traders also overstay
when the market goes against them, they are not flexible
enough to change their minds or opinions when the trend is
clearly against their positions. Instead of limiting their losses,
traders tend to add to losing positions.


The first thing that you have to decide is the size of your
trading account. It is advisable that your trading account must
be separate from your investment account. It should be a
small portion, perhaps 10% to 20% of your total investment
account. This is your high-risk money and you must recognize
that trading is a high-risk business. If you are successful, that
is good. If you are not, you do not want to get badly hurt.


Money Management For Traders
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Never mix your trading account with your investment
accounts. Go to the extreme of having your trading account
with a different brokerage firm.


What is money management and risk control? Money
management and risk control is the portion of one’s business
plan (trading system) that tells you how much you can risk on
one trade. What amount of risk should you be willing to take?
A proper money management component to your business
plan not only assures your longevity simply by not allowing
obscenely large positions, but also by removing significant
psychological barriers in trading. Larry Hite from the book
Market Wizards (which we would recommend you all read) by
Jack Schwager says:


"Never risk more than 1% of your total equity in any one trade.
By risking 1%, I am indifferent to any individual trade. Keeping
your risk small and constant is absolutely critical." Larry Hite.


Mr. Hite manages futures, and the risk control modules used
are slightly different, never-the-less, the principles are much
the same. Incidentally should you be thinking you can not
make good returns taking such small risks you should know
that when Market Wizards was written (1988) Larry Hite’s
funds had a compounded average yearly return of 30%. Our
return goals are higher than those set by Mr. Hite. As such we
must be willing to take a bit more risk per trade then he does.
Remember the principle however that one trade should not
matter. The risk control module we recommend for the
techniques you will learn here is 2%. You could go up as high
as 5%, but the swings in your account, and thus potentially
your state of mind, will be large.


What does this 2% risk module mean? We will use an
example of a $50,000 account for the purposes of illustration.
You find an opportunity in XYZ as a short if it trades below 55
1/8, and your stop according the methods you use should be
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56 5/8. This means your risk per share is $1.50. At this point,
you must determine how much you can risk according to your
risk control plan. In this case, you will be risking $1000, which
means if you are wrong and are stopped out, you will lose
$1000.


Risking $1000 you can trade up to 666 shares of XYZ. In this
case, we would advise rounding down to at least 650, and
probably 600 just for ease of executions sake. However, if you
want to be absolute on your risks, which isn't a bad plan, you
can trade 666 shares. Just remember to never round up. If
you do any rounding, make it down as this will not put you in
the uncomfortable position of risking too much of your capital
on one trade.


Using this risk module each time you make or lose money the
absolute dollar amount risked will of course change, but it is
important once you have a percentage you are comfortable
with to stick with it. As an example, say the XYZ trade doesn't
work out and you take your stop, your account now has
$49,000 in it. On your next trade, you wish to buy ABDC at a
price of 21 3/4 with a stop of 20 7/8. You can risk $980 on this
trade. Each share of ABCD has a risk of $0.875. This means
that using a 2% risk module you can take up to 1120 shares.
We will assume this trade works out and you sell 3 days latter
at a price of 23 1/2 for a gain of 1 3/4 per share, we are also
assuming, that this is the only trade you've made during this
time frame for the sake of simplicity. Assuming you took a
position of 1100 shares this brings your account up to
$50,750.


The next trade is in VVV, it is a buy at 45 1/8 and your stop is
a rather wide one at 42 1/4. This puts your risk at $2.875 per
share. With $50,750 in your account, you will be risking
$1015. As such, you can take a position of 350 shares. Two
days later when you sell VVV at 50, this brings your account
up to $52,456.25, which means that you will be risking $1049
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on the next trade. As you can see, after three trades using
this module your account is up a very respectable 4.9125%. If
this represented one months' worth of trading, you would be
on track to return at least 58.9%, a number most fund
managers would sacrifice their first born to achieve.


What would happen if we used an arbitrary number of shares
in each position, say 300 shares per trade as many traders
do. You would vastly under-perform, after these three trades
you would have an account size of $51,537.5 for a return of
3.075%, which is very respectable, but not as good as you
should have done. The real risk however with this arbitrary
system is that it is quiet possible you will find yourself in a
position of risking entirely too much money on one trade. Say
you want to trade something like Amazon.com. Stocks such
as Amazon very commonly have stops of $10 or more. In this
case you could be risking $3000 on one trade with an account
of $50,000. This is a 6% risk, which is entirely too large a
position to consider taking. It is this kind of position, that will
put you out of business.


Keeping careful track of your positions is essential. Keep a
trading notebook. It can be a file in your word processor or
just a scratch pad. Keep it organized, trading is a business.


When you enter a position, either long or short, you should
have a price target for the trade. Put into your trading notes
what the target is and why you decided to enter the trade and
what your entry price is. Have a time frame for the trade, that
is you are expecting to be in the trade for some number of
days or weeks.


Do not concentrate your trading account in too few stocks,
you must diversify. Five stocks is better than one or two and
ten is better than five. Try to have all your positions of about
equal dollar size. That way, if you have a loser, the total loss
is small in relation to your trading account.
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Especially if you are inexperienced always use stop loss
orders. By placing a stop order you are defining the amount
that you are willing to risk on a trade. Placing stops is tricky. In
general, if you are initiating a trade in a stock that you expect
to move out of a consolidation or trading range set your stop
below the opposite side of the consolidation. If you are trading
a stock that is strongly trending up, set your stop below a
moving average for the stock price. If you are short then do
the opposite. If you don't know what moving average to use
try one between 20 and 40 days. The reason for a stop is to
avoid a disaster. If you set your stop too tight you can be
prematurely closed out of a trade that would otherwise be
profitable. Put your stop decision in your trading notes.


Closing out a position is much more difficult than opening a
position. Remember that we are trying to hit a lot of singles
and doubles, not home runs. Since you have a target for the
trade, you can put an open order at the target price. If your
position is several hundred shares, you can scale out of your
position. That is you can sell 1/3 of your position at your target
price, the second 1/3 a little below your target price and then
keep the last third for a better price. Time is another reason to
close a position. When you opened the position you had a
time frame in mind. If one half of the time has elapsed and the
stock has not moved, the probability is that you have a
potentially bad trade and you should close it out. If the
position is a real mover you should consider moving both your
target and your stop. That way you can extend your profit and
the stop will take you out of the trade if it reverses.


Above all don't be afraid to take a loss. Just try to keep it
small. You do not want a bad trade to turn into a long-term
investment. Equally important, do not be afraid to take a profit.
Leave some money on the table for the next guy. Don't get
greedy and don't fall in love with a stock. We are looking for
reasonable profits.
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Don't get emotional about the market. Lack of experience in
the market causes many traders to become emotionally
and/or financially committed to one trade, and unwilling or
unable to take a loss. Emotions and FEAR are the enemy.
They must be eliminated at all cost by making all your trading
decision before the market is open. You keep your head must
be clear during trading hours and can stay focused on your
Game Plan and the opportunities presented in the market.
This will prevent you from panicking. Many people trade with
their hearts instead of their heads. For some traders,
adversity (or success) distorts judgment. That's why they
should have a plan first, and stick to it. Especially after a
winning streak when traders are feeling confident that they
can beat their systems. The result is emotional trading, which
also leads to losses. Emotion makes many traders hold a
loser too long. Many traders don't discipline themselves to
take small losses and big gains.


There is also a striking inability to stay with winners. Most
traders are too willing to take small profits and, therefore, miss
out on big profits. Most successful traders lose on 60% of
there traders but they make the 40% count and its usually
only just a few trades a year which really makes them their
money. This takes patience. It sounds simple, but it takes
discipline to trade correctly. This is hard whether you're losing
or winning.


Before making a trade you should: Set objectives - define all
outcomes and what you will do in each possible event.
Determine a dollar amount or percentage you are willing to
risk. Determine when you will take profits.


FOLLOW your trading plan & risk guidelines RELIGIOUSLY.
Define a screening method for trade selection.
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- Know how much you are willing to lose
- Never have a drawdown of more than 12% of initial
capital. It is EXTREMELY difficult to come back from
a loss of investment capital greater than 25%. So, if
you lose 25% of your capital, you will need a 33.3%
gain to be back to even (because you are starting
from a lower capital base).


At the present time, the market is very price volatile. Large
moves and large reversals are happening daily. Use discipline
and money management and your trading method should
work in your favor. Also remember that nobody is perfect and
you are going to make mistakes. You will always make them.
Try not to repeat them. At the end of the day mentally review
your trades and positions.


 Understand what you did right and wrong. Losing money
because you were wrong is not a mistake, losing money
because you didn't follow your rules is a mistake. When
reviewing your positions look at them with an unbiased view,
ask yourself what you what do if you had no position. For
example if you are long crude oil, try looking at as if you were
thinking of entering into a new position, would you go long,
short, or stay out. Its important be honest here and not
married to your position. If you can do this, you'll be surprised
how much clearer you'll see the markets.


Commissions are a significant cost for active traders.
Brokerage houses are in business to make money, and in
most cases, apply commissions to your buy and sell orders.
Consequently, an active account will provide good returns
only if your trading system scores on the odd winner. Without
a few home runs, it’s tough to see real profits with just in-field
hits.


For an investor with a $25,000 account, transaction costs for
a year of trading could exceed $2,500, assuming that 20 or so
positions are taken during the year. Obviously, this kind of
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investor should seek out a good discount broker. Savings in
transaction costs could improve your returns substantially.


By combining the information above with these additional
trading tips below, you will virtually eliminate any risks of
losing all your trading capital and should be able to make
excellent profits from trading:


Never risk more than 2 % of your trading capital on a
single trade. Smaller accounts between $5,000 and
$10,000 may have to go slightly higher.


1.  


Always use Stop Loss Orders to protect capital
whenever you make a trade, and move them to protect
profits. Most traders don't really use stops properly. Any
one who trades with a tight stop will be stopped out in a
normal market retracement. Stops should be placed at
least 2 standard deviations from where the market is.
They should also be placed using a higher time frame.


If you trade using daily data, look at weekly data to place
your stop. Stops should not be moved when the market
gets close them. Too many traders place stops then don't
want to take a loss and keep moving their stops as the
market gets closer. Stops should also be used in order to
not let a winning position get away from you. In a trending
market they should be moved with the trend, this will
eventually lock in some profits. Even if you don't like to
place stops, you should have a predetermined point at
which you'll get out of the market, stops help you do this.


2.  


Never over trade. Many traders over trade with
undercapitalized accounts. Traders often try to carry too
big a position relative to their available capital, and trade
too frequently for the size of the account.


3.  


Never let a profit run into a loss. As soon as a trade
becomes profitable, move your stop loss to lock in profits.


4.  
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Cut your losers. Many traders can't (or don't) take the
small losses and admit they are wrong. They often stick
with a small loser until it really hurts, then take the loss.


5.  


Always go with the trend, unless you are positive it is
over. Trading against the trend is a common mistake,
especially without reasonable stops.


6.  


"When in doubt, get out." If you are unsure of the
market position, it is safest to exit with a guaranteed profit
or small loss.


7.  


Avoid stagnant and volatile markets and trade in
markets that are trending with a daily volume of at least
100,000 plus. These markets will result in bad fills, limit
moves and erratic price movements usually against your
position, which results in your stops being blown through.


8.  


Trade in a variety of different markets to spread risk.9.  


Create a surplus account. This is one of the most
important tips. When you have made some profits, place
them here to use only in an emergency.


10.  


For more information about trading successfully, or to:


Discover how to use the underlying cyclic structure of the
markets to make consistent profits in a bull or bear
market...


●   


Have the freedom and flexibility to travel, live and trade
from anywhere in the world…


●   


Have unlimited FREE access to professional charting and
analysis software...


●   


Please see the Cycles of Wealth and Freedom Report and
Indicator Package, www.stangrist.com/CyclesReport.htm
which Stan Grist personally developed over several years and
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uses with amazing results to build wealth. Find out how YOU
can too.


For information about how to become financially independent
and free, please visit: Wealth and Freedom Technologies. It's
all about the practical knowledge, methods, and skills to
create wealth and live free in an un-free world. 


Wealth & Freedom Technologies brings you cutting-edge
information about what really works. You will find options,
strategies and support, empowering you to break loose and
live the life you've dreamed of.


These are techniques or businesses we have discovered and
tested ourselves over the years. We found these methods to
be the very best. We continue to use all of them and
recommend them as being legitimate and highly effective
ways of building *"residual income streams" and obtaining
more freedom. Look for them in our "What Really Works"
section.


*businesses that earn you money 24/7, while you enjoy the freedom to live your life. 
Copyright © 2002 Stan Grist All Rights Reserved. No part of this document may be reproduced or transmitted in any


form or by any means, electronic or otherwise without written permission from Stan Grist. All design work
copyright of Susan Millar unless otherwise specified.
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SCHOOL OF FOREX EDUCATION


SCHOOL OF FOREX EDUCATION


●     Pre-School level of Education in Forex : FOREX BASICS


●     Kindergarten level of Education in Forex: TYPES OF CHARTS


●     Grade-1 in School level of Education in Forex: JAPANESE CANDLESTICKS


●     Grade-2 in School level of Education in Forex: SUPPORT & RESISTANCE


●     Grade-3 in School level of Education in Forex: FIBONACCI


●     Grade-4 in School level of Education in Forex: MOVING AVERAGES


●     Grade-5 in School level of Education in Forex: IMPORTANT CHART PATTERNS


●     Grade-6 in School level of Education in Forex: COMMON CHART INDICATORS


●     Grade-7 in School level of Education in Forex: OSCILLATORS AND 
MOMENTUM  INDICATORS                                                                            
                              


●     Grade-8 in School level of Education in Forex: PIVOT POINTS


●     Grade-9 in School level of Education in Forex: MULTIPLE TIME FRAMES


●     Grade-10 in School level of Education in Forex: ELLIOTT WAVE THEORY


●     Grade-11 in School level of Education in Forex: CREATE YOUR OWN TRADING 
SYSTEM


●     Grade-12 in School level of Education in Forex: BEST TRADING HOURS
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SCHOOL OF FOREX EDUCATION


●     Grade-13 in School level of Education in Forex: MONEY MANAGEMENT


●     Grade-14 in School level of Education in Forex: PLAN YOUR TRADE AND TRADE 
YOUR      PLAN


●     College Level of Education in Forex: MULTIPLE TRADING PERSONALITY 
DISORDER


●     College Level of Education in Forex: MARKET SENTIMENTS


●     College Level of Learning in Forex about : U.S. Dollar Index


●     College Level of Learning in Forex about :  CARRY TRADE


●     College Level of Learning in Forex about : THE LAZY FOREX TRADER'S WAYS TO 


RICHES


●     College Level of Learning in Forex about :  Number.1 Cause of Death for Forex Trader


●     College Level of Learning of Forex about : COMMODITY CURRENCIES


●     College Level of Learning of Forex about : TRADING DIVERGENCIES


Click Here to return back to the Main Page


________________________________The End________________________________________
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The Seven Levels of Investor


In this report you are going to learn how to quickly, simply and easily put
yourself on the FAST TRACK to AUTOMATIC FINANCIAL FREEDOM.
You are going to be given a PROVEN SYSTEM to easily identify where
you are and how to get to where you want.  Tens of thousands of people
throughout the world have successfully mastered John R. Burley’s
Seven Fast Track Money Steps to AUTOMATIC Financial Freedom.
Let the Journey Begin!


What type of investor are you?  Have your investment experiences been
positive, negative, or mixed?  Would you like to know why you get the
results (positive or negative) that you get when you invest?  Of course
you would!


Good news.  In this report you will learn why you get the financial results
(for better or worse) that you do!  Over the past 20 years, I have devoted
myself to the study of money.  I have driven myself to know exactly how
it works and why.  I have read every book, watched every video, and
listened to every tape I could find on the subject.  Over that same period,
I have interviewed, counseled, and trained tens of thousands of people
throughout the world on how to build wealth.


During my in-depth study of what I refer to as the “Money Game,” I
made a startling discovery.  Despite the many and varied personality
types in the world, there are really only Seven Basic Types (or Levels) of
Investor.  And while it is common for an individual to drift a little from
one investor type to another, most people will stay fixed at one level for
their entire lives.  The bad news is that they are often “stuck” at a level
which prevents their financial success.  The good news is that anyone,
with a little effort, including you, can easily upgrade his or her
investment skills.


The first step to upgrading yourself is to identify what type of investor
you really are.  Knowing this will give you a clear awareness of why you


“If you reach for the stars, you might not quite get one, but you won’t end up with a
handful of mud, either.”  Leo Burnett


MAKE SURE TO CHECK OUT THE FREE
BURLEY CHRONICLES NEWSLETTER OFFER


AT THE END OF THIS REPORT.
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get (or do not get) the investment results you desire.  With this new
awareness you can adopt (or maintain) the attitudes required for your
desired level.  You can then invigorate this awareness with appropriate
action, to give yourself the results you so richly deserve.


Always carry with you the Three A’s: Awareness, Attitude, and Action.
I have found that when people are off track, it is because one of the
Three A’s are not being properly applied.


As stated, the great thing about your investor type is that it can be easily
changed.  So as you read on, do not despair if you are one of the lower
levels of investor.  You can always upgrade to a higher level.  Think of the
process as an evolution.  All of us begin at the bottom and progress
upwards.  The key to your own progress, or evolution, is to first
determine where you are and where it is you want to go.


People often get caught up in the “I need to make more money” trap.  In
fact, your income actually has very little to do with your ability to obtain
Financial Freedom.  Let me be clear, the Seven Levels of Investor have
nothing to do with income.  Rather they relate to what you do with the
income you make.  I know people who make millions of dollars per year
who are financial failures (I know, I agree, this is ridiculous, yet true.).  I
also have a graduate of mine who is a multi-millionaire yet he never
made more than US$18,000 per year from his job.


So remember, it is not what you make but rather what you keep and
what you do with it.


So don’t get hung up on your income.  Instead work on putting
money into investments that will grow.


As you read through the Seven Levels of Investor I want you to know
that at various times in my life I have been at every single one of these
levels.  It was only as my knowledge increased that I was able to upgrade
myself to where I am today.  Thus, at some point in the descriptions of
each level you may recognize yourself and the people in your life.  I
recommend that you write down the names of the people in your life and
what level of investor you think they are.  Include your name and level.  
It will really help you to open up your awareness.


To summarize, the first step in the process of change is Awareness.
Awareness of where you are and where you want to go to.  The second
step is to adopt the Attitude of the people whom you would like to
emulate (model).  The third step is to take positive Action.
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Here are the Seven Types (Levels) of Investors.


(This first Level of “Investor”
actually does not exist as an
investor. They are Level Zero).


This type of investor is the Non-Existent.  This person lives their
Financial Life with their head in the sand like an ostrich.  They
essentially have NO investments or savings.  They are completely
unconscious or oblivious in relation to money in general and their
spending habits in particular.  Their financial lives are so completely
mismanaged that they do not even qualify for the simplest credit
products and so, ironically, though their financial outlook is bleak, they
are often in a better financial
position than the person for whom
credit is all too easily available.


When asked what their problem is,
they will invariably state that they
just don’t make enough money.
That if they just made more money,
they would be OK.  The fact is that
in many cases they are now
“starving” on what they “dreamed”
they could make 5 short years ago.


This person fails to see that the problem is not necessarily their income
(or lack of it) but rather their Money Habits.


 (Also not, technically speaking, an
Investor.)


As implied above, the Borrower is often in
a far worse financial position than the
Non-Existent, though their potential for
change may be greater. The Borrower
often has very high debt.  They spend all
that they make and more besides.  What
they know how to do best is consume.
When they have money, it gets spent.  At best, they “survive” on a month
to month basis.  Their solution to a money crisis is to either attempt to
spend their way out of it or to take on more debt, oblivious to both the
short and long-term consequences of their actions.  Their idea of
“financial planning” is to get a new Visa Card or MasterCard or to
refinance their home in order to buy more things on credit.


Level Zero: The Non-Existent


“…the taxes are indeed very heavy, and
if those laid on by the government were
the only ones we had to pay, we might
more easily discharge them; but we
have many others, and much more
grievous to some of us.  We are taxed
twice as much by our idleness, three
times as much by our pride, and four
times as much by our folly, and from
those taxes the commissioners cannot
ease or deliver us by allowing an
abatement.”   Benjamin Franklin.


“You can’t build a solid,
substantial house with decayed
planks, no matter what kind of a
veneer is put over their
rottenness.”  Benjamin Franklin


Level One - The Borrower
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Similar to the Non-Existent, the Borrower refuses to see that the
problem is not necessarily their income (or lack of it) but rather their
Money Habits.  I personally know of one individual who was making over
US$3 million per year and yet still was a Level One – the Borrower.  Your
Money Habits (what you do with your income) are far more important
than the level of income you make, or do not make, in any given year.


The Borrower often gets themselves caught in a vicious cycle of spiraling
debt, coming to believe that their situation is hopeless, and as a result,
giving up all hope.  This person usually lives in complete financial denial.
Unless they are willing to change, their financial future is bleak and they
are accelerating towards financial oblivion.


The third type of Investor is the Saver.  This person usually puts aside a
“small” amount of money on a regular basis.  The money is generally
deposited into a very low-risk, low return vehicle such as a checking
account, savings account, money market account, certificate of deposit
(CD) or term deposit.  If they have a personal retirement account IRA,
401K, Pension, etc.(Superannuation Fund, CFP, as they are known in
other countries) they usually hold it with a bank or insurance company.


The Saver usually saves to consume rather than to invest (i.e. they save
for a new TV, stereo, etc.).  They are very afraid of financial matters and
are unwilling to take any risks.  Even when shown that in today’s
economic environment, cash investments give a negative return (after
inflation and taxes), they are still unwilling to alter their investment
habits.


Their idea of an aggressive investment
is to buy investment life insurance
such as whole life, universal, or
variable life insurance (a horrible
investment that almost no individual
should ever do as described in John
Burley’s Automatic Wealth Manual and
Winning the Money Game Tape Set).
From my years in the business, I can
tell you that the insurance industry
loves this type of person because they
can prey on their conservatism and deep-seated need for “Security” and
make HUGE COMMISSIONS in so doing.


Level Two - The Saver


“The drifters slip along until they
float into some quiet by-water, or
they go over the falls – and that is
the end of them.  Ambition is
something more than looking at the
point you want to reach. Ambition is
taking off your coat and pulling and
dragging your boat up the stream.”
Henry S. Firestone
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Although the strategy of saving worked well for my Grandfather (way
back in the first half of the last century when inflation was low and the
temptation to consume was minimal), it no longer works in today’s
economic environment.


We need to face the facts: the days of old
are gone.  No longer do we work for the
same company all of our lives and then
retire with a nice pension (as was commonplace throughout the 1950’s,
1960’s and 1970’s).  And unlike people retiring in the middle and
towards the end of the twentieth century, few people working today will
retire to live in the same home (mortgage free) that they’ve lived in for the
majority of their working lives.


In addition, my grandparent’s generation was able to receive the full
benefit of Government Social Security (with nominal contributions)
and/or Company retirement plans that were almost entirely funded by
the Government and Companies (vs. today’s plans that are almost
entirely directly employee funded).  And they benefited from Medicare
health plans that were mainly  paid for by the Federal Government.  All
of these benefits of old were provided with only nominal contributions by
the employee.


Thus, for them, the strategy of saving for the long term worked well.
Over the course of their lives, by diligently saving (without having to
invest) and only paying cash (except for modest borrowing to buy their
home and possibly automobiles), they were able to live comfortably when
they retired.


Would the same be true today?  Very doubtful.  Let’s look at the six main
reasons why:


1. Inflation – During the last 30 years inflation has proven to be very
volatile.  The luxury days of old of counting on bank interest rates to
keep up with inflation are over;


2. Consumption - Throughout the world, consumption has exploded.
The last two generations have become the “ultimate consumers,”
eating up much of the money they should have saved for retirement.
Unbelievably, the average US “Baby Boomer” (born between 1940-
1960) has less than $2,000 saved towards retirement as of June
1999;


3. Income taxes – Throughout the world the “average” family loses
between 20%-50%+ of their lifetime earnings to Local, State and
Federal Governments in the form of direct and indirect taxation;


“Money is like…an arm or a leg.
Use it or lose it.”  Henry Ford
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4. Social Security Plans – Most countries offer some form of Social
Security.  When Social Security was set up in the United States there
were 15 people paying in for every one receiving benefits.  Benefits
began at age 65 and the average American male was dead at 62.
Thus, there was plenty of money to fund the program.  Today this is
not the case.  Today there are 2.5 people paying in for every one
receiving benefits.  To make it worse Congress takes the money and
puts it in to Treasury Certificates, which do not even keep up with
the rate of inflation!  The Social Security behemoth is doomed.
Currently 15.3% of every dollar in wages paid in America goes to fund
this dinosaur.  Nonetheless, most experts predict its demise between
the years 2010 and 2020 unless the government takes more tax
and/or radically reforms the system (for the better).  And I don’t for a
second think that the current youth of America, Generation X and
the younger Baby Boomers (like myself) are going to pay the 20-30%
Social Security tax experts say will be needed to keep the system
alive long term.  There will be a revolution first!


The potential for the failure of over taxed, under funded Social
Security systems is occurring throughout the world. Make no
mistake; the Governments of the world are keenly aware that they
cannot continue to fully fund retirement.  Many countries have gone
to the introduction of compulsory employee/employer, non-
Government contribution superannuation (retirement plans).  Which
shows the Governments’ of the World clear intention for the individual
to take responsibility for our own retirement;


5. Increased Longevity - People are living longer and requiring extra
funds to sustain their lives beyond their retirement age.  Conversely,
employment opportunities for older citizens to extend their working
age (at their current pay level) and provide for their longer retirement
are diminishing for social and skills-related reasons;


6. Higher cost of Housing - Housing costs for the average family, within
city environments where employment opportunities are available,
have risen dramatically in relation to the wages offered by that
employment.  It takes the average family many more years to pay off
their home than it would have taken for their grandparents with a
similar quality of life.


Because of the above factors, unless Saver’s,  have already saved enough
for their “golden years,” they are destined for financial mediocrity.  Their
retirement will require family, Government, and employer subsidies (if
available) just to provide the basic essentials for survival.
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The fourth type of investor is the Passive Investor.  These investors are
aware of the need to invest and usually participates in their
Company/Government retirement plan (IRA, 401k, Pension, Social
Security, Superannuation, CFP, etc.).  Sometimes they even have outside
investments in Mutual Funds, Stocks, and Bonds.


Generally speaking they are intelligent people.  They make up the two-
thirds of the population that we call the “Middle-Class.”  However, when
it comes to investing they are Financially Illiterate.  The Passive
Investor falls into three typical categories:


The “Gone into a Shell” category is
comprised of people who have
convinced themselves that they do
not understand money and never will.
They make the following types of
statements:


 “No one ever taught me what to do”
 “I’m just not very good with numbers.”
“I’ll never understand how this [blank] investment works.”
“I’m just too busy to follow everything.”
“There’s too much paperwork.”
“It’s just too complicated.”
“I prefer to leave the money decisions to the professionals.”


They then follow up these comments with the following type of
justifications:


“But that’s okay because I have a great accountant.”
“My stock broker picks all my investments and she is a pro.”
“We have a great financial planner.”
“I have the best financial advisor in town I don’t need to understand
everything that is going on, he is a great guy.”
“The Government will take care of me in my old age.”
“My friend Charlie is a great insurance agent he handles everything for
me.”
“The Benefits Department at work handles everything, it will be fine.”


A. The “Gone into a Shell” Passive Investor


“Opportunity, for most of us, doesn’t
knock just once; she raps a continual
tattoo on our doors.  The pity is that
much of the time we’re either too
preoccupied to hear or too lethargic
to answer.”  Benjamin F. Fairless


Level Three - The Passive Investor
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The excuses and justifications go on and on.  All designed to relieve them
from having to take responsibility for their own money…and future.


Due to their beliefs, they have very little idea where their money is
invested or why.  This type of investor blindly follows the market like a
sheep and then squeals (a lot like a pig) before running to their own
slaughter.  Professional traders actually do commonly refer to this
type of investor as “PIGS” because of this behavior.


The most amazing consequence of their blind following of the farmyard
mentality of investing is that over the last decade or so (1987-early
2000), during the greatest Bull Market in history, these “investors” have
literally amassed no net returns on their investments!


The “It Can’t Be Done” Passive
Investor has determined that all
investments involving more than the
most basic research by the investor,
that promise much more than bank
interest rates of return are beyond
them.  They believe that higher rates of return “can’t be done” by other
than the most “gifted,” “lucky” or “connected” business people, “corporate
highfliers” or “shady wheeler dealers.”


They truly believe that high rates of return on investments are either
impossible, probably illegal or available only to the chosen few.   They
believe that the knowledge and skills required to even recognize such
investments are beyond THEM, in their present circumstances.


Their usual defense to demonstrations of successful investing by friends
or high profile investors is that the investor knew something that they
could not have possibly known or had an opportunity or available money
that they were not given in order to make the investment so profitable.
What a convenient justification.


Typically you will hear them state, right in the face of irrefutable evidence
to the contrary, that the successful investment strategy they have just
heard described in complete detail, cannot be successfully or indeed
legally undertaken in their state or by them in their particular
circumstances or financial position.  They are very willing to defend their
position to the death while their friends, the higher level investors,
continue making great investment after great investment.  It seems often


B. The “It Can’t Be Done” Passive Investor


“He who tries to seize an
opportunity after it has passed him
by is like one who sees it approach
but will not go to meet it.”
Kahlil Gibran
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as if they take some form of perverse delight in thinking that they are
right by trying to poke holes in well-proven investment opportunities.


It is common for these people to whine and complain about missing out
on an investment opportunity (after the fact), as if some barrier other
than their own psychology (in regards to investing) was to blame for them
missing out.


I do have compassion for this type of Investor, but let me be frank.  The
bottomline is that these people are COWARDS.  Often vocal, they are
quick to try to bring others down…to their level.  Because they are afraid
and unwilling to gain the knowledge they need to invest successfully.
They choose instead to “shoot down” and criticise others in an attempt to
make themselves, and their beliefs about investing, right.


My advice is to spend as little time as possible (discussing money or
investments) with these people.  When they see you moving forward their
natural tendency is to put you down and try to convince you of all of the
reasons (their reasons) why “it can’t be done”.


The reason they do this?  If the people around them become financially
successful they believe that that makes them wrong.  And thus in their
minds it makes them losers. As a form of self-preservation they
instinctively (at a conscious and sub-conscious level) strike out to pull
down all who are trying to escape the “Rat Race.”


So avoid discussing matters of finance and investing with this person at
all costs (if your spouse or significant other happens to be one of these
people, please don’t argue with him or her.  Don’t fight it, just let them
be right in their own mind for the time being.  Just go out there and be a
successful investor.  When you “Show them the Money”, maybe then
they will begin to come around to your way of thinking.  Again though, if
positive results still fuel their negative fire, don’t waste your time and
energy trying to put the fires out, you will probably only succeed in
fanning them.


Bottomline:  Don’t ever let the “It Can’t Be Done” Investor take
away from you the opportunity to become a successful investor.


The “Victim” is the third category of
Passive Investor.  Like the people who have
“Gone into a Shell” or those who fight for the truth of “It Can’t Be


“Most people would succeed in
small things if they were not
troubled by great ambitions.”
Henry Wadsworth Longfellow


C. The “Victim” Passive Investor
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Done,” they are intelligent people.  However, these investors have no
Principles or Rules for investing.  They impulsively buy high and (in a
panic) sell low.  They look at the stock market about the same way as
they look at a Las Vegas Craps table.  It’s just luck.  Throw the dice and
hope.  They are endlessly searching for the “secret” to investing.
Constantly looking for new and exciting ways to invest.


My good friend Dr. Van K. Tharp, The Trainer of Traders whom was
featured in the book Market Wizards teaches many of the world’s elite
investors in shares, futures and other derivatives markets.  He calls this
“the pursuit of the Holy Grail.”  For  “Victim” Passive Investors this
pursuit occurs, usually with repeated failures (and without
accompanying behavior changes), as a consequence of superficial and
quick reliance on others for what investments to buy and sell and how to
buy and sell them.


With stars in their eyes distorting their view of investment opportunities,
the “Victim” Passive Investors believes that finding the “Holy Grail” is
all about striking gold somewhere in the outside world, through some
amazing new investment that they were quick enough to recognize and
jump into.  They are always searching for the secret to investing outside
themselves, rather than within by changing their unsuccessful behavior.


Because they are not afraid of risk (far from it, they actually find risk
exciting and often actively pursue it), they are easy “marks” for brokers.
They often fall for investment telemarketing schemes, direct mail
opportunities and the “hot” offerings in newspapers and magazines.


They are quick to jump into: initial public offerings (IPOs or floats);
commodities and futures trading, mining, gold, gas, and oil stocks (and
other low probability/high-risk mining ventures); ostrich farms; wine
growing; timber and tea tree plantations; and every other risky, trendy,
exotic or ‘tax-effective’ investment known to mankind.


They love to use “sophisticated” investment techniques such as margins,
short-sells, puts, calls, warrants and other options, without proper
knowledge of exactly what it is they are committing to or the real
investment risks.


These people are easily the worst investors the planet has ever known.
They are always trying to “Hit a Home Run”; they usually “Strike Out” in
a big way.  When asked how they are doing, they will always state that
they are “about even” or “a little bit up.”  The truth is that they have lost
money.  Many times and often in huge amounts.
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“Victim” Passive Investors type of investor lose money over 90% of the
time!  They will never discuss their losses but will always brag about
their big win during the “Wheat Drought of ‘98.”  Despite the rarity of
such wins they will eagerly keep coming back for more (like Bart
Simpson to a hot-wired cupcake-Bzzz Ow!).  They believe that all they
need is just one “Big One” to be on easy street.  Society refers to this
person as an “Incurable Gambler.”  I refer to them as a “Financial
Failure.”


Dr. Tharp describes this type of person - the pursuer of the “Holy Grail”
of instant success based on hitting some magic formula or investment
opportunity - as someone who fails to appreciate their own “ability to
think and be unique.”  They jump on any and all investment schemes,
sufficiently convinced by the sales pitch of the investment representative
to shut down their own inner wisdom and instincts long enough to
blindly hand over their money.


Always searching for the “Holy Grail” in entirely the wrong place, they
run around so fast that their inner abilities and powers of independent
thought cannot catch up with them long enough to show them, as Dr.
Tharp best puts it, that “People make money by finding themselves,
achieving their potential, and getting in tune with themselves so that
they can follow the flow of the market.”


When you reach the level of Automatic
Investor, your investment success is
assured.  You are truly on the path to
Automatic Financial Freedom.


Automatic Investors are clearly aware of the need to invest.  However,
unlike Passive Investors, they are actively involved in their investment
decisions.  They have a clearly laid out Written Long Term Plan that will
enable them to reach their financial objectives.


They follow The Seven Fast Track Money Steps of the Rich.  The
Powerful Seven Fast Track Money Steps of the Rich allow anyone to
achieve Automatic Financial Freedom.  Each step is a simple action
step that the Level Four Automatic Investor must always follow when
managing their money.


4. The Automatic Investor “Money, which represents the prose
of life, and which is hardly spoken of
in parlors without an apology, is, in
its effects and laws, as beautiful as
roses.”
Ralph Waldo Emerson
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Financially Successful People Follow The Seven Fast Track
Steps to Automatic Financial Freedom Religiously!


The Seven Fast Track Steps to Automatic Financial Freedom are set
out more fully in my manual, Automatic Wealth and explained step-by-
step for easy implementation to allow you to produce financial results
that will astound you.


Make no mistake; these people are not what you would think of as
glamorous big-time investors.  Far from it.  It is doubtful that they invest
in futures, mining and oil, or gold stocks, or any other “exciting”
investment vehicle.  They are unlikely to be interested in speculation,
and if they are, will only speculate with small percentages of their total
investment capital (less than 5%) with clearly defined parameters for
minimizing losses (risk).


Rather, they have adopted the intelligent long term approach used by
investors such as Peter Lynch of Fidelity’s Magellan Fund fame (one of
the largest and most successful Mutual Funds in history) and Warren
Buffet (the world’s best investor and one of the wealthiest men in the
world).


The approach is to keep investment simple.  Invest in Equity positions
(such as stocks or stock mutual funds) that provide the opportunity for
realistic investor returns (12%+) over the long term.


The 7 Fast Track Steps


Ø Paying Yourself First
Ø Re-investing Your Investment Returns
Ø Receiving Level Four Automatic Investor Rates of Return
Ø Knowing What Your Money is Doing
Ø Adopting the Automatic Money System
Ø Financial Competence (Intelligence and Responsibility)
Ø Avoiding Debt and Living Debt-Free


“In the long run, its not how
much money you make that will
determine your future.  It’s how
much of that money you put to
work by saving it and investing
it.”  Peter Lynch.


“To invest successfully over a lifetime does not
require a stratospheric IQ, unusual business
insights, or inside information.  What’s needed
is a sound framework for making decisions and
the ability to keep emotions from corroding
that framework.”  Warren Buffet.
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Level Four Automatic Investors are not concerned with what the “in
crowd” is doing.  They look for a “good story” and then invest via a
systematic Automatic Investment Plan (AIP).  They do not get fancy.
They rarely use options or margin accounts or any of that other stuff that
the “sophisticated” money managers use.  They just buy good stocks (or
Mutual Funds) and hold it for the long term.  And they do so without
overcomitting themselves.


They are the people living next door to you driving the three year old
used automobile (I strongly recommend you confirm this by reading The
Millionaire Next Door by Thomas J. Stanley, Ph.D. and William D. Danko,
Ph.D.).


I know that you are probably not yet convinced.  You are thinking “Come
on John, let’s get real.  You’re saying all I have to do is invest in a good
growth Mutual Fund (also known Internationally as a Managed Fund,
Unit Trust, etc.) on an Automatic Investment Plan (AIP) and I’ll become
rich?  No way!”  If that’s how you are thinking let me give you an example


of what this simple strategy can do for you.


If you had given Warren Buffet $10,000 just 30 years ago, today you
would have $68,417,563.30!  That’s not a typo, that is over 68 million
dollars!  If you had given him $200 a month in an AIP, starting 30 years
ago, today you would have $47,165,321.69!  And if you had done both,
given him $10,000 plus the $200 per month, today you would have a tidy
$115,582,885.00!!


Never again question the power of money
invested over time.  This power is known
as Compound Interest.  According to
Albert Einstein, Compound Interest is the
“8th Natural Wonder of the World” and
the most powerful thing he ever
encountered (including the atom).  With
as little as $100-$200 per month, you too
can Unleash the Power of Compound
Interest and become a millionaire over
time.  All you need to do is become an Automatic Investor.


Compound Interest - 8th Natural Wonder of the World


“If, in order to succeed in an
enterprise, I were obliged to
choose between fifty deer
commanded by a lion, and fifty
lions commanded by a deer, I
should consider myself more
certain of success with the first
group than with the second.”
Saint Vincent de Paul


Please understand that a long term Automatic Investment Plan (AIP)
in concert with Financially Competent (Intelligent and Responsible)
money management strategies will provide you with all the money you
will need to retire rich.  You’re understanding and acceptance of this
reality is critical to your financial well being.
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If you are not yet an Automatic Investor, become one as fast as you
can.  Read on and take notes. (If you are already at this level,
congratulations!  You have already unleashed the Power!)


We will talk in greater detail in my Automatic Wealth Manual and
Winning the Money Game Tape Set about the Automatic Investment
Plan (AIP).  For now simply set out a plan of how much you will need per
month for how many months (at a realistic rate of return) to get you to
where you want to go.


As stated before: at Level Four keep it simple.  Don’t get fancy.
Avoid the “sophisticated” investments (until you gain proper
knowledge).  Stick to owning solid stocks and proven growth Mutual
Funds.  Do not attempt to outsmart the market. Use a fund like the
US Vanguard Index 500 fund that closely ‘mirrors’ the S & P 500
Index.  This index outperforms two-thirds of all Mutual Funds, year
in and year out.  Over 10 years this will historically provide you a
return that will exceed 90%+ of the “professional” Mutual Fund
managers.


Vanguard can be contacted at 1(800) 662-7447 or vanguard.com. I
particularly like this company because they offer no-load (no
commission) funds that consistently perform at the top of their sector
while having among the lowest administrative costs (under 0.20%) in the
business.


For independent information on the performance of a particular fund
contact mutual fund rating and analysis companies and services (look in
the phone book and on the Internet).  In the US, you can contact
Morningstar at 1 (800) 735-0700 or morningstar.com.


Stop waiting for the “Big Deal.”  Get into
The Game.  If you are just beginning,
start with small deals (like Mutual
Funds).  You can always move up to a
bigger game, but you can never get back
the time (and money) you lost by waiting
for that illusive big deal.  It is the life-
changing habits represented at first by
these smaller investment decisions and
initiatives that are the true “Holy Grail” of
the Level Four Automatic Investor.
They are your foundation.


“Procrastination is a total barrier
to the acquisition of purposeful
action.  Nothing should be put off
until another time, not even for a
few minutes.  That which ought
to be done now should be done
now.  This seems a little thing,
but it is of far-reaching
importance.  It leads to strength,
success, and peace.”  James Allen



http://www.johnrburley.com/auto.html

http://www.johnrburley.com/winn.html
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If you don’t have an AIP my firm advice is to start today.  Contact a
proven Mutual Fund or Discount Broker and order the forms to open an
account.  Then begin putting away money for yourself (even if it is just
$50 per month).  Many funds offer low and no-load (commission)
programs.  In the US, try companies such as American Century Funds at
1(800) 345-2021 at americancentury.com, Strong Funds at 1 (800) 368-
3863 estrong.com or T Rowe Price at 1(800) 541-6627 at troweprice.com.
All operate a program, which allows you to begin an AIP for just $50 per
month with no minimum investment required to start.


Surely you can you can afford at least $50 per month to guarantee your
financial future.  No excuses.  Take action now.  Make those decisions
and make that one phone call.


The longer you wait, the harder it will be for you to become financially
successful. The difficulty becomes exponential too, like compound
interest in reverse! So get going!  Every month you will enjoy a
compounding sense of achievement while your assets grow.


The top two levels of investor are reached
by only a very small percentage of people
on planet Earth.  Contrary to what most
people (who don’t have money) believe, you do not have to become a Level
Five or Level Six Investor to become wealthy.  But you do at least have to
master the habits or Money Steps of a Level Four Automatic investor.


The Active Investor is the sixth type of investor.  This is the level where
thousands of my students are.  These people have become highly
successful private investors, on either a part-time or full-time basis.


“There are few ways in which a
man can be more innocently
employed than in getting
money.”
Samuel Johnson


Level Five - The Active Investor


Under no circumstances whatsoever should you forego upgrading
yourself to the Level Four Automatic Investor because you are sure
you can become a “big-time investor.”  I have personally seen friends
take this approach and the results have been disastrous.  If you want
to become a Level Five or Level Six Investor that’s great, I even teach
you the Principles and Rules involved in this report.  You must become
a Level Four Investor first.  You must not skip this stage.  Remember
the golden rule of Level Four: If You Skip You Will Trip!


For further information on Educational Investment Products and
upcoming events contact in us at Prosperity Training, Inc. at


1.800.561.8246, (International) 1.623.561-8246 Fax
1.623.561.1575  or on the web at www.johnburley.com
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Level Five Active Investors understand that to move to this level they
must become very clear on their Principles and their Rules for investing.
Their vehicle of choice might be Real Estate, Discounted Paper,
Businesses, or Stocks.  Their investments may vary but their Principles
and Rules seldom do.


This level of investor actively participates in the management of their
investments.  They consistently strive to optimize performance while
minimizing risk.  It is normal for this type of investor to have long-term
annual rates of return of 20%-100%+.  They intimately understand
money and how it works.


A major
distinction they
have made is
that:


Level Five Active Investors become very wealthy.  Their main working
focus is on increasing their assets and thus their cash flow.  Their money
philosophy varies dramatically from that lived by the poor and middle
class: rather than investing what is left of their money after spending,
they believe in spending what is left of their money after investing.  This
shift in perspective is a fundamental one for the budding millionaire.


The seventh and final level of Investor is the
Capitalist (remember we start at level Zero-The
Non-Existent).  Few people in the world ever
reach this level of investment excellence.


Capitalist’s have two principle motivations with
regard to investing: t, to be a Good Steward of
their money and to Create a Legacy (while
they are living).  The main purpose of their
money is to make more money.  These people are the “Movers and
Shakers” that have propelled many western nations to become economic
and industrial powerhouses.


Rich People
work hard to have their money work hard


while
Poor/Middle-Class People


work hard for money


Level Six - The Capitalist Investor “The surplus wealth we
have gained to some
extent at least belongs
to our fellow beings; we
are only the temporary
custodians of our
fortunes, and let us be
careful that no just
complaint can be made
against our
stewardship.”  Jacob H.
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These are the Rockefellers, the
Kennedys, the Fords, the Carnegies, the
J. Paul Gettys, the DuPonts, the Ross
Perots, the Bill Gateses and the Rupert
Murdochs.  These great Capitalists
have provided more jobs, more homes,
and more financial benefit to the world
than all the poor people who ever lived
combined.


Consider for example Australia’s second richest man, Frank Lowy, the
driving force behind the mighty Westfield empire for 40 years.  If you had
invested $1,000 (around $9,500 in 2000 dollars) with Westfield Holdings
in 1960 and reinvested all dividends and taken up all rights issues and
bonus offers, not only would you would have enjoyed 40 consecutive
years of profit increase, you would also now be sitting on more than $90
million for your trouble!


These great Capitalists also contribute
hundreds of millions (if not billions) of
dollars to causes and charities
throughout the world.  The Rockefeller
Foundation for example generates more
money for charitable distribution from its
investments each year than the Gross Domestic Product (GDP) of many
Third World Countries (US$177 million in 1999).  And it never spends it’s
capital.


The Charter of the Rockefeller Foundation
stipulates that it must “spend at least 5% of the
market value of its investment portfolio each
year on grant programs and supporting
activities.  Investment returns must be
sufficient to offset grantmaking of at least 5%
per year plus the rate of inflation.”  The foundation was worth $3.8
billion at the end of 1999.  Have a look at their website at rockfound.org
what the Foundation is worth today and some of the programs they
support.


Here is an extract from the Rockefeller Foundation website current at
July 2000 which shows both their philanthropy and long-term (Level
Four) rock solid investment focus:


The Foundation’s endowment was $3.8 billion at year-end
1999, a beneficiary of double-digit investment returns for
the fifth straight year.  The Foundation’s return was 21.5 per


“A hundred times every day I
remind myself that my inner and
outer life depend on the labors of
other men, living and dead, and
that I must exert myself in order
to give in the same measure as I
have received.”  Albert Einstein


“Some men see things as they are
and say “Why?”  I dream of
things that never were, and say
“Why not?”
 George Bernard Shaw


“No person was ever
honored for what he
received.  Honor has been
the reward for what he
gave.”  Calvin Coolidge
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cent in 1999: investment returns for the past five years were
19.1 per cent per year.  From 1995 through 1999, the
endowment has increased by US$1.7 billion, after providing
for record-level grantmaking and related expenditures of
US$700 million during this five-year period.  Since inception
(1913), the Foundation’s grantmaking has totaled more than
$US11 billion in 1999 dollars.


Bottomline:  The Capitalist not only creates large amounts of wealth,
they invariably also create vast legacies of innovation, efficiency,
economic prosperity, employment opportunity and philanthropy, thereby
greatly increasing the standards of living for hundreds of millions of
people throughout the world every year.  Are you the next great
Capitalist?
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The 7 Fast Track Steps to Automatic Financial Freedom will allow
you to create all the riches you desire for yourself and your family.  By
simply adopting the mindset and following The 7 Fast Track Steps to
Automatic Financial Freedom you will create the riches that you
desire.  These 7 Steps are simple, they are common sense, but they are
far from common.  While not glamorous, the results of their use are
spectacular!  By applying these 7 Steps, anyone can improve their
current financial position from one of scarcity and uncertainty to one of
prosperity and security.


The following is a brief introduction to John Burley’s 7 Fast Track
Steps to Automatic Financial Freedom as found in the Manual
Automatic Wealth and the Tape Set Winning the Money Game:


ü Fast Track  Step #1 - Paying Yourself First


Paying Yourself First means investing your money so that it can grow
for you.  This is a very powerful concept.  For example, did you know that
$1,000 invested at 15% compounded, would be worth $19,962 in just 20
years?  That’s almost a 20-fold increase in value.


4 Paying Yourself First
4 Re-investing Your Investment Returns
4 Receiving Automatic Investor Rates of Return
4 Knowing What Your Money is Doing
4 Adopting the Automatic Money System
4 Financial Competence (Intelligence and Responsibility)
4 Avoiding Debt and Living Debt-Free


The 7 Fast Track
Steps


To Automatic
Financial Freedom from


Winning the Money Game
and Automatic Wealth


By John R. Burley



http://www.johnrburley.com/winn.html

http://www.johnrburley.com/auto.html
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The best way to Pay Yourself First is via an Automatic Investment
Plan (AIP).  This is simply any program whereby money is withdrawn
automatically and regularly from your paycheck or your checking (or
savings) account and invested on your behalf.


The Advantages of Automatic Investment Plans (AIP’s)
�  Easy to set up.
�  You only have to “think” one time.
�  It is simple and painless.
�  Hassle free.
�  It is fun to watch the account grow.
�  Your investment account has more money added every month.
�  Your Asset column grows automatically.


ü Fast Track Step #2 - Re-investing Your Investment
Returns


Reinvesting Your Investment Returns is absolutely critical to your
long-term financial success.  Many investors start out on a good path.
They set up the Automatic Investment Plan (AIP).  They watch their
investment account grow.  Everything is working exactly like it should.
Then it all comes to a grinding halt when they sabotage the entire
program by ‘stealing’ the earnings, to consume.


The most exciting thing about applying Step #2 is that it will allow you
to retire early and rich with very little effort.  All you have to do is allow
your money to fulfill its only purpose: to make more money.


Don’t steal your financial future!  Leave your AIP money alone until it
has grown into a pile of money so large that you can  live off the income
for the rest of your life.


ü Fast Track Step #3 - Receiving Automatic Investor
Rates of Return


As an Automatic Investor your objective is to earn a minimum of 12-
15% return on your investments.  I am not talking about for a year or
two, but for the long term.  This is actually much easier than it sounds.
For example, did you know that the S&P 500 Index (500 of the largest
companies in America) has grown an average of 14.5% per annum for the
last 45 years? In fact, over the last 20 years it has averaged 19% growth
per year!  And over the last 5 years, 28%!
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The Automatic Investor understands that they will have to spend some
time actively managing their investment portfolio.  How much time?
Stanley and Danko in The Millionaire Next Door state that “prodigious
accumulators of wealth” spend an average 8.4 hours per month
researching and managing their money and investments versus
“underaccumulators of wealth” whom spend only 4.6 hours.  Isn’t it
worth an additional 4 hours per month to become RICH?  Of course
it is!


ü Fast Track Step #4 - Knowing What Your Money is Doing


Most people have very little idea where all their money goes.  All they do
know is that they do not have enough of it.  When they take a quick
snapshot of their financial situation they know they should have more
money left than they do.


Could a Public Company survive if it could not account for 10-50% of its
income each month?  That’s what most families lose every month: 10-
50% of their income gone.  Spent.  Not sure on what, but it is gone
anyway.  This is because most families do not follow Fast Track Step #4
- Knowing What Your Money Is Doing.


ü Fast Track Step #5 - Adopting the Automatic Money
System


In order to succeed in properly structuring your Personal Finances, you
must have a system for controlling your money.  To most people Budget
is an ugly word.  Simply stated, a Budget is just a tool.  It is a system
used to achieve, monitor and maintain financial goals.  It is not a magic
wand, nor is it a slave driver’s whip.  It will only work as effectively as the
person operating it.


Most people view a Budget as a negative imposition on their lifestyle.  In
actual fact, the Budget is their creation and hence their servant, not their
master.  The reality is that without a simple, flexible Budget, most people
will have a very difficult time surviving financially.  After all, what would
be the prospects for a Public Company that had no Budget and no
System to monitor and manage Income and Expenditure?


The Automatic Money System is designed to be loose enough to allow
for any of life’s surprises, but tight enough to warn you of potential
problems before they get out of control.  The Automatic Money System
is comprised of just 5 steps:







©2000 Prosperity Training, Inc.
22


The 5 Step Automatic Money System


1. Automatic Investment Plan (AIP).  An automatic investment of at
least 10% of your (gross) income that systematically increases your
wealth every month.  Throughout the world students share with me
that they don’t even notice that this money is gone.  The reason, they
used to just spend it anyway.  Try if for yourself;


2. Debt Elimination Plan (DEP). A contribution of at least 10% of your
(gross) income that systematically reduces your debt every month.
This one step when applied as part of the Debt Elimination Plan
(DEP) will have you Completely Debt-Free in 3-7 Years Including
Your House and Cars;


3. Charitable Giving (or tithing) (CGP).  An automatic contribution of
at least 10% of your (gross) income as part of the responsibility and
reciprocity associated with creating wealth and being a good steward
of that wealth;


4. Debt Avoidance Lifestyle Strategies (DALS).  Living within your
means and only buying that which you can truly afford.  Meaning if
you can’t afford it – Don’t Buy It!  Paying for your consumption in
cash (or the 21st century equivalent – a charge card that is paid in
full every month or a debit card).  Avoid the addition of consumer
debt.  And restrict the increasing of credit card balances.


5. Spend the Rest (PARTY)!  That’s right!  The flexibility to spend all
the rest of your money on whatever you want!


ü Fast Track  Step #6 - Financial Competence
(Intelligence and Responsibility)


Financial Competence (Intelligence and Responsibility) is actually
quite simple to achieve.  Use your God given common sense and follow
The Seven Fast Track Steps to Automatic Financial Freedom you
have learned about in this handout.  For further insight seek the
information taught in John Burley’s products such as Automatic Wealth,
Winning the Money Game, and Australia’s Money Secrets of the Rich.
Always remember to follow The Seven Fast Track Steps to Automatic
Financial Freedom in your day-to-day money decisions.


By applying Fast Track Step #7 - Financial Competence (Intelligence
and Responsibility) you will enhance your ability to make higher rates of
return while reducing unwanted expenses.



http://www.johnrburley.com/auto.html

http://www.johnrburley.com/winn.html
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ü Fast Track Step # 7 - Living Debt-Free


Living Debt-Free consists of following two Financially Competent
practices: Never using consumer credit on the lender’s terms; and
eliminating your debt by adding 10% of your gross income to your
minimum monthly debt payments (as part of the Automatic Money
System).  Both Automatic Wealth and Winning the Money Game provide
the step-by-step plan on How to Become Totally Debt-Free (including
your House and Cars) in 3-7 Years!


I trust that this initial introduction to The 7 Fast Track Steps to
Automatic Financial Freedom has given you a pathway that will allow
you to blaze a trail to Financial Freedom!


Thank You and God Bless,


John R. Burley


The preceding pages are based on excerpts from John R. Burley’s
Winning the Money Game Tape Set and the Automatic Wealth Manual.


Please go to the next page for an incredible Free Offer!



http://www.johnrburley.com/winn.html

http://www.johnrburley.com/auto.html

http://www.johnrburley.com/auto.html
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FREE
BURLEY


CHRONICLES
NEWSLETTER


OFFER!
Because of your commitment to increasing your Financial Intelligence we
will be sending you a Complimentary Copy of John Burley’s Intensely
Powerful Newsletter, The Burley Chronicles.  This copy of The Burley
Chronicles will be sent to the address you have provided.  This quarterly
newsletter provides incredible information from John, his Students and
Guest Columnists.


For further information on any of John Burley’s Educational Investment
Products go to www.johnburley.com or e-mail us at info@johnburley.com



http://www.johnrburley.com/

mailto:info@johnburley.com






Dear Trader: 
 
Thank you for inquiring about my e-booklet, "Sharpening Your Trading 
Skills."  If you like what you read in this short e-booklet, then I know 
you will enjoy and benefit from reading my more comprehensive  
e-book, "Trading Smart." I am known throughout the futures industry 
for explaining concepts in "plain English" and for taking extra special 
care of less-experienced traders. 
 
I also have a unique educational seminar on a CD, "Trading for Profits 
in the Real World." You just pop the CD in your computer and you get 
an entire educational seminar, complete with over 100 educational 
charts and 2 1/2 hours of instruction from me. 
 
I also hope you will give my service, "Jim Wyckoff on the Markets," a 
try. You can find out more about me and my educational, analytical 
and trading advisory service on my website at www.jimwyckoff.com . 
Or, you can call me at 1-319-277-8643 and I'll pick up the phone, 
myself, to answer your questions or sign you up for my service. 
 
Sincerely, 
 
Jim Wyckoff 
jim@jimwyckoff.com 
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The Top 10 Mistakes Traders 
Make and How To Avoid Them 


 
 


By Jim Wyckoff 
 
Achieving success in futures trading requires avoiding numerous pitfalls as much, 
or more, than it does seeking out and executing winning trades. In fact, most 
professional traders will tell you that it's not any specific trading methodologies 
that make traders successful, but instead it's the overall rules to which those traders 
strictly adhere that keep them "in the game" long enough to achieve success. 
 
Following are 10 of the more prevalent mistakes I believe traders make in futures 
trading.  
 
This list is in no particular order of importance. 
 
1. Failure to have a trading plan in place before a trade is executed.  
 
A trader with no specific plan of action in place upon entry into a futures trade 
does not know, among other things, when or where he or she will exit the trade, or 
about how much money may be made or lost. Traders with no pre-determined 
trading plan are flying by the seat of their pants, and that's usually a recipe for a 
"crash and burn." 
 
2. Inadequate trading assets or improper money management.  
 
It does not take a fortune to trade futures markets with success. Traders with less 
than $5,000 in their trading accounts can and do trade futures successfully. And, 
traders with $50,000 or more in their trading accounts can and do lose it all in a 
heartbeat. Part of trading success boils down to proper money management and 
not gunning for those highly risky "home-run" type trades that involve too much 
trading capital at one time. 
 
3. Expectations that are too high, too soon.   
 
Beginning futures traders that expect to quit their "day job" and make a good 
living trading futures in their first few years of trading are usually disappointed. 
You don't become a successful doctor or lawyer or business owner in the first 
couple years of the practice. It takes hard work and perseverance to achieve 
success in any field of endeavor -- and trading futures is no different. Futures 
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trading is not the easy, "get-rich-quick" scheme that a few unsavory characters 
make it out to be. 
 
4. Failure to use protective stops.  
 
Using protective buy stops or sell stops upon entering a trade provide a trader with 
a good idea of about how much money he or she is risking on that particular trade, 
should it turn out to be a loser. Protective stops are a good money-management 
tool, but are not perfect. There are no perfect money-management tools in futures 
trading.  
 
5. Lack of "patience" and "discipline."  
 
While these two virtues are over-worked and very often mentioned when 
determining what unsuccessful traders lack, not many will argue with their merits. 
Indeed. Don't trade just for the sake of trading or just because you haven't traded 
for a while. Let those very good trading "set-ups" come to you, and then act upon 
them in a prudent way. The market will do what the market wants to do -- and 
nobody can force the market's hand. 
 
6. Trading against the trend--or trying to pick tops and bottoms in markets.   
 
It's human nature to want to buy low and sell high (or sell high and buy low for 
short-side traders). Unfortunately, that's not at all a proven means of making 
profits in futures trading. Top pickers and bottom-pickers usually are trading 
against the trend, which is a major mistake. 
 
7. Letting losing positions ride too long.  
 
Most successful traders will not sit on a losing position very long at all. They'll set 
a tight protective stop, and if it's hit they'll take their losses (usually minimal) and 
then move on to the next potential trading set up. Traders who sit on a losing trade, 
"hoping" that the market will soon turn around in their favor, are usually doomed. 
 
8. "Over-trading."  
 
Trading too many markets at one time is a mistake -- especially if you are racking 
up losses. If trading losses are piling up, it's time to cut back on trading, even 
though there is the temptation to make more trades to recover the recently lost 
trading assets. It takes keen focus and concentration to be a successful futures 
trader. Having "too many irons in the fire" at one time is a mistake. 
 
9. Failure to accept complete responsibility for your own actions.   
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When you have a losing trade or are in a losing streak, don't blame your broker or 
someone else. You are the one who is responsible for your own success or failure 
in trading. You make the trading decisions. If you feel you are not in firm control 
of your own trading, then why do you feel that way? You should make immediate 
changes that put you in firm control of your own trading destiny. 
 
10.  Not getting a bigger-picture perspective on a market.   
 
One can look at a daily bar chart and get a shorter-term perspective on a market 
trend. But a look at the longer-term weekly or monthly chart for that same market 
can reveal a completely different perspective. It is prudent to examine longer-term 
charts, for that bigger-picture perspective, when contemplating a trade. 
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Seasonality in Markets: One More 
Tool for your Toolbox 


 
By Jim Wyckoff 


 
Two of my favorite trading subjects are cycles and seasonality. In this feature, I'll 
discuss seasonality in agricultural markets. 
 
I want to start out by emphasizing that seasonality or cycles, by themselves, do not 
make good trading systems. However, they are great "tools" to add to your 
"Trading Toolbox." 
 
Seasonality in agricultural markets is a function of supply and demand factors that 
occur at about the same time every year. For agricultural markets, supply stimuli 
can be caused by harvest, planting, weather patterns and transportation logistics. 
Demand stimuli can result from feed demand, seasonal consumption and export 
patterns. 
 
Livestock futures, too, have seasonal tendencies. Hog and cattle seasonals tend to 
be caused by production, marketing, and in the case of hogs, farrowing. 
 
Grains tend to follow the general rule of lower nearby futures prices at harvest 
more than other agricultural commodities. 
 
Here is a quick summary of seasonals in several markets. (If you are interested in a 
more complete study of seasonality, there are entire books written on the subject.) 
 
Corn: 
 
This market's seasonality can be divided into three time periods: late spring to 
mid-summer; mid-summer to harvest; and post-harvest. The most pronounced 
seasonal trend in corn is the decline of prices from mid-summer into the harvest 
period. Prices are often near their highest level in July because of factors 
associated with the old crop and uncertainty over new crop production. Even in 
years when a price decline begins before mid-July, it can continue after mid-July if 
the crop outlook is favorable. Harvest adds large supplies to the marketing system, 
which normally pressures prices to their lowest levels of the crop year. Prices 
usually rise following harvest. However, the "February Break" is a well-known 
phenomenon whereby corn prices usually show some degree of decline during the 
month of February. 
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Soybeans:  
 
The July-August period is usually a bearish time for soybeans. Closing prices 
during the last week in July are usually lower than those of the previous week in 
July. Closing prices at the end of August are also usually lower than those at the 
end of July. Also, soybean prices in late January are usually higher than those in 
late December. Soybeans many times also succumb to the "February Break" 
seasonality phenomenon. Soybean meal and oil have the same seasonal tendencies 
as soybeans. 
 
Wheat:  
 
The seasonality of wheat prices works best when a trader is on the long side from 
the period of harvest lows to October\November. On the short side, from winter 
into summer harvest tends to work well. Wheat has two prominent seasonals: One 
is a strong tendency to decline during late winter and spring as the harvest 
approaches. The other is to rise from harvest lows into the fall or early winter. 
Wheat prices begin a seasonally weak period by January or February, in most 
years. 
 
Live Cattle and Feeder Cattle:   
 
Seasonality in feeder cattle prices depends on the seasonality in live cattle prices, 
along with annual fluctuations in feeder cattle supplies. In general, feeder cattle 
prices are strong from late winter through spring, drop during the summer, and 
stabilize at lower levels in the fall, before turning up in December. Live cattle 
prices normally trend higher from January through May. Prices for live cattle 
reach their seasonal peak in May and then usually begin a downtrend that extends 
through the end of the year. Demand for feeder cattle also begins to peak in May, 
and prices fall into July. 
 
Live Hogs:  
 
Seasonal marketing pressure increases during March and persists at increased 
levels during all or part of April. The reason for this is that August and September 
farrowings are usually larger relative to other farrowing months. Slaughter levels 
decline seasonally from March-April into July or August. Thus, prices could 
generally be expected to rise from March to May and decline from May into 
August. 
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Cocoa:  
 
The yearly seasonal low tends to occur in January with the Bahia (Brazil) main 
crop, rather than in May or June with the Temporao (Brazil) crop, because of 
consumer demand. Consumer demand tends to rise into late fall and early winter, 
which boosts prices during that timeframe. As demand peaks and then begins to 
decline, cocoa prices fall into January. It's important to note that seasonal 
tendencies in cocoa are not very strong. 
 
Coffee:  
 
The frost season in Brazil occurs during the May through early-August period. In 
anticipation of this frost, prices tend to rise from January into June. This seasonal 
tendency is not very strong, however, because coffee can come from other 
producing countries, such as Mexico. Still, the potential for a Brazilian frost 
should be monitored. The other seasonal influence is during the winter, when U.S. 
coffee consumption tends to rise. 
 
Cotton:  
 
Cotton is a market where the "trade" has very heavy participation and seasonals 
tend to be a function of heavy deliveries issued against the expiring futures 
contracts -- December, March, May, July, and to a lesser degree, October. In 
November, the market tends to recover from harvest lows, and then in January the 
market tends to back off to lower levels. 
 
Orange Juice:   
 
Seasonal price movement of FCOJ (Frozen Concentrated Orange Juice) does not 
usually reflect the December-February freeze period in the southern U.S. Seasonal 
tendencies are caused by harvest, production (also called "pack") and demand 
("movement"). The most significant seasonal move in O.J. is that prices generally 
fall from November to January. Freezes cannot be completely ignored, however. 
 
Sugar:  
 
Prices tend to peak in November because of a combination of supply and demand. 
Production at this time is not complete, as the European crop is not yet on the 
market. Demand in the Northern Hemisphere, however, is usually at its peak in the 
fall.  
 
In conclusion: I would classify seasonal tendencies as "secondary" technical 
indicators in my "Trading Toolbox." I do follow seasonals, but they are not my 
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"primary" trading tools. I have seen much hype in the marketplace regarding 
seasonals. I remember one summer hearing a radio advertisement from a futures 
brokerage that went something like this: "Colder weather is just around the corner 
and heating oil demand will increase. Thus, you should buy heating oil futures 
now, and profit from the increase in demand." If only futures trading were that 
easy! Every professional trader and commercial firm knows that heating oil 
demand rises in the winter -- and even in the summer months they have already 
factored that rise in demand into the prices of the farther-out (deferred) futures 
contracts. The same is true for other markets' seasonal price patterns. The 
professional traders and commercials all know about seasonals in the markets, and 
position themselves accordingly. It is always good that we speculators have as 
much information on markets as possible. Seasonal price patterns are just one 
more bit of information to factor into our trading decisions. 
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Why Successful Traders Use 
Fibonacci and the Golden Ratio 


 
By Jim Wyckoff 


 
Support and resistance levels on bar charts are a major component in the study of 
technical analysis. Many traders, including myself, use support and resistance 
levels to identify entry and exit points when trading markets. When determining 
support and resistance levels on charts, one should not overlook the key Fibonacci 
percentage "retracement" levels. I will detail specific Fibonacci percentages in this 
feature, but first I think it's important to examine how those numbers were derived, 
and by whom. 
 
Leonardo Fibonacci da Pisa was a famous 13th century mathematician. He helped 
introduce European countries to the decimal system, including the positioning of 
zero as the first digit in the number scale. Fibonacci also discovered a number 
sequence called "the Fibonacci sequence." That sequence is as follows: 
1,1,2,3,5,8,13,21,34 and so on to infinity. Adding the two previous numbers in the 
sequence comes up with the next number. 
 
Importantly, after the first several numbers in the Fibonacci sequence, the ratio of 
any number to the next higher number is approximately .618, and the next lower 
number is 1.618. These two figures (.618 and 1.618) are known as the Golden 
Ratio or Golden Mean. Its proportions are pleasing to the human eyes and ears. It 
appears throughout biology, art, music and architecture. Here are just a few 
examples of shapes that are based on the Golden Ratio: playing cards, sunflowers, 
snail shells, the galaxies of outer space, hurricanes and even DNA molecules. 
 
William Hoffer, in the Smithsonian Magazine, wrote in 1975: "The continual 
occurrence of Fibonacci numbers and the Golden Spiral in nature explain precisely 
why the proportion of .618034 to 1 is so pleasing in art. Man can see the image of 
life in art that is based on the Golden Mean." 
 
I could provide more details about the Fibonacci sequence and the Golden Ratio 
and Golden Spiral, but space and time here will not permit. However, I do suggest 
you read the book "Elliott Wave Principle" by Frost and Prechter, published by 
John Wiley & Sons. Indeed, much of the basis of the Elliott Wave Principle is 
based upon Fibonacci numbers and the Golden Ratio. 
 
Two Fibonacci technical percentage retracement levels that are most important in 
market analysis are 38.2% and 62.8%. Most market technicians will track a 
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"retracement" of a price uptrend from its beginning to its most recent peak. Other 
important retracement prcentages include 75%, 50% and 33%. For example, if a 
price trend starts at zero, peaks at 100, and then declines to 50, it would be a 50% 
retracement.  The same levels can be applied to a market that is in a downtrend 
and then experiences an upside "correction." 
 
The element I find most fascinating about Fibonacci numbers, the Golden Ratio 
and the Elliott Wave principle, as they are applied to technical analysis of markets-
-and the reason I am sharing this information with you--is that these principles are 
a reflection of human nature and human behavior. 
 
The longer I am in this business and the more I study the behavior of markets, the 
more I realize human behavior patterns and market price movement patterns are 
deeply intertwined. 
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Market 'Noise': How Seasoned 
Traders Learn to Ignore It 


 
By Jim Wyckoff 


 
For many years I was a futures market reporter with the FWN wire service (now 
called OsterDowJones). I spent time working right on the futures trading floors in 
Chicago and New York. Most of the time my daily reporting "beat" involved 
interviewing traders and analysts and then writing three daily market reports. For 
months at a time I would cover the same markets, day in and day out. It was a 
fantastic learning experience and an opportunity that very few get. 
 
One thing I eventually discovered from covering the same markets day after day, 
month after month, was that the vast majority of the time the vast majority of the 
markets' overall fundamental and technical situations did not change on a day-to-
day basis. Yet, as a market reporter I was conditioned to write about why the 
market went up one day and why the market went down the next day, and so on. 
Even though a market may have been in a very narrow trading range for days or 
weeks, I had to ask the traders and analysts every day to come up with some fresh 
fundamental and\or technical reasons why that market moved only a fraction.  
 
Reporting on the New York "soft" futures markets (coffee, cocoa, sugar, cotton 
and orange juice) is especially difficult for a reporter. He or she needs to dig up 
and write about some fresh-sounding news every day. The soft markets many 
times just do not have much fresh fundamental news on a daily basis -- or 
sometimes even on a weekly basis, for that matter. Conversely, it was easier 
covering the financial and currency markets because there was usually at least one 
government economic report that came out every day that would make those 
markets wiggle a bit. Or, some government official (like Greenspan) would make 
comments to which those markets took notice. 
 
As time went on and I came to better understand markets and market behavior, 
and as I studied specific trading strategies, I realized that the day-to-day market 
"noise" is not of much use to most traders. Here's a specific example of market 
noise: Recently the live cattle futures market was up a bit on a Monday due to talk 
that the cash cattle trade later in the week would be at higher money. On Tuesday 
the futures market dropped a bit because of ideas the cash cattle market trade later 
in the week may not be at firmer money, but steady at best. Nobody was trying to 
manipulate the live cattle market that week. It was just a case of differing opinions 
getting center stage when the market closed on different sides of unchanged. 
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For a trader who tries to follow the near-term fundamentals in a market too 
closely, hearing that kind of conflicting news can be a nuisance at least, or a factor 
that prevents successful trading results at most. It's not easy for less-experienced 
traders to ignore the differing daily drumbeat of fundamental news that is 
reportedly impacting a market. 
 
The lesson here is that prudent traders should not become overly sensitive or 
reactive to most of the day-to-day fundamental news events that are reported to be 
moving the market on any given day. What is important for the trader is that he or 
she recognizes and understands the overall trend of the market, and that daily 
market "noise" is usually an insignificant part of the overall process of trading and 
of market behavior, itself. 
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Different Types of Market Orders: 
Using Each for the Best Fills 


 
By Jim Wyckoff 


 
A customer signed up for my service the other day and was asking me about stops 
and different types of market orders. They were good questions and they reiterated 
to me the fact that I have subscribers that range from seasoned trading 
professionals to those testing the futures trading waters for the first time. 
 
One thing I always like to point out to the less-experienced traders: There are no 
"dumb" questions and there is no shame in being inexperienced. Every single 
futures trader that ever walked the face of the earth has been inexperienced at one 
point. 
 
This section on types of market orders, including stops, may be a "refresher" 
feature for the more experienced traders, and will likely be a more valuable feature 
for the traders newer to this fascinating field. 
 
Market Order 
 
The market order is the most frequently used futures trading order. It usually 
assures you of getting a position (a fill). The market order is executed at the best 
possible price obtainable at the time the order reaches the futures trading pit. 
 
Limit Order  
 
The limit order is an order to buy or sell at a designated price. Limit orders to buy 
are placed below the market; limit orders to sell are placed above the market. 
Since the market may never get high enough or low enough to trigger a limit 
order, a trader may miss getting filled if he or she uses a limit order. Even though 
you may see the market touch your limit price several times, this does not 
guarantee a fill at that price.  
 
"Or Better" Orders 
 
"Or better" is a commonly misunderstood order type. You should only use "or 
better" if the market is "or better" at the time of entry to distinguish the order from 
a stop. "Or better" on an order does not make the pit broker work harder to get a 
better fill. It is always the broker's job to provide you with the best possible fill. If 
an order is truly "or better," then this designation assures the broker that you have 
not left "stop" off the order. In many instances, unmarked "or better" orders are 
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returned for clarification, potentially costing the trader valuable time and possibly 
a fill. Orders that are not "or better" when entered only serve to better use the pit 
broker's time upon receipt as he checks to see whether or not the order deserves a 
fill. Sometimes, using the "or better" designation before the opening is helpful in 
assuring the broker that your order is meant to be filled.  
 
Market if Touched (MIT) Orders 
 
MIT's are the opposite of stop orders. Buy MIT's are placed below the market and 
Sell MITs are placed above the market. An MIT order is usually used to enter the 
market or initiate a trade. An MIT order is similar to a limit order in that a specific 
price is placed on the order. However, an MIT order becomes a market order once 
the limit price is touched. A fill may be at, above, or below the originally specified 
MIT price. An MIT order will not be executed if the market fails to touch the MIT 
specified price.  
 
Stop Orders  
 
Stop orders can be used for three purposes:  One, to minimize a loss on a long or 
short position. Two, to protect a profit on an existing long or short position. Three, 
to initiate a new long or short position. A buy stop order is placed above the 
market and a sell stop order is placed below the market. Once the stop price is 
touched, the order is treated like a market order and will be filled at the best 
possible price.  
 
Importantly, while stops and MIT's are usually elected only when the specific 
price is touched, they can be elected when the opening of a market is such that the 
price is through the stop or MIT limit. In this case, you can routinely expect the fill 
to be much worse than the original stop or better on the MIT. This applies to stop 
orders and MIT orders placed before the opening of pit trading.  
 
Stop-Limit Orders  
 
A stop-limit order lists two prices and is an attempt to gain more control over the 
price at which your stop is filled. The first part of the order is written like the stop 
order. The second part of the order specifies a limit price. This indicates that once 
your stop is triggered, you do not wish to be filled beyond the limit price. Care 
should be taken when considering stop-limit orders--especially when trying to exit 
a position, because of the possibility of not being filled even though the stop 
portion of the order is elected. There is no stop-limit order without a second price. 
If your order cannot be filled by the floor broker immediately at the stop price, it 
becomes a straight limit order at the stop price.  
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Stop-Close Only Orders 
 
The stop price on a stop-close only will only be triggered if the market touches or 
exceeds the stop during the period of time the exchange has designated as the 
close of trading (usually the last few seconds or minutes).  
 
Market on Opening Order  
 
This is an order that you wish to be executed during the opening range of trading 
at the best possible price obtainable within the opening range. Not all exchanges 
recognize this type of order. One exchange that does is the Chicago Board of 
Trade.  
 
Market on Close (MOC) Order 
 
This is an order that will be filled during the period designated by the exchange as 
the close at whatever price is available. A floor broker may reserve the right to 
refuse an MOC order up to 15 minutes before the close, depending upon market 
conditions.  
 
Fill or Kill Order 
 
The fill or kill order is used by customers wishing an immediate fill, but at a 
specified price. The floor broker will bid or offer the order three times and return 
to you with either a fill or an unable, but it will not continue to work throughout 
the trading session.  
 
One Cancels the Other (OCO) Order  
 
This is a combination of two orders written on one order ticket. This instructs the 
floor brokers that once one side of the order is filled, the remaining side of the 
order should be cancelled. By placing both instructions on one order, rather than 
two separate tickets, you eliminate the possibility of a double fill. This order is not 
acceptable on all exchanges.  
 
Spread Orders  
 
The customer wishes to take a simultaneous long and short position in an attempt 
to profit via the price differential or "spread" between two prices. A spread can be 
established between different months of the same commodity, between related 
commodities, or between the same or related commodities traded on two different 
exchanges. A spread order can be entered at the market or you can designate that 
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you wish to be filled when the price difference between the commodities reaches a 
certain point (or premium). 
 
Good Till Cancelled Orders  
 
These orders are also known as open orders and will remain valid until cancelled.  
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Swing Trading: Making $$$ in a 
Sideways Market 


 
By Jim Wyckoff 


 
"The Trend is Your Friend" is a tried and true market adage that is indeed one of 
the most valuable futures trading tenets. However, history shows that most 
markets tend to move in a non-trending, or "sideways" fashion more of the time 
than they are in a trending mode. There are several methods by which to trade 
non-trending markets. One popular method is called "swing trading." 
 
The basic principle for swing trading is finding a market that is trapped in a 
sideways trading range (also called a congestion area), or in an up-trending or 
down-trending channel on the chart. On the chart, the trader must be able to 
distinguish some clear support and resistance levels that are boundaries of the 
congestion area or channel. When a market price approaches the support or 
resistance area boundary, the trader will establish a position: long if prices are 
moving lower and close to the support boundary, and short if prices are moving 
higher and toward the resistance boundary. 
 
Swing trading techniques can be used in any chart time frame -- daily, weekly, 
monthly and intra-day charts. However, the most popular timeframe for swing 
trading is the daily bar chart. 
 
It's important to note that the strength of the support and resistance at the 
boundaries is usually determined by the number of times the market has pivoted at 
the boundaries. The more times a market has reached a support or resistance 
boundary, and then reversed course, the more powerful is that boundary. Thus, a 
trader wants to find a well-established channel or trading range for which to 
attempt to swing trade. An exception to this is a market that has been in a trading 
range, but is bound by one or two powerful spike moves, which also indicate a 
strong support or resistance boundary. In other words, some congestion areas that 
may offer a good swing-trade opportunity do not require several pivot points. 
Instead, those one or two spike levels would be determined to be a potentially 
good pivot area for a market. 
 
The swing trader should still use tight protective stops. A good area to place a 
protective stop is just outside of a support or resistance boundary that makes up 
the trading channel or congestion area. For example, if a market in a trading 
channel is nearing the upper boundary of that channel, the swing trader would 
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establish a short position and would want to place his protective buy stop just 
above the resistance level that serves as the upper boundary of the trading channel.  
 
Interestingly, if the market keeps moving higher and breaks out above the channel, 
or congestion area, (stopping the swing trader out of the market) then that would 
likely be considered an upside "breakout," which is a favorite trading set-up 
among many veteran position traders. This set-up would suggest establishing a 
long position if there was good follow-through buying strength the following 
session after the upside breakout from the congestion area or channel. The trader 
establishing the long position would place his protective sell stop just below the 
former upper boundary of the trading channel or congestion area that was just 
penetrated on the upside. 
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The Percent "R" Indicator: 
How to Make it Work for You 


 
By Jim Wyckoff 


 
The Percent Range (%R) technical indicator was developed by renowned futures 
author and trader Larry Williams. This system attempts to measure overbought 
and oversold market conditions. The %R always falls between a value of 100 and 
0. There are two horizontal lines in the study that represent the 20% and 80% 
overbought and oversold levels. 
 
In his original work, Williams' method focused on 10 trading days to determine a 
market's trading range. Once the 10-day trading range was determined, he 
calculated where the current day’s closing price fell within that range. 
 
The %R study is similar to the Stochastic indicator, except that the Stochastic has 
internal smoothing and that the %R is plotted on an upside-down scale, with 0 at 
the top and 100 at the bottom. The %R oscillates between 0 and 100%. A value of 
0% shows that the closing price is the same as the period high. Conversely, a value 
of 100% shows that the closing price is identical to the period low. 
 
The Williams %R indicator is designed to show the difference between the period 
high and today's closing price with the trading range of the specified period. The 
indicator therefore shows the relative situation of the closing price within the 
observation period. 
 
Williams %R values are reversed from other studies, especially if you use the 
Relative Strength Index (RSI) as a trading tool. The %R works best in trending 
markets. Likewise, it is not uncommon for divergence to occur between the %R 
and the market. It is just another hint of the market’s condition. 
 
On specifying the length of the interval for the Williams %R study, some 
technicians prefer to use a value that corresponds to one-half of the normal cycle 
length. If you specify a small value for the length of the trading range, the study is 
quite volatile. Conversely, a large value smoothes the %R, and it generates fewer 
trading signals. Some computer trading programs use a default period of 14 bars. 
 
Importantly, if an overbought/oversold indicator, such as Stochastics or Williams 
%R, shows an overbought level, the best action is to wait for the futures contract’s 
price to turn down before selling.  
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Selling just because the contract seems to be overbought (or buying just because it 
is oversold) may take a trader out of the particular market long before the price 
falls (or rises), because overbought/oversold indicators can remain in an 
overbought/oversold condition for a long time--even though the contract’s prices 
continue to rise or fall. Therefore, one may want to use another technical indicator 
in conjunction with the %R, such as the Moving Average Convergence 
Divergence (MACD). 
 
The trading rules are simple. You sell when %R reaches 20% or lower (the market 
is overbought) and buy when it reaches 80% or higher (the market is oversold). 
However, as with all overbought/oversold indicators, it is wise to wait for the 
indicator price to change direction before initiating any trade.  
 
Larry Williams defines the following trading rules for his %R: Buy when %R 
reaches 100%, and five trading days have passed since 100% was last reached, and 
after which the %R again falls below 85/95%. Sell when %R reaches 0%, and five 
trading days have passed since 0% was last reached, and after which the Williams 
%R again rises to about 15/5%. 
 
Like most other "secondary" tools in my Trading Toolbox, I use the Williams %R 
indicator in conjunction with other technical indicators -- and not as a "primary" 
trading tool or as a stand-alone trading system. 
 
More information on the Williams %R indicator can be obtained from Williams' 
book: "How I Made $1,000,000 Last Year by Trading Commodities." It's 
published by Windsor Books, New York. 
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Nuggets of Wisdom from Jesse 
Livermore, Greatest Trader Ever 


 
By Jim Wyckoff 


 
In the early part of the 20th century, Jesse Livermore was the most successful (and 
most feared) stock trader on Wall Street. He called the stock market crash of 1907 
and once made $3 million in a single day. In 1929, Livermore went short several 
stocks and made $100 million. He was blamed for the stock market crash that 
year, and solidified his nickname, "The Boy Plunger." Livermore was also a 
successful commodities trader. 
 
I think the most valuable knowledge one can gain regarding trading and markets 
comes from studying market history, and studying the methods of successful 
traders of the past. Jesse Livermore and Richard Wyckoff are two of the most 
famous and successful traders of the first half of the 20th century. Many of the 
most successful traders of today have patterned their trading styles after those of 
the great traders of the past.  
 
Here are some valuable nuggets I have gleaned from the book, "How to Trade 
Stocks," by Jesse Livermore, with added material from Richard Smitten. It's 
published by Traders Press and is available at Amazon.com. Most of the nuggets 
below are direct quotes from Livermore, himself. 
 


• "All through time, people have basically acted and reacted the same way in 
the market as a result of: greed, fear, ignorance, and hope. That is why the 
numerical (technical) formations and patterns recur on a constant basis." 


 
• "The game of speculation is the most uniformly fascinating game in the 


world. But it is not a game for the stupid, the mentally lazy, the person of 
inferior emotional balance, or the get-rich-quick adventurer. They will die 
poor." 


 
• Don't take action with a trade until the market, itself, confirms your 


opinion. Being a little late in a trade is insurance that your opinion is 
correct. In other words, don't be an impatient trader. 


 
• Livermore's money made in speculation came from "commitments in a 


stock or commodity showing a profit right from the start." Don't hang on to 
a losing position for very long. 
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• "It is foolhardy to make a second trade, if your first trade shows you a loss. 
Never average losses. Let this thought be written indelibly upon your 
mind." 


 
• "Remember this: When you are doing nothing, those speculators who feel 


they must trade day in and day out, are laying the foundation for your next 
venture. You will reap benefits from their mistakes." 


 
• "When a margin call reaches you, close your account. Never meet a margin 


call. You are on the wrong side of a market. Why send good money after 
bad? Keep that good money for another day." 


 
• Livermore coined what he called "Pivotal Points" in a market or a stock. 


Basically, they were: (1) Price levels at which the stock or market reversed 
course previously--in other words, previous major tops or bottoms; and (2) 
psychological price levels such as 50 or 100, 200, etc. He would buy a 
stock or commodity that saw a price breakout above the Pivotal Point, and 
sell a stock or commodity that saw a price breakout below a Pivotal Point. 


 
• "Successful traders always follow the line of least resistance. Follow the 


trend. The trend is your friend." 
 


• A prudent speculator never argues with the tape. Markets are never wrong--
opinions often are. 


 
• Few people succeed in the market because they have no patience. They 


have a strong desire to get rich quickly. 
 


• "I absolutely believe that price movement patterns are being repeated. They 
are recurring patterns that appear over and over, with slight variations. This 
is because markets are driven by humans -- and human nature never 
changes." 


 
• When you make a trade, "you should have a clear target where to sell if the 


market moves against you. And you must obey your rules! Never sustain a 
loss of more than 10% of your capital. Losses are twice as expensive to 
make up. I always established a stop before making a trade." 


 
• "I am fully aware that of the millions of people who speculate in the 


markets, few people spend full time involved in the art of speculation. Yet, 
as far as I'm concerned it is a full-time job -- perhaps even more than a job. 
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Perhaps it is a vocation, where many are called but few are singled out for 
success." 


 
• "The big money is made by the sittin' and the waitin' -- not the thinking. 


Wait until all the factors are in your favor before making the trade." 
 
An important point I want to make is that Jesse Livermore's trading success came 
not because of any "inside" information or some huge store of knowledge he had 
about each and every stock or commodities market he traded. Livermore's trading 
success was derived from his understanding of human behavior. He realized early 
on that markets and stocks can and do change -- but people and their behaviors do 
not. Therein lay his formula for trading success. That formula for trading success 
has not changed since Livermore's hey day in the stock and commodities markets 
almost a century ago. 
 
A final note: Jesse Livermore may have been called the greatest stock market 
trader of the 20th century, but I question that notion. Certainly, no one can 
disagree that his profits were immense and his trading prowess was unmatched. 
But his life was not in balance. He was a "workaholic" who paid too little attention 
to his family. Livermore put a gun to his head and pulled the trigger in 1940. He 
"crashed and burned." You must have balance in your life to achieve lasting 
success at any endeavor. Trading markets is no exception. 
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1. Common knowledge about the trading on Forex 
 


1.1. Foreign exchange as a part of the world financial market 
 


Forex – What is it? The international currency market Forex is a special kind of the world financial 
market. Trader’s purpose on the Forex to get profit as the result of foreign currencies purchase and sale. The 
exchange rates of all currencies being in the market turnover are permanently changing under the action of the 
demand and supply alteration. The latter is a strong subject to the influence of any important for the human 
society event in the sphere of economy, politics and nature. Consequently current prices of foreign currencies 
evaluated for instance in the US dollars fluctuate towards its higher and lower meanings. Using these 
fluctuations in accordance with a known principle “buy cheaper – sell higher” traders obtain gains. Forex is 
different in compare to all other sectors of the world financial system thanks to his heightened sensibility to 
a large and continuously changing number of factors, accessibility to all individual and corporative traders, 
exclusively high trade turnover which creates an ensured liquidity of traded currencies and the round - the 
clock business hours which enable traders to deal after normal hours or during national holidays in 
their country finding markets abroad open.  


Just as on any other market the trading on Forex, along with an exclusively high potential profitability, 
is essentially risk - bearing one. It is possible to gain a success on it only after a certain training including a 
familiarization with the structure and kinds of Forex, the principles of currencies price formation, the factors 
affecting prices alterations and trading risks levels, sources of the information necessary to account all those 
factors, techniques of the analysis and prediction of the market movements as well as with the trading tools 
and rules. An important role in the process of the preparation for the trading on Forex belongs to the demo-
trading (that is to trade using a demo-account with some virtual money), which allows to testify all the 
theoretical knowledge and to obtain a required minimum of the trade experience not being subjected to a 
material damage. 


Short data about the origin and development of the currency exchange market. Currency trading 
has a long history and can be traced back to the ancient Middle East and Middle Ages when foreign 
exchange started to take shape after the international merchant bankers devised bills of exchange, which 
were transferable third-party payments that allowed flexibility and growth in foreign exchange dealings. 


The modern foreign exchange market characterized by periods of high volatility (that is a frequency 
and an amplitude of a price alteration) and relative stability formed itself in the twentieth century. By the 
mid-1930s the British capital London became to be the leading center for foreign exchange and the British 
pound served as the currency to trade and to keep as a reserve currency. Because in the old times foreign 
exchange was traded on the telex machines, or cable, the pound has generally the nickname “cable”. After the 
World War II, where the British economy was destroyed and the United States was the only country unscarred by 
war, U.S. dollar, in accordance with the Breton Woods Accord between the USA, Great Britain and France 
(1944) became the reserve currency for all the capitalist countries and all currencies were pegged to the 
American dollar (through the constitution of currencies ranges maintained by central banks of relevant 
countries by means of the interventions or currency purchases). In turn, the U.S. dollar was pegged to gold 
at $35 per ounce. Thus, the U.S. dollar became the world's reserve currency. In accordance with the same 
agreement was organized the International Monetary Fund (IMF) rendering now a significant financial 
support to the developing and former socialist countries effecting economical transformation. To execute 
these goals the IMF uses such instruments as Reserve trenches, which allows a member to draw on its own 
reserve asset quota at the time of payment, Credit trenches drawings and stand-by arrangements. The 
letters are the standard form of IMF loans unlike of those as the compensatory financing facility extends 
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financial help to countries with temporary problems generated by reductions in export revenues, the buffer 
stock financing facility which is geared toward assisting the stocking up on primary commodities in order 
to ensure price stability in a specific commodity and the extended facility designed to assist members with 
financial problems in amounts or for periods exceeding the scope of the other facilities. 


At the end of the 70-s the free-floating of currencies was officially mandated that became the 
most important landmark in the history of financial markets in the XX century lead to the formation 
of Forex in the contemporary understanding. That is the currency may be traded by anybody and its value 
is a function of the current supply and demand forces in the market, and there are no specific 
intervention points that have to be observed. Foreign exchange has experienced spectacular growth in 
volume ever since currencies were allowed to float freely against each other. While the daily turnover in 
1977 was U.S. $5 billion, it increased to U.S. $600 billion in 1987, reached the U.S. $1 trillion mark in 
September 1992, and stabilized at around $1.5 trillion by the year 2000. Main factors influences on this 
spectacular growth in volume are mentioned below. A significant role belonged to the increased volatility of 
currencies rates, growing mutual influence of different economies on bank-rates established by central banks, 
which affect essentially currencies exchange rates, more intense competition on goods markets and, at the same 
time, amalgamation of the corporations of different countries, technological revolution in the sphere of the 
currencies trading. The latter exposed in the development of automated dealing systems and the transition to 
the currency trading by means of the Internet. In addition to the dealing systems, matching systems 
simultaneously connect all traders around the world, electronically duplicating the brokers' market. 
Advances in technology, computer software, and telecommunications and increased experience have 
increased the level of traders' sophistication, their ability to both generate profits and properly handle the 
exchange risks. Therefore, trading sophistication led toward volume increase. 


Regional reserve countries.  Along with the global reserve currency – U.S. dollar, there are also 
other regional and international reserve countries.  


In 1978, the nine members of the European Community ratified a plan for the creation of the 
European Monetary System managed by the European Fund of the Monetary Cooperation. By 1999 
these countries, which constituted so-called Euro zone, have implemented the transition to the common  
European currency -  the euro (see Figure 1.1).   
The euro bills are issued in denominations of 5, 10, 20, 50, 100, 200, and 500 euros. Coins are issued 
in denominations of 1 and 2 euros, and 50, 20,10, 5, 2, and 1 cent. 
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Figure 1.1. The Euro notes. 
 


The euro is a regional reserve currency for the euro zone countries and the Japanese yen – for 
the countries of South – East Asia. The portfolio of reserve currencies may change depending on 
specific international conditions, to include the Swiss franc. 


The role of U.S. Federal Reserve System and Central banks of other G-7 countries on 
Forex. All central banks, and the U.S. Federal Reserve System (FRS) as well, affect the foreign 
exchange markets changing discount rates  and performing the monetary operations (as interventions and  
currency purchases). 


For the foreign exchange operations most significant are repurchase agreements to sell the same 
security back at the same price at a predetermined date in the future (usually within 15 days), and at a 
specific rate of interest. This arrangement amounts to a temporary injection of reserves into the banking 
system. The impact on the foreign exchange market is that the national currency should weaken. The 
repurchase agreements may be either customer repos or system repos. 


Matched sale-purchase agreements are just the opposite of repurchase agreements. When 
executing a matched sale-purchase agreement, a bank or the FRS sells a security for immediate delivery to a 
dealer or a foreign central bank, with the agreement to buy back the same security at the same price at a 
predetermined time in the future (generally within 7 days). This arrangement amounts to a temporary drain 
of reserves. The impact on the foreign exchange market is that the national currency should strengthen.  
Monetary operations include payments among central banks or to international agencies. In addition, the FRS has 
entered a series of currency swap arrangements with other central banks since 1962. For instance, to help the 
allied war effort against Iraq's invasion of Kuwait in 1990-1991, payments were executed by the Bundesbank and 
Bank of Japan to the Federal Reserve. Also, payments to the World Bank or the United Nations are executed through 
central banks. 
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Intervention in the United States foreign exchange markets by the U.S. Treasury and the FRS is 
geared toward restoring orderly conditions in the market or influencing the exchange rates. It is not 
geared toward affecting the reserves. 


There are two types of foreign exchange interventions: naked intervention and sterilized inter-
vention. 


Naked intervention, or unsterilized intervention, refers to the sole foreign exchange activity. All 
that takes place is the intervention itself, in which the Federal Reserve either buys or sells U.S. dollars 
against a foreign currency. In addition to the impact on the foreign exchange market, there is also a 
monetary effect on the money supply. If the money supply is impacted, then consequent adjustments must 
be made in interest rates, in prices, and at all levels of the economy. Therefore, a naked foreign exchange 
intervention has a long-term effect. 


Sterilized intervention neutralizes its impact on the money supply. As there are rather few central 
banks that want the impact of their intervention in the foreign exchange markets to affect all corners of their 
economy, sterilized interventions have been the tool of choice. This holds true for the FRS as well. The 
sterilized intervention involves an additional step to the original currency transaction. This step consists of 
a sale of government securities that offsets the reserve addit ion that occurs due to the intervention. It may 
be easier to visualize it if you think that the central bank will finance the sale of a currency through the sale 
of a number of government securities. Because a sterilized intervention only generates an impact on the supply 
and demand of a certain currency, its impact will tend to have a short-to medium-term effect. 
 


1.2. Risks by the foreign exchange on Forex 
 


As it was mentioned above the trading on the Forex is essentially risk-bearing. By the evaluation of 
the grade of a possible risk accounted should be the following kinds of it: exchange rate risk, interest rate 
risk, and credit risk, country risk. 


Exchange rate risk. Exchange rate risk is the effect of the continuous shift in the worldwide 
market supply and demand balance on an outstanding foreign exchange position. For the period it is 
outstanding, the position will be subject to all the price changes.  
The most popular measures to cut losses short and ride profitable positions that losses should be kept 
within manageable limits are the position limit and the loss limit. By the position limitation a maximum 
amount of a certain currency a trader is allowed to carry at any single time during the regular trading hours is 
to be established. The loss limit i s  a  measure designed to avoid unsustainable losses made by traders by 
means of stop-loss levels setting. 


Interest rate risk. Interest rate risk refers to the profit and loss generated by fluctuations in the 
forward spreads, along with forward amount mismatches and maturity gaps among transactions in the 
foreign exchange book. This risk is pertinent to currency swaps, forward  outright, futures, and options (See 
below). To minimize interest rate risk, one sets limits on the total size of mismatches. A common approach 
is to separate the mismatches, based on their maturity dates, into up to six months and past six months. 
All the transactions are entered in computerized systems in order to calculate the positions for all the 
dates of the delivery, gains and losses. Continuous analysis of the interest rate environment is necessary to 
forecast any changes that may impact on the outstanding gaps.  


Credit risk. Credit risk refers to the possibility that an outstanding currency position may not be 
repaid as agreed, due to a voluntary or involuntary action by a counter party. In these cases, trading 
occurs on regulated exchanges, such as the clearinghouse of Chicago. The following forms of credit risk 
are known: 
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1. Replacement risk occurs when counterparties of the failed bank find their books are subjected 
to the danger not to get refunds from the bank, where appropriate accounts became unbalanced.  


2. Settlement risk occurs because of the time zones on different continents. Consequently, 
currencies may be traded at the different price at different times during the trading day. Australian and New 
Zealand dollars are credited first, then Japanese yen, followed by the European currencies and ending with 
the U.S. dollar. Therefore, payment may be made to a party that will declare insolvency (or be declared 
insolvent) immediately after, but prior to executing its own payments.  


Therefore in assessing the credit risk, end users must consider not only the market value of their 
currency portfolios, but also the potential exposure of these portfolios. The potential exposure may be 
determined through probability analysis over the time to maturity of the outstanding position. The 
computerized systems currently available are very useful in implementing credit risk policies. Credit lines 
are easily monitored. In addition, the matching systems introduced in foreign exchange since April 1993 are 
used by traders for credit policy implementation as well. Traders input the total line of credit for a specific 
counterparty. During the trading session, the line of credit is automatically adjusted. If the line is fully used, 
the system will prevent the trader from further dealing with that counterparty. After maturity, the credit 
line reverts to its original level. 


Dictatorship risk. Dictatorship (sovereign) risk refers to the government's interference in the Forex 
activity. Although theoretically present in all foreign exchange instruments, currency futures are, for all 
practical purposes, excepted from country risk, because the major currency futures markets are located in 
the USA. Hence, traders have to realize that kind of the risk and be in state to account possible 
administrative restrictions.  
 


 
1.3. Kinds of the Forex 


 
Spot Market. Currency spot trading is the most popular foreign currency instrument around the 


world, making up 37 percent of the total activity (See Figure 3.1). The features of the fast-paced spot 
market are high volatility and quick profits (as well losses).  
 
                                 WDS* SWAPS 


 


 


 


 


 


 


 


Figure 1.2.   Market share of  US spot trading (in %% of the volume): 1 – forwards and swaps; 2 – options; 3 - futures; 4 – 
spots. 


 


A spot deal consists of a bilateral contract whereby a party delivers a specified amount of a given 
currency against receipt of a specified amount of another currency from a counterparty, based on an agreed 
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exchange rate, within two business days of the deal date. The exception is the Canadian dollar, in which 
the spot delivery is executed next business day. The two-day spot delivery for currencies was developed 
long before technological breakthroughs in information processing. This time period was necessary to 
check out all transactions' details among counterparties. Although technologically feasible, the 
contemporary markets did not find it necessary to reduce the time to make payments. Human errors still 
occur and they need to be fixed before delivery.  


By the entering into a contract on the spot market a bank serving a trader tells the latter the 
quota – an evaluation of the currency traded against the U.S. dollar or an other currency. A quota 
consists from two figures (for example, USD/JPY = 133.27/133.32 or, which is the same, USD/JPY 
= 133.27/32). The first from these figures (the left part) is called the bid – price (that is a price at 
which the trader sells), the second (the right part) is called  the  ask - price (the price at which the 
trader buys the currency). The difference between asks and bid is called the spread. The spread, as 
any currency price alteration, is being measured in points (pips).  


In terms of volume, currencies around the world are traded mostly against the U.S. dollar, because 
the U.S. dollar is the currency of reference. The other major currencies are the euro, followed by the 
Japanese yen, the British pound, and the Swiss franc. Other currencies with significant spot market shares 
are the Canadian dollar and the Australian dollar. In addition, a significant share of trading takes place in the 
currencies crosses, a non-dollar instrument whereby foreign currencies are quoted against other foreign 
currencies, such as euro against Japanese yen. 


The spot market is characterized by high liquidity and high volatility. Volatility is the degree to 
which the price of currency tends to fluctuate within a certain period of time. For instance, in an active 
global trading day (24 hours), the euro/dollar exchange rate may change its value 18,000 times "flying" 
100-200 pips in a matter of seconds if the market gets wind of a significant event. On the other hand, the 
exchange rate may remain quite static for extended periods of time, even in excess of an hour, when one 
market is almost finished trading and waiting for the next market to take over. For example, there is a 
technical trading gap between around 4:30 PM and 6 PM EDT. In the New York market, the majority of 
transactions occur between 8 AM and 12 PM, when the New York and European markets overlap. The 
activity drops sharply in the afternoon, over 50 percent in fact, when New York loses the international 
trading support. (See Figure 1.3) Overnight trading is limited, as very few banks have overnight desks. 
Most of the banks send their overnight orders to branches or other banks that operate in the active time 
zones. 


The reasons of the spot-market popularity, in addition to the fast liquidity-taking place thanks to the 
volatility, belongs also the short time of a contract execution. Therefore the credit risk is on that market 
restricted. The profit and loss can be either realized or unrealized. The realized P&L is a certain amount of 
money netted when a position is closed. The unrealized P&L consists of an uncertain amount of money that an 
outstanding position would roughly generate if it were closed at the current rate. The unrealized P&L changes 
continuously in tandem with the exchange rate. 


Forward Market.  On the forward Forex are used two tools: forward outright deals and exchange 
deals or swaps. A swap deal is a combination of a spot deal and a forward outright deal. 


According to figures published by the Bank for the International Settlements, the percentage share 
of the forward market was 57 percent in 1998. (See Figure 1.2). Translated into U.S. dollars, out of an 
estimated daily gross turnover of US$1.49 trillion, the total forward market represents US$900 billion. In 
the forward market there is no norm with regard to the settlement dates, which range from 3 days to 3 
years. Volume in currency swaps longer than one year tends to be light but, technically, there is no 


 
 







 11


 


 


 


 


 


 


 


 


Figure 1.3. Diagram of the trade activity (in %% of the volume) of US Forex in time distribution: 1 – from 12 pm till 4 pm, 2 
– from 4 pm till 8 pm, 3 – from 8 am till 12 pm. 


 
 


impediment to making these deals. Any date past the spot date and within the above range may be a 
forward settlement, provided that it is a valid business day for both currencies. The forward markets are 
decentralized markets, with players around the world entering into a variety of deals either on a one-on-
one basis or through brokers. 


The forward price consists of two significant parts: the spot exchange rate and the forward spread. 
The spot rate is the main building block. The forward spread is also known as the forward points or the 
forward pips. The forward spread is necessary for adjusting the spot rate for specific settlement dates 
different from the spot date. It holds, then, that the maturity date is another determining factor of the 
forward price.  


Futures Market. Currency  futures  are  specific  types  of forward  outright  deals. Because 
they are derived from the spot price, they are derivative instruments. (See Figure 1.2). They are specific 
with regard to the expiration date and the size of the trade amount. Whereas, generally, forward outright 
deals—those that mature past the spot delivery date—will mature on any valid date in the two countries 
whose currencies are being traded, standardized amounts of foreign currency futures mature only on the 
third Wednesday of March, June, September, and December.   


The following characteristics of currency futures that make them attractive. They are open to all 
market participants, individuals included.   It is a central market, just as efficient as the cash market, 
and whereas the cash market is a very decentralized market, futures trading takes place under one roof. It 
eliminates the credit risk because the Chicago Mercantile Exchange Clearinghouse acts as the buyer 
for every seller, and vice versa. In turn, the Clearinghouse minimizes its own exposure by requiring traders 
who maintain a nonprofitable position to post margins equal in size to their losses.   Although the futures and 
spot markets trade closely together, certain divergences between the two occur, generating arbitraging 
opportunities.   Gaps, volume, and open interest are significant technical analysis tools (See Chapter 4) 
solely available in the futures market.  


Because of these benefits, currency futures trading volume has steadily attracted a large variety 
of players. 


Because futures are forward outright contracts and the forward prices are generally slow movers, the 
elimination of the forward spreads will transform the futures contracts into spot contracts.  


For traders outside the exchange, the prices are available from on-line monitors. The most popular 
pages are found on Bridge, Telerate, Reuters, and Bloomberg. Telerate presents the currency futures on 
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composite pages, while Reuters and Bloomberg display currency futures on individual pages shows the 
convergence between the futures and spot prices. 


Options Market. A currency option is a contract between a buyer and a seller that gives the 
buyer the right, but not the obligation, to trade a specific amount of currency at a predetermined price and 
within a predetermined period of time, regardless of the market price of the currency; and gives the 
seller, or writer, the obligation to deliver the currency under the predetermined terms, if and when the 
buyer wants to exercise the option. 


More factors affect the option price relative to the prices of other foreign currency instruments. Unlike 
spot or forwards, both high and low volatility may generate a profit in the options market. For some, options are a 
cheaper vehicle for currency trading. For others, options mean added security and exact stop-loss order execution. 
Currency options constitute the fastest-growing segment of the foreign exchange market. As of April 1998, 
options represented 5 percent of the foreign exchange market. (See Figure 1.4). The biggest options trading center 
is the United States, followed by the United Kingdom and Japan. Options prices are based on, or derived 
from, the cash instruments. Often, however, traders have misconceptions regarding both the difficulty and 
simplicity of using options. There are also misconceptions regarding the capabilities of options.  


Trading an option on currency futures will entitle the buyer to the right, but not the obligation, 
to take physical possession of the currency future. Unlike the currency futures, buying currency 
options does not require an initiation margin. The option premium, or price, paid by the buyer to the 
seller, or writer, reflects the buyer's total risk. 


However, upon taking physical possession of the currency future by exercising the option, a trader 
will have to deposit a margin. 
 
 
  
     
 
 
 
 
 
 
 


Figure 1.4.   Market share of the currency options (in %% of the volume): 1 - OTC; 2 – organized exchanges. 
 
  


The currency price is the central building block, as all the other factors are compared and analyzed 
against it. It is the currency price behavior that both generate the need for options and impacts on the profitability of 
options. 
 


2. Kinds of major currencies and exchange systems 
 


2.1. Major currencies 
 


The U.S. Dollar. The United States dollar is the world's main currency – an universal measure 
to evaluate any other currency traded on Forex.  All currencies are generally quoted in U.S. dollar terms. 
Under conditions of international economic and political unrest, the U.S. dollar is the main safe-haven 
currency, which was proven particularly well during the Southeast Asian crisis of 1997-1998.  
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As it was indicated, the U.S. dollar became the leading currency toward the end of the Second 
World War along the Breton Woods Accord, as the other currencies were virtually pegged against it. The 
introduction of the euro in 1999 reduced the dollar's importance only marginally. 


The other major currencies traded against the U.S. dollar are the euro, Japanese yen, British 
pound, and Swiss franc. 


The Euro. The euro was designed to become the premier currency in trading by simply being 
quoted in American terms. Like the U.S. dollar, the euro has a strong international presence 
stemming from members of the European Monetary Union. The currency remains plagued by unequal 
growth, high unemployment, and government resistance to structural changes. The pair  was also weighed 
in 1999 and 2000 by outflows from foreign investors, particularly Japanese, who were forced to liquidate 
their losing investments in euro-denominated assets. Moreover, European money managers rebalanced 
their portfolios and reduced their euro exposure as their needs for hedging currency risk in Europe 
declined. 


The Japanese Yen. The Japanese yen is the third most traded currency in the world; it has a 
much smaller international presence than the U.S. dollar or the euro. The yen is very liquid around the 
world, practically around the clock. The natural demand to trade the yen concentrated mostly among the 
Japanese keiretsu, the economic and financial conglomerates. The yen is much more sensitive to the 
fortunes of the Nikkei index, the Japanese stock market, and the real estate market.  


The British Pound. Until the end of World War II, the pound was the currency of reference. 
The currency is heavily traded against the euro and the U.S. dollar, but has a spotty presence against other 
currencies. Prior to the introduction of the euro, both the pound benefited from any doubts about the 
currency convergence. After the introduction of the euro, Bank of England is attempting to bring the high 
U.K. rates closer to the lower rates in the euro zone. The pound could join the euro in the early 2000s, 
provided that the U.K. referendum is positive. 


The Swiss Franc. The Swiss franc is the only currency of a major European country that 
belongs neither to the European Monetary Union nor to the G-7 countries. Although the Swiss economy 
is relatively small, the Swiss franc is one of the four major currencies, closely resembling the strength 
and quality of the Swiss economy and finance. Switzerland has a very close economic relationship with 
Germany, and thus to the euro zone. Therefore, in terms of political uncertainty in the East, the Swiss 
franc is favored generally over the euro.  


Typically, it is believed that the Swiss franc is a stable currency. Actually, from a foreign 
exchange point of view, the Swiss franc closely resembles the patterns of the euro, but lacks its liquidity. 
As the demand for it exceeds supply, the Swiss franc can be more volatile than the euro. 
 
 
 
 


2.2. Trade systems on Forex 
Trading with brokers. Foreign exchange brokers, unlike equity brokers, do not take positions for 


themselves; they only service banks. Their roles are to bring together buyers and sellers in the market, to 
optimize the price they show to their customers and  quickly, accurately, and faithfully executing the 
traders' orders. 


The majority of the foreign exchange brokers execute business via phone using an open box system 
— a microphone in front of the broker that continuously transmits everything he or she says on the direct 
phone lines to the speaker boxes in the banks. This way, all banks can hear all the deals being executed. 
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Because of the open box system used by brokers, a trader is able to hear all prices quoted; whether the bid 
was hit or the offer taken; and the following price. What the trader will not be able to hear is the amounts 
of particular bids and offers and the names of the banks showing the prices. Prices are anonymous. The 
anonymity of the banks that are trading in the market ensures the market's efficiency, as all banks have a fair 
chance to trade. 


Sometimes brokers charge a commission that is paid equally by the buyer and the seller. The fees 
are negotiated on an individual basis by the bank and the brokerage firm.  


Brokers show their customers the prices made by other customers either two-way (bid and offer) 
prices or one way (bid or offer) prices from his or her customers. Traders show different prices because they 
"read" the market differently; they have different expectations and different interests. A broker who has 
more than one price on one or both sides will automatically optimize the price. In other words, the broker 
will always show the highest bid and the lowest offer. Therefore, the market has access to an optimal 
spread possible. Fundamental and technical analyses are used for forecasting the future direction of the 
currency. A trader might test the market by hitting a bid for a small amount to see if there is any reaction.  
Another advantage of the brokers' market is that brokers might provide a broader selection of banks to 
their customers. Some European and Asian banks have overnight desks so their orders are usually placed 
with brokers who can deal with the American banks, adding to the liquidity of the market. 


Direct dealing. Direct dealing is based on trading reciprocity. A market maker—the bank 
making or quoting a price — expects the bank that is calling to reciprocate with respect to making a price 
when called upon.  Direct dealing provides more trading discretion, as compared to dealing in the brokers' 
market. Sometimes traders take advantage of this characteristic.  


Direct dealing used to be conducted mostly on the phone. Phone dealing was error-prone and slow. 
Dealing errors were difficult to prove and even more difficult to settle. Direct dealing was forever changed 
in the mid-1980s, by the introduction of dealing systems. 


Dealing systems are on- line computers that link the contributing banks around the world on a 
one-on-one basis. The performance of dealing systems is characterized by speed, reliability, and safety. 
Dealing systems are continuously being improved in order to offer maximum support to the dealer's main 
function: trading. The software is rather reliable in picking up the big figure of the exchange rates and the 
standard value dates. In addition, it is extremely precise and fast in contacting other parties, switching 
among conversations, and accessing the database. The trader is in continuous visual contact with the 
information exchanged on the monitor. It is easier to see than hear this information, especially when 
switching among conversations. 


Most banks use a combination of brokers and direct dealing systems. Both approaches reach the 
same banks, but not the same parties, because corporations, for instance, cannot deal in the brokers' 
market. Traders develop personal relationships with both brokers and traders in the markets, but select their 
trading medium based on price quality, not on personal feelings. The market share between dealing systems 
and brokers fluctuates based on market conditions. Fast market conditions are beneficial to dealing systems, 
whereas regular market conditions are more beneficial to brokers. 


Matching systems. Unlike dealing systems, on which trading is not anonymous and is conducted 
on a one-on-one basis, matching systems are anonymous and individual traders deal against the rest of the 
market, similar to dealing in the brokers' market. However, unlike the brokers' market, there are no 
individuals to bring the prices to the market, and liquidity may be limited at times. Matching systems are 
well-suited for trading smaller amounts as well.  


The dealing systems' characteristics of speed, reliability, and safety are replicated in the 
matching systems. In addition, credit lines are automatically managed by the systems. Traders input the 
total credit line for each counterparty. When the credit line has been reached, the system automatically 
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disallows dealing with the particular party by displaying credit restrictions, or shows the trader only 
the price made by banks that have open lines of credit. As soon as the credit line is restored, the system 
allows the bank to deal again. In the inter-bank market, traders deal directly with dealing systems, 
matching systems, and brokers in a complementary fashion.  


 
3. Fundamental analysis by trading on Forex 


Two types of analysis are used for the market movements forecasting: fundamental, and technical 
(the chart study of past behavior of currencies prices). The fundamental one focuses on the theoretical 
models of exchange rate determination and on the major economic factors and their likelihood of affecting 
the foreign exchange rates. 


 
3.1. Theories of exchange rate determination 


Purchasing power parity. Purchasing power parity states that the price of a good in one 
country should equal the price of the same good in another country, exchanged at the current rate—the 
law of one price. There are two versions of the purchasing power parity theory: the absolute version and the 
relative version. Under the absolute version, the exchange rate simply equals the ratio of the two countries' 
general price levels, which is the weighted average of all goods produced in a country. However, this 
version works only if it is possible to find two countries, which produce or consume the same goods. 
Moreover, the absolute version assumes that transportation costs and trade barriers are insignificant. In 
reality, transportation costs are significant and dissimilar around the world. Trade barriers are still alive and 
well, sometimes obvious and sometimes hidden, and they influence costs and goods distribution. 


Finally, this version disregards the importance of brand names. For example, cars are chosen not 
only based on the best price for the same type of car, but also on the basis of the name ("You are what you 
drive"). 


Under the PPP relative version, the percentage change in the exchange rate from a given base 
period must equal the difference between the percentage change in the domestic price level and the 
percentage change in the foreign price level. The relative version of the PPP is also not free of problems: it 
is difficult or arbitrary to define the base period, trade restrictions remain a real and thorny issue, just as 
with the absolute version, different price index weighting and the inclusion of different products in the 
indexes make the comparison difficult and in the long term, countries' internal price ratios may change, 
causing the exchange rate to move away from the relative PPP. 


In conclusion, the spot exchange rate moves independently of relative domestic and foreign prices. 
In the short run, the exchange rate is influenced by financial and not by commodity market conditions. 


Theory of elasticities. The theory of elasticities holds that the exchange rate is simply the price 
of foreign exchange that maintains the balance of payments in equilibrium. In other words, the degree to 
which the exchange rate responds to a change in the trade balance depends entirely on the elasticity of 
demand to a change in price. For instance, if the imports of country A are strong, then the trade balance 
is weak. Consequently, the exchange rate rises, leading to the growth of country A's exports, and triggers 
in turn a rise in its domestic income, along with a decrease in its foreign income. Whereas a rise in the 
domestic income (in country A) will trigger an increase in the domestic consumption of both domestic and 
foreign goods and, therefore, more demand for foreign currencies, a decrease in the foreign income (in 
country B) will trigger a decrease in the domestic consumption of both country B's domestic and foreign 
goods, and therefore less demand for its own currency. 
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The elasticities approach is not problem-free because in the short term the exchange rate is more 
inelastic than it is in the long term and additional exchange rate variables arise continuously, changing the 
rules of the game. 


Modern monetary theories on short-term exchange rate volatility. The modern monetary 
theories on short-term exchange rate volatility take into consideration the short-term capital markets' 
role and the long-term impact of the commodity markets on foreign exchange. These theories hold that the 
divergence between the exchange rate and the purchasing power parity is due to the supply and demand 
for financial assets and the international capability. 


One of the modern monetary theories states that exchange rate volatility is triggered by a one-
time domestic money supply increase, because this is assumed to raise expectations of higher future 
monetary growth. 


The purchasing power parity theory is extended to include the capital markets. If, in both countries 
whose currencies are exchanged, the demand for money is determined by the level of domestic income and 
domestic interest rates, then a higher income increases demand for transactions balances while a higher 
interest rate increases the opportunity cost of holding money, reducing the demand for money. 


Under a second approach, the exchange rate adjusts instantaneously to maintain continuous interest 
rate parity, but only in the long run to maintain PPP. Volatility occurs because the commodity markets adjust 
more slowly than the financial markets. This version is known as the dynamic monetary approach. 


Synthesis of traditional and modern monetary views. In order to better suit the previous 
theories to the realities of the market, some of the more stringent conditions were adjusted into a synthesis 
of the traditional and modern monetary theories. 


A short-term capital outflow induced by a monetary shock creates a payments imbalance that 
requires an exchange rate change to maintain balance of payments equilibrium. Speculative forces, 
commodity markets disturbances, and the existences of short-term capital mobility trigger the exchange rate 
volatility. The degree of change in the exchange rate is a function of consumers' elasticity of demand. 
Because the financial markets adjust faster than the commodities markets, the exchange rate tends to be 
affected in the short term by capital market changes, and in the long term by commodities changes. 
 


3.2. Economic for the fundamental analysis 


For the fundamental analysis on Forex, just as on any goods market, traders use the 
information from analytical reviews of specialists published in newspapers as well as charts and 
tables of many numerical indicators serving this purpose. All fundamental indicators generally. 
released on a monthly basis, except of the Gross Domestic Product and the Employment Cost Index, which 
are released quarterly (See below). 


All economic indicators are released in pairs. The first number reflects the latest period. The 
second number is the revised figure for the month prior to the latest period. For instance, in July, economic 
data is released for the month of June, the latest period. In addition, the release includes the revision of 
the same economic indicator figure for the month of May. The reason for the revision is that the 
department in charge of the economic statistics compilation is in a better position to gather more information 
in a month's time. This feature is important for traders. If the figure for an economic indicator is better than 
expected by 0.4% for the past month, but the previous month's number is revised lower by 0.4%, then 
traders can draw a justified conclusion about the economy situation.  


Economic indicators are released at different times. In the United States, economic data is 
generally released at 8:30 and 10 AM ET. It is important to remember that the most significant data for 
foreign exchange is released at 8:30 AM ET. In order to allow time for last-minute adjustments, the United 
States currency futures markets open at 8:20 AM ET. 
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Sources of information. Information on upcoming economic indicators is published in all 
leading newspapers, such as the Wall Street Journal, the Financial Times, and the New York Times; and 
business magazines, such as Business Week. More often than not, traders use the monitor sources—
Bridge Information Systems, Reuters, or Bloomberg — to gather information both from news 
publications and from the sources' own up-to-date information. 


Separate groups of fundamental indicators are considered below in accordance with a 
generally accepted classification. 


 
Economic indicators 


 
The Gross National Product (GNP). The Gross National Product measures the economic 


performance of the whole economy. This indicator consists, at macro scale, of the sum of consumption 
spending, investment spending, government spending, and net trade. The gross national product refers to the 
sum of all goods and services produced by United States residents, either in the United States or abroad. 


The Gross Domestic Product (GDP). The Gross Domestic Product refers to the sum of all goods 
and services produced in the United States, either by domestic or foreign companies. The differences 
between the two are nominal in the case of the economy of the United States. GDP figures are more 
popular outside the United States. In order to make it easier to compare the performances of different 
economies, the United States also releases GDP figures. 


Consumption Spending. Consumption is made possible by personal income and discretionary 
income. The decision by consumers to spend or to save is psychological in nature. Consumer 
confidence is also measured as an important indicator of the propensity of consumers who have discretionary  
income to switch from saving to buying. 


Investment Spending. Investment — or gross private domestic spending — consists of fixed 
investment and inventories. 


Government Spending. Government spending is very influential in terms of both sheer size and its 
impact on other economic indicators, due to special expenditures. For instance, United States military 
expenditures had a significant role in total U.S. employment until 1990. The defense cuts that occurred at 
the time increased unemployment figures in the short run. 


Net  Trade. Net trade is another major component of the GNP. Worldwide internationalization and 
the economic and political developments since 1980 have had a sharp impact on the United States' ability to 
compete overseas. The U.S. trade deficit of the past decades has slowed down the overall GNP. GNP 
can be approached in two ways: flow of product and flow of cost.  


 
Industrial sector indicators 


 
Industrial Production indicator consists of the total output of a nation's plants, utilities, and 


mines. From a fundamental point of view, it is an important economic indicator that reflects the strength of 
the economy, and by extrapolation, the strength of a specific currency. Therefore, foreign exchange traders 
use this economic indicator as a potential trading signal. 


Capacity utilization indicator consists of total industrial output divided by total production 
capability. The term refers to the maximum level of output a plant can generate under normal business 
conditions. In general, capacity utilization is not a major economic indicator for the foreign exchange 
market. However, there are instances when its economic implications are useful for fundamental analysis. 
A "normal" figure for a steady economy is 81.5 percent. If the figure reads 85 percent or more, the 
data suggests that the industrial production is overheating, that the economy is close to full capacity. 







 18


High capacity utilization rates precede inflation, and expectation in the foreign exchange market is 
that the central bank will raise interest rates in order to avoid or fight inflation. 


Factory orders. Refer to the total of durable and nondurable goods orders. Nondurable goods 
consist of food, clothing, light industrial products, and products designed for the maintenance of durable 
goods. Durable goods orders are discussed separately. The factory orders indicator has limited significance 
for foreign exchange traders. 


Durable goods orders. Consist of products with a life span of more than three years. Examples of 
durable goods are autos, appliances, furniture, jewelry, and toys. They are divided into four major 
categories: primary metals, machinery, electrical machinery, and transportation. 


In order to eliminate the volatility pertinent to large military orders, the indicator includes a 
breakdown of the orders between defense and non-defense. 


This data is fairly important to foreign exchange markets because it gives a good indication of 
consumer confidence. Because durable goods cost more than nondurables, a high number in this 
indicator shows consumers' propensity to spend. Therefore, a good figure is generally bullish for the 
domestic currency. 


Business inventories. Consist of items produced and held for future sale. The compilation of this 
information is facile and holds little surprise for the market. Moreover, financial management and 
computerization help control business inventories in unprecedented ways. Therefore, the importance of this 
indicator for foreign exchange traders is limited. 


 
Construction Data 


 
Construction indicator constitutes significant group that are included in the calculation of the GDP 


of the United States. Moreover, housing has traditionally been the engine that pulled the U.S. economy out 
of recessions after World War II. These indicators are classified into three major categories: 


1. housing starts and permits  
2. new and existing one-family home sales; and 
3. construction spending. 


Construction indicators are cyclical and very sensitive to the level of interest rates (and 
consequently mortgage rates) and the level of disposable income. Low interest rates alone may not be able 
to generate a high demand for housing, though. As the situation in the early 1990s demonstrated, 
despite historically low mortgage rates in the United States, housing increased only marginally, as a result 
of the lack of job security in a weak economy. Besides, in spite of the 2000 – 2001 recession the cost of houses, 
for example in California, was practically not decreased. 


Housing starts between one and a half and two million units reflect a strong economy, whereas a 
figure of approximately one million units suggests that the economy is in recession. 
 


Inflation indicators 
  
Traders watch the development of inflation closely, because the method of choice for fighting 


inflation is raising the interest rates, and higher interest rates tend to support the local currency. To 
measure inflation traders use economic tools considered below. 


Producer price index (PPI). It’s compiled from most sectors of the economy, such as 
manufacturing, mining, and agriculture. The sample used to calculate the index contains about 3400 
commodities. The weights used for the calculation of the index for some of the most important groups 
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are: food—24 percent; fuel—7 percent; autos—7 percent; and clothing—6 percent. Unlike the CPI, the 
PPI does not include imported goods, services, or taxes.  


Consumer price index (CPI). Reflects the average change in retail prices for a fixed market 
basket of goods and services. The CPI data is compiled from a sample of prices for food, shelter, clothing, 
fuel, transportation, and medical services that people purchase on daily basis. The weights attached for 
the calculation of the index to the most important groups are: housing—38 percent; food—19 percent; 
fuel—8 percent; and autos—7 percent.  


The two indexes, PPI and CPI, are instrumental in helping traders measure inflationary activity, 
although the Federal Reserve takes the position that the indexes overstate the strength of inflation. 


Gross national product implicit deflator. It’s calculated by dividing the current dollar GNP 
figure by the constant dollar GNP figure. 


Gross domestic product implicit deflator. It’s calculated by dividing the current dollar GDP 
figure by the constant dollar GDP figure. 


Both the GNP and GDP implicit deflators are released quarterly, along with the respective GNP 
and GDP figures. The implicit deflators are generally regarded as the most significant measure of inflation. 


Commodity research bureau's (CRB) futures index . The Commodity Research Bureau's 
Futures Index makes watching for inflationary trends easier. The CRB Index consists of the equally 
weighted futures prices of 21 commodities. The components of the CRB Index are: 


?? Precious metals: gold, silver and platinum 
?? Industrials: crude oil, heating oil, unleaded gas, lumber, copper, and cotton 
?? Grains: corn, wheat, soybeans, soy meal, soy oil 
?? Livestock and meat: cattle, hogs, and pork bellies 
?? Imports: coffee, cocoa, sugar 
?? Miscellaneous: orange juice 


The preponderance of food commodities makes the CRB Index less reliable in terms of general 
inflation. Nevertheless, the index is a popular tool that has proved quite reliable since the late 1980s. 
The “Journal of Commerc” industrial price index (JoC). Consists of the prices of 18 industrial materials 
and supplies processed in the initial stages of manufacturing, building, and energy production. It is more 
sensitive than other indexes, as it was designed to signal changes in inflation prior to the other price indexes. 
 


Merchandise trade balance 
 


It’s one of the most important economic indicators. Its value may trigger long- lasting changes in 
monetary and foreign policies. The trade balance consists of the net difference between the exports and 
imports of a certain economy. The data includes six categories: 


1. food, 
2. raw materials and industrial supplies, 
3. consumer goods, 
4. autos, 
5. Capital goods, 
6. Other merchandise. 


A separate indicator that belongs to that group is the “US – Japan Merchandise Trade 
Balance”. 
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Employment Indicators. 
 


The employment rate is an economic indicator with significance in multiple areas. The rate of 
employment, naturally, measures the soundness of an economy (See Figure 3.1). The unemployment rate 
is a lagging economic indicator. It is an important feature to remember, especially in times of economic 
recession. Whereas people focus on the health and recovery of the job sector, employment is the last 
economic indicator to rebound. When economic contraction causes jobs to be cut, it takes time to generate 
psychological confidence in economic recovery at the managerial level before new positions are added. 
At individual levels, the improvement of the job outlook may be clouded when new positions are added in 
small companies and thus not fully reflected in the data. The employment reports are significant to the 
financial markets in general and to foreign exchange in particular. In foreign exchange, the data is truly 
affective in periods of economic transition—recovery and contraction. The reason for the indicators' 
importance in extreme economic situations lies in the picture they paint of the health of the economy 
and in the degree of maturity of a business cycle. A decreasing unemployment figure signals a maturing 
cycle, whereas the opposite is true for an increasing unemployment indicator. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


Figure 3.1.   Diagram of the U.S. unemployment rate. 
 


Consumer spending indicators. Retail sales are a significant consumer-spending indicator for 
foreign exchange traders, as it shows the strength of consumer demand as well as consumer confidence. 
component in the calculation of other economic indicators, such as GNP and GDP. 


Generally, the most commonly used employment figure is not the monthly unemployment rate, 
which is released as a percentage, but the nonfarm payroll rate. The rate figure is calculated as the 
ratio of the difference between the total labor force and the employed labor force, divided by the total 
labor force. The data is more complex, though, and it generates more information. In Forex, the standard 
indicators monitored by traders are the unemployment rate, manufacturing payrolls, nonfarm payrolls, 
average earnings, and average workweek. Generally, the most significant employment data are 
manufacturing and nonfarm payrolls, followed by the unemployment rate.  


Employment Cost Index (ECI). The Employment Cost Index measures wages and inflation 
and provides a comprehensive analysis of worker compensation, including wages, salaries and fringe 
benefits.  


Consumer Spending Indicators grounded on data due to the retail sale volume is important for 
the Forex because it shows the level of consumers demand and their sentiments, which is initial data 
for the calculation of other indicators as Gross National and Gross Domestic Products. 
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Retail Sails. Retail sales are a significant consumer-spending indicator for foreign exchange 
traders, as it shows the strength of consumer demand as well as consumer confidence. As an economic 
indicator, retail sales are particularly important in the United States. Unlike other countries such as 
Japan, the focus in the U.S. economy is the consumer. If the consumer has enough discretionary in-
come, or enough credit for that matter, then more merchandise will be produced or imported. Retail sales 
figures create an economic process of "trickling up" to the manufacturing sector. 


The seasonal aspect is important for this economic indicator. The retail sales months that are most 
watched by foreign exchange traders are December, because of the holiday season, and September, the 
back-to-school month. Increasingly, November is becoming an important month, as a result of the shift in 
the former after-Christmas sales to pre-December sales days. Another interesting phenomenon occurred 
in the United States. Despite the economic recession in the early 1990s, the volume of retail sales was 
unusually high. The profit margin, however, was much thinner. The reason is the consumer's shift toward 
discount stores. 


Traders watch retail sales closely to gauge the overall strength of the economy and, consequently, 
the strength of the currency. This indicator is released on a monthly basis. 


Consumer sentiment . It’s a survey of households that is designed to gauge direct the individual 
propensity for spending money to increase or to maintain on the same level their expenditures 
connected with the satisfaction of the household current needs and, by implication, - the situation on 
the labor market. 


Auto sales. Despite the importance of the auto industry in terms of both production and sales, 
the level of auto sales is not an economic indicator widely followed by foreign exchange traders. The 
American automakers experienced a long, steady market share loss, only to start rebounding in the early 
1990s. But car manufacturing has become increasingly internationalized, with American cars being 
assembled outside the United States and Japanese and German cars assembled within the United States. 
Because of their confusing nature, auto sales figures cannot easily be used in foreign exchange analysis. 
 


Leading indicators 
 


?? The leading indicators consist of the following economic indicators: 
?? Average workweek of production workers in manufacturing 
?? Average weekly claims for state unemployment 
?? New orders for consumer goods and materials (adjusted for inflation)  
?? Vendor performance (companies receiving slower deliveries from suppliers) 
?? Contracts and orders for plant and equipment (adjusted for inflation) 
?? New building permits issued 
?? Change in manufacturers' unfilled orders, durable goods  
?? Change in sensitive materials prices  


 
Personal income. It’s the income received by individuals, nonprofit institutions, and private trust 


funds. Components of this indicator include wages and salaries, rental income, dividends, interest earnings, 
and transfer payments (Social Security, state unemployment insurance, and veterans' benefits). The wages 
and salaries reflect the underlying economic conditions. This indicator is vital for the sales sector. Without 
an adequate personal income and a propensity to purchase, consumer purchases of durable and nondurable 
goods are limited. For FX traders, personal income is not significant. 
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3.3. Forex dependence on financial and sociopolitical factors 
Financial factors are vital to fundamental analysis. Changes in a government's monetary or 


fiscal policies are bound to generate changes in the economy, and these will be reflected in the exchange 
rates. Financial factors should be triggered only by economic factors. When governments focus on different 
aspects of the economy or have additional international responsibilities, financial factors may have priority 
over economic factors. This was painfully true in the case of the European Monetary System (EMS) in the 
early 1990s. The realities of the marketplace revealed the underlying artificiality of this approach.  


The role of interest rates. Using the interest rates independently from the real economic  
environment translated into a very expensive strategy. Because foreign exchange, by definition, consists of 
simultaneous transactions in two currencies, then it follows that the market must focus on two 
respective interest rates as well. This is the interest rate differential, a basic factor in the markets. Traders 
react when the interest rate differential changes, not simply when the interest rates themselves 
change. For example, if all the G-5 countries decided to simultaneously lower their interest rates by 
0.5 percent, the move would be neutral for foreign exchange, because the interest rate differentials would 
also be neutral. Of course, most of the time the discount rates are cut unilaterally, a move that generates 
changes in both the interest differential and the exchange rate. Traders approach the interest rates like any 
other factor, trading on expectations and facts. For example, if rumor says that a discount rate will be cut, 
the respective currency will be sold before the fact. Once the cut occurs, it is quite possible that the currency 
will be bought back, or the other way around. An unexpected change in interest rates is likely to trigger a 
sharp currency move.  


Other factors affecting the trading decision are the time lag between the rumor and the fact, the 
reasons behind the interest rate change, and the perceived importance of the change. The market generally 
prices in a discount rate change that was delayed. Since it is a fait accompli, it is neutral to the market. If 
the discount rate was changed for political rather than economic reasons, a common practice in the 
European Monetary System, the markets are likely to go against the central banks, sticking to the real 
fundamentals rather than the political ones. This happened in both September 1992 and the summer 
of1993, when the European central banks lost unprecedented amounts of money trying to prop up their 
currencies, despite having high interest rates. The market perceived those interest rates as artificially high 
and, therefore, aggressively sold the respective currencies. Finally, traders deal on the perceived importance of 
a change in the interest rate differential.  


Political crises influence. A political crisis is commonly dangerous for the Forex because it 
may trigger a sharp decrease in trade volumes. Prices under critical conditions dry out quickly, and 
sometimes the spreads between bid and offer jump from 5 pips to 100 pips. Unlike predictable political events 
(parliament elections, interstate agreements conclusion etc), which generally take place in an exact time 
and give market the opportunity to adopt, political crises come and strike suddenly. Currency traders 
have a knack for responding to crises. The traders should react as fast as possible to avoid big losses. They 
have not much time to take decisions, often they have only seconds. Return on the market after a crisis is 
often problematic. 
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4. Technical analysis 


4.1. The destination and fundamentals of technical analysis 


Technical analysis is being used for the prediction of market movements (that is alterations in 
currencies prices, volumes and open interests) outgoing from the information obtained for the past. The 
main instruments of the technical analysis are different kinds of charts, which represent currencies price 
change during a certain time preceding exchange deals, as well as technical indicators. The latter are being 
obtained as a result of the mathematical processing of averaged and other characteristics of price 
movements. The instruments of the technical analysis are universal and applicable to any Forex sector, any 
currency and any time span. 


Technical analysis is easy to compute what is important while the technical services are 
becoming increasingly sophisticated and reasonably priced. They are available to all the Forex 
participants independent on their trade plans, strategies applied and the time of position continuance. 
Under contemporary conditions it is executed by means of computers, which is important if to 
account that means of the electronic support become more and more sophisticated. 


 


Dow theory 
 


The fundamental principles of technical analysis are based on the Dow Theory with the 
following main thesis: 


1. The price is a comprehensive reflection of all the market forces. At any given time, all market 
information and forces are reflected in the currency prices (“The market knows everything”). 


2. Price movements are trend followers (“Trend is your friend”); trends are classified as up trends 
(bullish), downtrends (bearish) and flat (sideways). Examples of mentioned trends are given on Figures 
4.1 – 4.3.  


3. Price movements are historically repetitive (“The history repeats”) which results periodical 
emerging the same patterns on the charts.  


4. The market has three trends: the longest (about 1 year) major, or primary, less enduring (1 month and 
more) intermediate, or secondary, and rather short (several days or weeks) minor. The primary trend has 
three phases: accumulation, run-up/run-down, and distribution. In this way, in the accumulation 
phase of a bullish market the shrewdest traders enter new positions. In the run-up/run-down 
phase, the majority of the market finally "sees" the move and jumps on the bandwagon. Finally, 
in the distribution phase, the keenest traders take their profits and close their positions while the 
general trading interest slows down in an overshooting market. The secondary trend is a 
correction to the primary trend and may retrace one-third, one-half or two-thirds from the 
primary trend. In frame of a major trend may be any amount of secondary or minor trends. 
The structure of a bullish trend is shown on Figure 4.5. 


5. Trends exist until it is not broken (See Figures 4.2, 4.3) and their reversals are confirmed. Figure 4.4 
shows example of reversals in a bearish currency market. The buying signals occur at points A and 
? when the currency exceeds the previous highs.  
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                                            Figure 4.1 .  Example of a bullish trend in the Japanese yen chart.   
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


Figure 4.2 .  Example of a bearish trend and a break in the Euro chart. 
 


6.  Volume must confirm the trend. Volume consists of the total amount of currency traded within a 
period of time, usually one day. Large trading volume suggests that there is interest and liquidity in 
a certain market, and low volume warns the trader to close positions. Open interest is the total 
exposure, or outstanding position, in a certain instrument. Volume and open interest figures are 
available from different sources, although one day late such as the  newswires (Bridge Information 
Systems, Reuters, Bloomberg), newspapers (the Wall Street Journal, the Journal of Commerce), 
weekly   printed   charts ( Commodity   Perspective,   Commodity Trend Service). 
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Figure 4.3. Example of sideways and breaks in the Euro  chart 
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Figure 4.4.  Diagram of the bearish market reversal.  


 


 


 


 


 


 


 


 


 


 


Figure 4.5. Diagram of the bullish trend structure: the left side – the major trend with intermediate trends,  the bottom part of the left 
side – minor trends of the encircled secondary trend. 
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Percentage measures of price reversals. The price of a foreign currency even on the strongest 
trends is never moving constantly up or down. Traders watch possible reversals (a change in the 
movement direction) at certain points of charts.  


There are three following typical points of a possible reversal that can be marked on a chart in 
percents against the preceded movements (percentage retrenchments): 


1. Along Charles Dow a reversal up traditionally is occurring after the price has passed 
down 1/3 (33%), ½ (50%) or 2/3 (66%) of the latest rise up. The reversal after 66% 
is considered as a trend correction. 


2. Using Fibonacci constants (See Chapter 5) one may wait for a reversal up at the 
downtrend points at 0.382 (38%), 0.5 (50%) and 0.618 (62%) of the latest rise up.  


3. Along Gann one has to wait for a reversal up after each 1/8 of the latest rise up on 
the path down. 


 
 


4.2. Charts for the technical analysis  


 
Kinds of prices and time units. Charts for the technical analysis are being constructed in 


coordinates “price (the vertical axis) – time (the horizontal axis)”. The following kinds of currency 
prices represented on charts are being distinguished on Forex: 


?? open – a price at the beginning of a trade period (year, month, day, week, hour, 
minute or a certain amount of one from these units); 


?? close - a price at the end of a trade period; 
?? high – the highest from prices observed during a trade period; 
?? low – the lowest from prices observed during a trade period. 


Providing the technical analysis one uses charts for different time units – from 1 year or more 
till 1 minute. For instance, the computer program RoyalForex allows to analyze price movements 
charts for 1 day, 4 hours, 30 minutes, 15 minutes, 5 minutes and 1 minute. The bigger is a time unit 
applied for the chart plotting the bigger is a time span to analyze price movements and to determine 
the major trend by means of the chart. For the short trading charts for less time units are more 
suitable. 


Line chart. The line chart is plotted connecting single prices for a selected time period. The most 
popular line chart is the daily chart. Although any point in the day can be plotted, most traders focus on the 
closing price, which they perceive as the most important. (See Figure 4.6). But an immediate problem with 
the daily line chart is the fact that it is impossible to see the price activity for the balance of the period as 
well as gaps (See chapter 4.6) – breakups in prices at joints of trade periods. Nevertheless, line charts 
are easier to visualize. Also, technical analysis goes well beyond chart formation; in order to execute 
certain models and techniques, line charts are better suited than any of the other charts. 


Bar chart. The bar chart consists from separate histograms (See figure 4.7). To plot a 
histogram in coordinates price – time the points responding to high, low, open and close prices for a 
time period analyzed should be marked on the one vertical bar. The opening price usually is marked 
with a little horizontal line to the left of the bar; and the closing price is marked with a little horizontal 
line to the right of the bar.  


Bar charts have the obvious advantage of displaying the currency range for the period selected. 
An advantage of this chart is that, unlike line charts, the bar chart is able to plot price gaps. Hence, it is 
impossible to see on a bar chart absolutely all price movements during the period. 
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Figure 4.6.  Example of a line chart of the Swiss franc. 


 


 


 


 


 


 


 


 


 


 


 


 


 


Figure 4.7. Example of histograms plotted in the Swiss franc chart. 
 


Candlestick chart. The candlestick chart is closely related to the bar chart. It also consists of four 
major prices: high, low, open, and close (See Figure 4.8). In addition to the common readings, the candlestick 
chart has a set of particular interpretations. The latter is possible thanks to the convenient visual observation 
of that chart. 
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Figure 4.8.   Example of a candlesticks plotted in the Swiss franc chart. 
 
The opening and closing prices form the body (jittai) of the candlestick. To indicate that the 


opening was lower than the closing, the body of the bar is left blank. Current standard electronic displays 
allow you to keep it blank or select a color of your choice. If the currency closes below its opening, the 
body is filled. In its original form, the body was colored black, but the electronic displays allow you to 
keep it filled or to select a color of your choice. 


The intraday (or weekly) direction on a candlestick chart can be traced by means of two "shadows": 
the upper shadow (uwakage) and the lower shadow (shitakage). Just as with a bar chart, the candlestick 
chart is unable to trace every price movement during a period's activity. 
 
 


 


4.3. Lines of trends, support and resistance  


The trendline. A trendline is a main initial element for the price chart analysis. While the market 


moves in any direction not along a straight line but along a zigzag, the mutual placement of upper and 


bottom points of those zigzags permits to plot a line connecting the significant highs (peaks) or the 


significant lows (troughs) of  an appropriate zigzag  using technical tools of the computer program (See 


Figures 4.1 – 4.3).  To draw a trendline only two points are necessary and the third one is the contact point 


confirmation. On a bullish trend chart it should be drawn using troughs, on a bearish – using peaks. The 


trendline and a line which is about parallel to it and drawn on the opposite side (through peaks on a dullish 


trend and through troughs on a bearish) form the trade channel. Both lines are then channel’s borders. 


Examples of trade channels are shown on Figures 4.9, 4.10.        
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Figure 4.9.  Example of a bullish trade channel  plotted in the Swiss franc chart. 


Lines of support and resistance. The upper and the bottom borders of trade channels are 
called accordingly support and resistance lines. The peaks represent the price levels at which the selling 
pressure exceeds the buying pressure. They are known as resistance levels. The troughs, on the other hand, 
represent the levels at which the selling pressure succumbs to the buying pressure. They are called support 
levels. In an uptrend, the consecutive support and resistance levels must exceed each other respectively. 
The reverse is true in a downtrend. Although minor exceptions are acceptable, these failures should be 
considered as warning signals for trend changing. 


 
 
 
 
 
 
 


 


  


 


 
 
 
 


Figure 4.10.  Example of a bearish channel and his break plotted in the Japanese yen chart. 
 


The significance of trends is a function of time and volume. The longer the prices bounce off the 
support and resistance levels, the more significant the trend becomes. Trading volume is also very 
important, especially at the critical support and resistance levels. When the currency bounces off these 
levels under heavy volume, the significance of the trend increases. 


The importance of support and resistance levels goes beyond their original functions. If these 
levels are convincingly penetrated, they tend to turn into just the opposite. A firm support level, once it is 
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penetrated on heavy volume, will likely turn into a strong resistance level. (See Figure 4.11). Conversely, 
a strong resistance turns into a firm support after being penetrated. (See Figure 4.2). 


In general, to evaluate the reliability (that is the possibility of a break) of the trade channel borders 
taking a decision to close or to save an existing position one should govern himself with following rules: 


1. A channel is the more reliable the longer it exists. Hence, the “solidity” of very old channels (e.g. 
existing more than 1 year) decreased sharply.  


2. A channel is the more reliable the more is his width (“It takes time to break channel”). 
3. The resistance may be broken if it is bounced on the background of a growing volume (“It takes 


volume to break resistance”). 
4. A steep channel is less reliable in compare to a gentle one. 
5. The support may be broken independent on the volume (“under own weight”). 


 
 


 


 


 


 


 


 


 
Figure 4.11.   Example of resistance turned into support in the Pound  Sterling  chart. 


 


 
 


 


 


 


 


 


 


 
 


Figure 4. 12.   Example of support turned into resistance in the Japanese yen chart. 
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4.4. Trend Reversal Patterns 
 
Independent, which time unit, is applied price movement charts form different kinds of 


periodically repeating equal patterns. Some of those patterns always occur on charts before the trend 
reversal when the volume is significantly decreasing or increasing. Such formations known as 
reversal patterns are considered below.  


Head-And-Shoulders. The head-and-shoulders pattern is one of the most reliable and well-
known chart formations. It consists of three consecutive rallies (See Figure 4.13). The first and third 
rallies—the shoulders—have about the same height, and the middle one—the head—are the highest. All 
three rallies are based on the same support line (or on the resistance line in the case of the reversed head-and-
shoulders formation), known as the neckline. A real example of the head-and-shoulders pattern is shown on 
the Figure 4.14. 


 
 
 
 
 
 
 
 
 
 
 
 
 


Figure 4.13.   Diagram of a typical Head-And-Shoulders pattern. 
 


Prior to point A, the neckline was a resistance line. Once the resistance line was broken, it turned 


into a significant support line. The price bounced off it twice, at point’s ? and C. The neckline was 


eventually broken in point D, under heavy volume, and the trend reversal was confirmed. As the 


significant support line was broken, a retrenchment could be expected to retest the neckline (E), now a 


resistance line again. If the resistance line held, the price was expected to eventually decline to around 


level F, which was the price target of the head-and-shoulders formation. The target was approximately 


equal in amplitude to the distance between the top of the head and the neckline. The price target was 


measured from point D, where the neckline was broken (line DF on Figure 4.13).  
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Figure 4.14. Example of a real head-and-shoulders pattern in the Pound Sterling chart.  
 


Signals generated by the head-and-shoulders pattern. The head-and-shoulders formation provides 
excellent information: 


1.The support line. This is based on point’s ? and C. 
2. The resistance line. After giving in at point D, the market may retest the neckline at point E. 
3. The price direction. If the neckline holds the buying pressure at point E, then the formation 


provides information regarding the price direction: diametrically opposed to the direction of the head-and-
shoulders (bearish). 


4. The price target. This is provided by the confirmation of the formation (by breaking through 
the neckline under heavy trading volume). 
 One of the main requirements of the successful development of this formation is that the breakout 
through the neckline occurs under heavy market volume. A breakout on light volume is a strong warning 
that it is a false breakout and will trigger a sharp backlash in the currency price. The time frame for this 
chart formation's evolution is anywhere from several weeks to several months. The intraday chart formations 
are not reliable.  


Inverted Head-And-Shoulders. The inverted head-and-shoulders formation is a mirror image of 
the previous pattern. (See a diagram on Figure 4.15 and a real example on Figure 4.16). Therefore, you can 
apply the same characteristics, potential problems, signals, and trader's point of view from the preceding 
presentation. The underlying currency broke out of the downtrend ranged by the xx'-yy' channel. The 
currency retested the previous resistance line (the rally number 3), now turned into a support line. Among 
the three consecutive rallies, the shoulders (1 and 3) have approximately the same height, and the head is 
the lowest. Prior to point A, the neckline was a support line. Once this line was broken, it turned into a 
significant resistance line. The price bounced off the neckline twice, at point’s ?  and C. The neckline was 
eventually broken at point D, under heavy volume. As the significant resistance line was broken, a 
retrenchment could be expected to retest the neckline (E), now a support line again. If it held, the price 
was expected to eventually rise to around level F, which is the price target of the head-and-shoulders 
formation. The price objective is approximately equal in amplitude to the dis tance between the top of the 
head and the neckline, and is measured from the breakout point, D. 
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Figure 4.15.   Diagram of a typical inverted head-and-shoulders pattern. 
 
 


 
 
 
 
 


 
 
 
 
 
 
 
 
 
 


Figure 4.16.   An example of an inverted head-and-shoulders pattern in the Swiss franc chart. 
 


Double Top. Another very reliable and common trend reversal chart formation is the double 
top. As the name clearly and succinctly describes, this pattern consists of two tops (peaks) of 
approximately equal heights (See Figures 4.17 and 4.18). As it is shown on the Figure 4.17, a parallel line is 
drawn against a resistance line that connects the two tops. We should think of this line as identical to the 
head-and-shoulders' neckline. As a resistance line, it is broken at point A. It turns into a strong support for 
price level at C, but eventually fails at point E. The support line turns into a strong resistance line, which 
holds the market backlash at point F. The price objective is at level G, which is the average height of the 
double top formation, measured from point E. 


Signals provided by the double top formation. The double top formation provides information 
on: 


1. The support line, set between points A and E. 
2. The resistance line, set between points ? and D. 
3. The price direction. If the neckline holds the buying pressure at point F, then the formation 


provides information regarding the price direction: diametrically opposed to the direction of the 
peaks (bearish). 
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4. The price target, provided by the confirmation of the formation (by breaking through the neckline 
under heavy trading volume.) 


Exactly as in the case of the head-and-shoulders pattern, a vital requirement for the successful 
completion of the double-top formation is that the breakout through the neckline occurs under heavy 
market volume. A breakout on light volume is a strong case for a false breakout, which would trigger a 
sharp backlash in the currency price. The time frame for this chart formation's evolution is anywhere from 
several weeks to several months. The intraday chart formations are less reliable. There is a strong correlation 
between the length of time to develop the pattern and the significance of the formation. 


The target is unlikely to be reached in a very short time frame. There is no direct suggestion regarding 
the length of target reaching time; but foreign exchange common sense links it to the duration of development. 
It is important to measure the target from the point where the neckline was broken. Avoid the trap of 
measuring the target price from the middle of the formation under the neckline. This may happen as you 
measure the average height of the formation. 


 
 


 
 
 
   Neckline 
 
 
 
 


Figure 4.17.   Diagram of a typical double-top formation. 
 
    
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


Figure 4.18.   An example of a double-top formation in the Swiss franc chart. 
 
 
 
 







 35


Double Bottom. The double bottom formation is a mirror image of the previous pattern (See 
Figures 4.19 and 4.20). Therefore, one may apply the same characteristics, potential problems, signals, and 
trader's point of view from the preceding presentation. As it is shown on Figure 4.19, the bottoms have about 
the same amplitude. A parallel line (the neckline) is drawn against the line connecting the two bottoms 
(B and D.) As a support line, it is broken at point A. It turns into a strong resistance for price level at C, 
but eventually fails at point E. The resistance line turns into a strong support line, which holds the market 
backlash at point F. The price objective is at level G, which is the average height of the bottoms, 
measured from point E.  
 
 
 
 


Neckline 
  
 
 


Figure 4.19.   Diagram of a typical double-bottom formation. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


 
Figure 4.20.   An example of a double-bottom formation in the Swiss franc chart. 


 
Triple Top. The triple top is a hybrid of the head-and-shoulders and double-top trend reversal 


formations (See Figures 4.21 and 4.22). Consequently, they have the same characteristics, potential 
problems, signals, and trader's point of view as the double top or double bottom, respectively. 


As shown in Figure 4.21, in a typical triple-top formation, the tops have about the same height. A 
parallel line (the neckline) is drawn against the line connecting the three tops (B, D, and F). As a 
resistance line, the neckline is broken at point A. It turns into a strong support for price levels at ?  and E, 
but eventually fails at point G. 


The support line turns into a strong resistance line, which holds the market backlash at point H. 
The price objective is at level I, which is the average height of the three tops formation, as measured from 
point D. As a double top, the formation fails at point E. The price moves up steeply toward point F. The 
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resistance line is holding once more and the price drops sharply again toward point G. At this level, the 
market pressure is able to penetrate the support line. After a possible retest of the neckline, the prices drop 
further, to eventually reach the price objective. 
 
     B 
 
 
 
 
 
   Neckline 
 
 
 
 


Figure 4.21.   Diagram of a triple-top formation. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


Figure 4.22.   An example of a triple-top formation in the Japanese yen chart. 
Triple Bottom. Triple Bottom is a hybrid of the double top and inverted head-and-shoulders 


patterns (See Figures 4.23 and 4.24). As shown in Figure 4.23, in a triple-bottom formation, the 
bottoms have about the same amplitude. A parallel line (the neckline) is drawn against the line 
connecting the three bottoms (B, D, and F).  As a support line, the neckline is broken at point A. It turns 
into a strong resistance for price levels at ?  and E, but eventually fails at point G. The resistance line 
turns into a strong support line, which holds the market backlash at point H. The price objective is at 
level I, which is the average length of the triple-bottom formation, as measured from point D.  
 
 
 
 


Neckl ine 
 
 
 


Figure 4.23.   Diagram of a typical triple-bottom formation. 
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Figure 4.24.   An example of a triple-bottom formation in the Japanese yen chart.  
The head-and-shoulders, the double top and bottom and the triple top and bottom, due to their 


significance in trend reversals, are generally known as major reversal patterns. 
Rounded Top, Rounded Bottom, Saucer, Inverted Saucer. Rounded Top (See Figure 4.25), 


Rounded Bottom (See Figure 4.26), Saucer (See Figure 4.27) and Inve rted Saucer (See Figure 4.28) 
patterns form as a result of a slow and gradual change in the direction of the market. These patterns reflect 
the indecision of the market at the end of a trend. The trading activity is slow. It is impossible to know 
when the formation is indeed completed, and not for a lack of trying. Though is known that the longer it 
takes to complete patterns, the higher is the likelihood of a sharp price move in the new direction. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


Figure 4.25.   An example of a rounded top formation in the Japanese yen chart. 
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Figure 4.26.   An example of a rounded bottom formation in the Pound Sterling chart. 
 
 
 
 
 


 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


Figure 4.27.  An example of a saucer formation in the Pound Sterling chart. 
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Figure 4.28.  An example of an inverted saucer formation in the Pound Sterling chart. 
 


4.5. Trend Continuation Patterns 
 


Technical analysis provides charts that reinforce the current trends. These chart formations are 
known as continuation patterns. They consist of fairly short consolidation periods. The breakouts occur in 
the same direction as the original trend. The most important continuation patterns are: 


1. Flags. 
2. Pennants. 
3. Triangles. 
4. Wedges. 
5. Rectangles. 


Flags. The flag formation provides signals for direction and price objective. This formation 
represents a brief consolidation period within a solid and steep upward or downward trend. The 
consolidation itself is bordered by a support line and a resistance line, which are parallel to each other or 
very mildly converging, making it look like a flag (parallelogram) and tends to be sloped in the opposite 
direction from the slope of the original trend, or is simply flat. The previous sharp trend resembles a 
flagpole. If the original trend is going down, the formation is called a bearish flag (See Figures 4.29 and 
4.30). As Figure 4.29 shows, the original trend is sharply down. The flagpole is measured between points A 
and B. The consolidation period occurs between the support line ?E and the resistance line ? D. When the 
price penetrates the support line at point E, the trend resumes its fall, with the price objective F, measured 
from E. The price target is of about equal with the flagpole's length AB, measured from the breakout point 
through the support line BE. Outgoing from prices in Figure 4.29, the height of the flagpole is measured as the 
difference between 140.00 - 120.00 = 20.00. Once the support line is broken at 125.00, the price target is 
125.00 – 20.00 = 105.00.  
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Figure 4.29.   Diagrams of a bear flag formation. 
 


 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


Figure 4.30. Example of bullish flags in the Swiss franc chart. 


 
Pennants. The pennants are closely related to the flags, so the same principles apply. The sole 


difference is that the consolidation area better resembles a pennant, as the support and resistance lines 
converge. If the original trend is bullish, then the chart pattern is a bullish pennant. In Figure 4.31, the 
pennant pole is A?. ?, ?, and D frame the pennant-shaped consolidation. When the market breaks 
through the resistance line ?D, the price objective is E. The amplitude of the target price is D to E, and 
it is equal to the pennant pole A to B. The price target measurement starts from the breakout point. Outgoing 
from prices in Figure 4.31, the height of the pennant pole is measured as the difference 1.5500 - 1.4500 = 
1.1000. Once the resistance line is broken at 1.5200, the price target is 1.5200 +1.1000 = 1.6200. 
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Figure 4.31.  Diagrams of a bullish pennant. 
 


If the original trend is going down, then the formation is a bearish pennant. In Figure 4.32, the 


pennant pole is A?. ?, ? and D frame the pennant-shaped consolidation. When the market breaks 


through the support line ?D, the objective price is E. The amplitude of the target price is DE, and it is equal 


to the pennant pole AB. The price target measurement starts from the breakout point. 


Outgoing from prices in Figure 4.32, the height of the flagpole is measured as the difference 


139.00 - 119.00 = 20.00. Once the support line is broken at 120.00, the price target is 120.00 – 20.00 = 


100.00.   


A market example of a bearish pennant is presented on Figure 4.33. 
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Figure 4.32.  Diagrams of a bearish pennant. 
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Figure 4.33.   A real example of a bearish pennant in the Japanese yen chart. 
 
Triangles. Triangles can be considered as pennants with no poles. There are four types of 


triangles: symmetrical, ascending, descending, and expanding (broadening.) 
A symmetrical triangle consists of two symmetrically converging support and resistance lines, 


defined by at least four significant points (See Figures 4.34 and 4.35). The two symmetrically converging 
lines suggest that there is a balance between supply and demand in the foreign exchange market. 
Consequently, a break may occur on either side. Hence, in the case of a bullish symmetrical triangle, the 
breakout will likely occur in the same direction, qualifying the formation as a continuation pattern.  


As Figure 4.34 shows, the converging lines are symmetrical. Points B, D, and F define the declining 
line. Points A, C, E, and G define the rising support line. The price target is either equal to the width of the 
base of the triangle BB', measured from the breakout point H (HH'); or at the intersection of line BI 
(which is a parallel line to the rising line AG) with the price line. Trading volume will visibly decrease 
toward the end of the triangle, suggesting the ambivalence of the market. The breakout is accompanied by a 
rise in volume. 


Outgoing from prices in Figure 4.34, the price objective is either 1.5500, as the difference 1.5000 - 
1.4000 = 0.1000 added to 1.4500; or 1.5300, as the difference between 1.5000 - 1.4000 = 0.1000, added 
to 1.4300. A currency market example is presented in Figure 4.35. 
 
      B  
 
 
 
               1.5300 
               1.5300 
 
 
 
 
 
 
 
 


Figure 4.34.   Diagrams of a bullish symmetrical triangle. 
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Figure 4.35.   A real example of symmetrical triangles in the Euro chart.  


From triangles of other kind the descending triangle is considered below. It consists of a flat 
support line and a downward sloping resistance line (See Figure 4.36). This pattern suggests that supply is 
larger than demand. The currency is expected to break on the downside. The descending triangle also 
provides a price objective. Measuring the width of the triangle base and then transposing it to the 
breakpoint calculate this objective. As shown in Figure 4.36, the support line, defined by points A, C, E, 
and G, is flat. The converging top line, defined by points B, D, F, and H, is sloped downward. The price 
objective is the width of the base of the triangle (AA'), measured above the support line from the 
breakout point I (IF.) 


Outgoing from prices on Figure 4.36, the price objective is 1.3000, as the difference 1.5000 - 
1.4000 = 0.1000 subtracted from 1.4000. 


Trading volume is decreasing steadily toward the tip of the triangle, but increases rapidly on the 
breakout.  


The expanding (broadening) triangle, or the megaphone consists of a horizontal mirror image of a 
triangle, where the tip of the triangle is next to the original trend, rather than its base (See Figure 4.37). 
Volume also follows the horizontal mirror image switch and increases steadily as the chart formation 
develops. As shown in Figure 4.37, the bottom support line, defined by points B, D, and F, and the top 
line, defined by points A, C, and E, are divergent. The price objective should be the width, GG', of the 
base of the triangle, measured from the breakout point G. 
Outgoing from prices on Figure 4.37, the price objective is 102.00, as the difference between 101.00 -
100.00 = 1.00 subtracted from 101.00. A real example of the megaphone is shown in Figure 4.38. 
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Figure 4.36. Diagrams of a descending triangle. 
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Figure 4.37.   Diagrams of an expanding triangle. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


Figure 4.38. A real example of megaphone formation in the Pound Sterling chart. 
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Wedges. The wedge formation is a close relative of the triangle and the pennant formations. It 


resembles both the shape and the development time of the triangles, but it really looks and behaves like a 
pennant without a pole. The wedge is markedly sloped, and the breakout occurs in the direction opposite 
to its slope (See Figures 4.39 and 4.40), but similar to the direction of the original trend. The signal we 
receive from the wedge formation is direction only. There is no reliable price objective. Depending on the 
trend direction, there are falling and rising types of wedges (as in Figure 4.39). 
 


 


         


 


Figure 4.39.   Diagrams of a falling (in a bullish trend) and a rising (in a bearish trend) wedges. 


 


 


 


 


 


  


 


 
 
 
 
 
 
 


Figure 4.40. Example of a falling wedge in a bullish trend in the Japanese yen chart.  


Rectangles . The rectangle formation reflects a consolidation period. Upon breakout, it is likely 
to continue the original trend. Its failure will change it from a continuation to a reversal pattern. This 
pattern is easy to spot, as it can be considered a minor side-ways trend. 


If it occurs within an up-trend and the breakout occurs on the upside, it is called a bullish rectangle 
(See Figure 4.41). The price objective is the height of the rectangle. As Figure 5.56 shows, the currency 
moves between well-defined, flat support and resistance levels. A valid breakout may occur on either 
side from this consolidation period. The price target (GH) is equal to the height of the rectangle (G'H), 
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measured from the breakout point H. Outgoing from prices in Figure 4.41, the price objective is 1.6200, as 
difference 1.6100 - 1.6000 = 0.0100, added to 1.6100. 


If the consolidation occurs within a downtrend and the breakout continues the original trend, then it 
is called a bearish rectangle (See Figure 4.42). As shown in Figure 4.42, the currency moves between 
well-defined, flat support and resistance levels. A valid breakout may occur on either side of this 
consolidation on period. The price objective (HG') is equal in size to the height of the rectangle (GH), 
measured from the breakout point H. In the numerical example, the price objective is 100.00 (difference 
102.00 - 101.00 = 1.00, subtracted from 101.00). 
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Figure 4.41.   Diagrams of a typical bullish rectangle 
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Figure 4. 42.   Diagram of a typical bearish rectangle 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


 
Figure 4.43. Example of a bearish rectangle in the Euro  chart. 
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4.6. Gaps 
 


Gaps in the technical analysis are named interruptions between close and open prices visualized 
in bar charts and candlesticks charts. Such a way, an opening outside the previous day's or other 
period's range generates a price gap. There are four types of gaps: common, breakaway, runaway, and 
exhaustion. It is commonly believed that "Gaps must be filled." as a result of the price reversal just after a gap 
formation. Hence, the time of gap filling may be essentially different for different types of gaps.  


Common Gaps. Common gaps tend to occur in relatively quiet periods or in illiquid markets. Common 
gaps are as a rule short term that is it may soon close indeed. When gaps occur within regular trading 
ranges, the word on the street has been that, "Gaps must be filled". Emerging of a common gap in a rise price 
chart is a signal buy, in a down price chart – sell. Examples of common gaps are shown on Figures 4.44 and 4.45. 
As one can see on these figures, the most gaps on charts were closed indeed in filling time up to 12 hours. 


 


 


 


 


 


 


 
Figure 4.44. Example of common gaps filling in the Japanese yen chart. 


. 


Breakaway Gaps. Breakaway gaps occur at the beginning of a new trend, usually after the break of 
a consolidation pattern. Breakaway gaps indicate most likely direction of the trend continuation and confirm 
a potential of the market. Examples of breakaway gaps are shown in the Figures 4.46 and 4.47. 


 


 


 


 


 


 


 


 


 
Figure 4.45. Example of common gaps in the Japanese yen  chart. 
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Figure 4.47. Example of a breakaway gap after a bullish wedge in the the Japanese yen chart. 


 


Runaway Gaps. Runaway, or measurement gaps occur within solid trends, which develop fast. 
They are known as measurement gaps because they tend to occur about midway through the life of a 
trend. Thus, if you measure the total range of the previous trend and extrapolate it from the measurement 
gap, you can identify the end of the trend and your price objective. Since the velocity of the move should be 
similar on both sides of the gap, you also have a time frame for the duration of the trend. Examples of those 
gaps are shown on Figures 4.48 – 4.50. 


 


 


 


 


 


 


 


 


 
 


Figure 4.47. Example of a breakaway gap after a bearish channel in f the Swiss franc chart. 
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Figure 4.48. Example of a runaway gap in the Pound Sterling chart. 


 


Exhaustion Gaps. Exhaustion gaps may occur at the top or bottom of a formation when trends 


change direction in an atypically quick manner. Gaps of that kind indicate on the direction of next 


movement of the market and reflect a sudden change in the demand-supply ratio. By a relatively slow 


reversal of the market you may wait on two exhaustion gaps to left and to right from a consolidation 


figure when so called exhaustion island is being formed.  


 


 


 


 


 


 


 


 


 


 
Figure 4.49. Example of a runaway gap in the Pound Sterling chart. 
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Figure 4.50. Example of a runaway gap in the Japanese Yen chart. 
 
 


Real examples of an Exhaustion Gap and Exhaustion Island are shown on Figures 4.51 and 


4.52. 


 


 


 


 


 


 


 


 


 


 


 


Figure 4.51. Example of a exhaustion gap in the Pound Sterling chart. 
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Figure 4.52. Example of an exhaustion island in the Japanese yen chart. 


 


4.7. Mathematical tools for the technical analysis (Technical indicators) 
 


The quantitative, or mathematical tools for the technical analysis called the technical indicators 
are being obtained as a result of the mathematical processing of prices averaged in time as well as 
other characteristics of market movements. They are applied to get signals for an additional 
evaluation of trade channels and patterns analysis by means of the indicators charts. The main groups 
of technical indicators are moving averages and oscillators. 


Moving Averages. A moving average is an average price of a certain currency over a certain time 
interval (in days, hours, minutes etc) during an observation period divided by these time intervals.  This 
averaged price is being determined consequently for each regular interval beginning from the first. A 
moving average has a smoother line than the underlying currency because statistical ‘noises’ are excluded 
to provide more convenient visualization of the currency activity. A moving average may be used as a 
special indicator or to create an oscillator. The moving average may be based on the midrange level or on 
a daily average of the high, low, and closing prices. The charts of moving averages are being plotted within 
same coordinates with an underlying price chart (See Figures 4.53 – 4.56).   


In the technical analysis are known the next three types of moving averages: 
1. The simple moving average or arithmetic mean (SMA). 
2. The linearly weighted moving average (LMA). This type of average assigns more weight to the 


more recent closings. This is achieved by multiplying the last day's price by one, and each closer 
day by an increasing consecutive number. In our previous example, the fourth day's price is 
multiplied by 1, the third by 2, the second by 3, and the last one by 4; then the fourth day's price is 
deducted. The new sum is divided by 9, which is the sum of its multipliers. 


3. The exponentially smoothed moving average (EMA) which provides the best smoothing of data 
averaged taking into account the previous price information of the underlying currency.  


In Figure 4.53 is shown the difference in reading of different types of moving averages. 
Trading signals of moving averages. Trade signals which occur by the use of one moving 


average is a buy signal by the crossing of the underlying price chart by the moving average chart 
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from below up and a sell signal by the crossing of the underlying price chart by the moving average 
chart from above down (See Figure 4.54). 


 


 


 


 


 


 


 


 


 
 
Figure 4.53. The underlying price chart (blue) and charts of a 9 days moving average (red – SMA, brown – LMA, green 


– EMA) in the Swiss franc chart. 


 


 


 


 


 


 


 


 


 
 


Figure 4.54. Trade signals (the underlying price chart – blue line, the moving average chart - red): the first and second 
crossing – signals buy, the third and forth – sell. 


 
For the technical analysis applied are usually two or three moving averages charts constructed 


for different periods – long term, middle term and short term. For example to use two charts a 
combination of moving averages for 4 and 9 days and to use three moving averages – for 4, 9 and 18 
days may be applied. Other often-applied combinations of three moving averages are 5, 20 and 
60days and 7, 21 and 90 days. 


A buying signal on a two- moving average combination, for example for 4 and 9 days, occurs 
when the shorter term of two consecutive averages (4 days) intersects the longer (9 days) upward. A selling 
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signal occurs when the reverse happens, and the longer of two consecutive averages intersects the 
shorter one downward (See Figure 4.55). 


 
 


 


 


 


 


 


 
Figure 4.55. Trade signals (from left to right) by the use of two EMA in the Swiss franc chart (the underlying price chart – 


blue line, moving averages charts: red – for 4 days, green – for 9 days): the first crossing –buy signal, the second– sell 
signal 


 
A signal involving three moving averages is generated by a moving averages combination of 4, 


9, and 18 days. The buying warning occurs when the 4-day moving average crosses upward both the 
9-day and 18-day averages, and the buying signal is confirmed when the 9-day moving average also 
crosses upward the 18-day average. (See Figure 4.56). The reverse is true for the selling signal.  


 
 


 


 


 


 


 


 
Figure 4.56.  Trade signals (from left to right) by the use of three EMA in the Swiss franc chart (the underlying price chart 


– blue line, moving averages charts: red – for 4 days, green – for 9 days, brown – for 18 days): the first crossing –buy 
signal, the second– sell signal. 


 
Envelopes. The envelope model consists of a short-term (perhaps 5-day) closing price based moving 


average to which you add and subtract a small percentage (2 percent is suggested for foreign currencies). An 


example for the envelope using the averaging along 14 days intervals is shown on the figure 4.57. The crossing of 


the underlying chart price by the envelope chart from above down is a buy signal.  
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Figure 4.57.  The underlying price (blue line) and the Envelop indicator (black lines) in the Swiss franc  chart. 
 


Ballinger Bands. The Ballinger bands combine a moving average with the instrument's volatility. 


The bands were designed to gauge whether prices are high or low on a relative basis via volatility. The two 


are plotted two standard deviations above and below a 20-day simple moving average. 


The bands look a lot like an expanding and contracting envelope model. When the band 


contracts drastically, the signal is that volatility is low and thus likely to expand in the near future. An 


additional signal is a succession of two top formations, one outside the band followed by one inside. If it 


occurs above the band, it is a selling signal. When it occurs below the band, it is a buying signal (See Figure 


4.58). 


Median Price. The Median Price indicator chart is being plotted using arithmetical averages 


of high and low for a trade period prices. An example of that indicator is shown on Figure 4.59. The 


superposition of an underlying price chart with the indicator chart gives a visual representation about 


the grade and direction of the deviation of close prices from the averaged prices during an 


observation interval.  


Average True Range. The indicator Average True Range denoted in the USA, as ATR is a 


grade of the volatility. Minimal and maximal values of the volatility are signals warning about a 


possible reversal. 
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Figure 4.58. The underlying price (blue line), EMA (red line) and the Ballinger Bands indicator (black lines) in 


the Swiss franc chart.   
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


Figure 4.59. An example of the Median Price indicator (red line) in the Swiss franc chart.    
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Figure 4.60. An example of the ATR indicator (red line) in the Swiss franc chart. 


As it is shown in Figure 4.60 with an example of the ATR indicator for 14 days, declining of 
the volatility in the ATR chart till a minimal from all visible values was a prediction of the coming 
after it bearish price reversal.    


Oscillators. Oscillators were designed to provide signa ls regarding overbought and oversold 
market conditions. Therefore the signals of oscillators are mostly useful at the extremes of their scales. 
Crossing the zero line, when applicable, usually generates direction signals. The major types of oscillators 
provided by the RoyalForex program are considered below.  


Commodity Channel Index. The commodity channel index (CCI) consists of the difference 
between the mean price of the currency and the average of the mean price over a predetermined period of 
time. A buying signal is generated when the price exceeds the upper (+100) line, and a selling signal 
occurs when the price dips under the lower  (-100). An example of this indicator is shown in Figure 4.61. 
As one can see in this Figure, the CCI oscillates around 0 in the interval from -100 till +100. Values 
CCI>100 tells about an overbought (position sell likes to be rational), a value CCI<100 is a feature of 
an oversold (position buy likes to be rational). 


 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


 


Figure 4.61. Example of a real CCI indicator chart in  the Swiss franc chart. 
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Directional Movement Index. The directional movement index (shortly – DMI) provides a signal 
of a clear trend presence in the market. The line simply rates the price directional movement on a scale of 0 
to 100%. The higher the number, the better the trend potential of a movement, and vice versa. An example 
of the DMI indicator for 14 days is presented in Figure 4.62.  


 
 


 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


Figure 4.62. Example of a real DMI indicator chart in the Swiss franc chart.  


To construct a DMI indicator chart two lines are to be generated which measure the buying 
and selling pressure. They are called +DI (that is the positive directional indicator which is shown in 
Figure 4.62 by the green line) and-DI (that is the positive directional indicator which is shown in 
Figure 4.62 by the black line). If +DI line is higher than –DI, a bullish situation exists, otherwise – a 
bearish as in Figure 4.62. Lines +DI and  -DI are a ground to create the third one – so called 
directional movement line (ADX). The latter oscillates in limits from 0 till 50. Values of the ADX 
below 20 correspond to the absence of any clear trend in the market. A rise of the ADX above 20 is a 
signal warning about the beginning of a trend formation. An ADX line, which was above 40 and is 
going to fall down signals about an exhaustion of the trend. 


Stochastic. Stochastic generate trading signals before they appear in the price itself. The 
stochastic concept is based observations that, as the market gets toppish, the closing prices tend to 
approach the daily highs; whereas in a bottoming market, the closing prices tend to draw near the daily 
lows. 


This oscillator consists of two lines called %K and %D. Visualize %K as the plotted instrument, and 
%D as it’s moving average. 
The formulas for calculating the stochastic are: 
%K = [(CCL -L9)I(H9 -L9)] * 100, 
Where 
CCL - current closing price; 
L9 - the lowest low of the past 9 trade periods; 
H9 - the highest high of the past 9 trade periods  
and 
%D=(H3/L3) * 100, 
where 
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H3 = CCL – L3; 
L3= H3 – L3. 


The resulting lines are plotted on a 1 to 100 scale, with overbought and oversold warning signals at 
70% and 30%, respectively. The buying (bullish reversal) signals occur under 10%, and conversely the 
selling (bearish reversal) signals come into play above 90% after the currency turns. (See Figure 5.67.) In 
addition to these signals, the oscilla tor-currency price divergence generates significant signals. A real 
example of a stochastic oscillator is presented in Figure 4.63. 


The intersection of the %D and %K lines generates further trading signals. There are two types of 
intersections between the %D and %K lines: 
1. The left crossing, when the %K line crosses prior to the peak of the %D line. 
2. The right crossing, when the %K line occurs after the peak of the %D line. 


 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


Figure 4.63. Example of the stochastic indicator in the Swiss franc chart: red line - %K, green - %D.   


Convergence – Divergence of Moving Averages. The moving average convergence-divergence 
(MACD) oscillator is built on exponentially smoothed moving aver ages. The MACD is a combination 
of charts (1) of the difference of two EMA (a short and a long ones) and (2) of “the shortest” EMA 
which all are plotted against the zero line. The zero line represents the times the values of the two moving 
averages are identical. A real example of the MACD indicator is shown in Figure 4.64. 


In addition to the signals generated by the averages' intersection with the zero line and by 
divergence, additional signals occur as the shorter average line intersects the longer average line. The buying 
signal is displayed by an upward crossover, and the selling signal by a downward crossover (See Figure 
4.64). 


Momentum. Momentum is an oscillator designed to measure the rate of price change. This 
oscillator consists of the net difference between the current closing price and the oldest closing price from a 
predetermined period. 


The formula for calculating the momentum (M) is: 
M=CCP-OCP, 
Where 
CCP - current close price; 
OCP – the oldest close price for the predetermined period.  
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The new values thus obtained will be either positive or negative numbers, and they will be 
plotted around the zero line. In the program RoyalForex the algebraic addition of the difference obtained with 
the figure 100 is being performed and a real indicator outputted from this program oscillates around the 100 
line. At values of the momentum M>100 one says “The market caught a moment”, otherwise 
(M<100)“The market lost a moment”. A real example of the Momentum ind icator for 14 days is 
shown in Figure 4.65. Maximal values of the indicator show the overbought, minimal – oversold 
market conditions. In terms of time frame, needless to say, the shorter the number of days included in 
the calculations, the more responsive the momentum will be to short-term fluctuations, and vice versa.  


 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


 
Figure 4.64. Example of a real MACD indicator chart in the Swiss Franc chart. 


 


 


 


 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


Figure 4.65. Example of a real Momentum indicator chart in the the Swiss franc chart.  


 







 60


Relative Strength Index. The Relative Strength Index (shortly called as RSI) measures the 
relative changes between the highest and lowest close prices (See Figure 4.66). 


The formula for calculating the RSI is: 
RSI=100-[100/(1+RS)], 
Where 
RS - average of predetermined number X trade periods value of all closes, which were higher than all preceded 
closes divided by average of the same X priodss value of all closes, which were lower than all preceded closes.  


Most often RSI is calculated for 14 days. RSI charts are plotted on a 0 to 100% scale. The 70% 
and 30% values are used as warning signals, whereas values above 85% indicate an overbought condition 
(sell signal) and values under 15 indicate an oversold condition (buy signal). By the technical analysis 
RSI is effectively used together with Ballinger Bands. It is believed that a sell position should be open 
when by a high RSI value the price chart touches with the upper Ballinger Band, and a buy position – 
when by a low RSI value the price chart touches with the bottom band. A real example of an RSI 
indicator for 14 days together with the Ballinger Bands indicator is shown in Figure 4.66. 


 


 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


Figure 4.66. Example of real RSI and Ballinger Band indicators in the Swiss Franc chart 


Rate of Change. The Rate of Change (shortly – ROC) is another version of the Momentum 


oscillator. The difference consists in the fact that, while the Momentum's formula is based on 


subtracting the oldest close price from the most recent, and the ROC's formula is based on dividing the 


oldest close price into the most recent one: 


ROC = (CCP/OCP) * 100, 


Where 


CCP - current close; 


OCP – the oldest close price for the predetermined period. 


A real example of the ROC for 14 days is shown in Figure 4.67. 
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Figure 4.67. Example of a real ROC indicator on the f the Swiss Franc chart. 
 


 
Larry Williams Percent Rate. The Larry Williams Percent Rate (Williams %R) is a version of 


the stochastic oscillator. It consists of the difference between the highest high price of a 
predetermined number of days and the current close price, which difference in turn is divided by the total 
range. This oscillator is plotted on a reversed 0 to 100% scale (See a real example in Figure 4.68). 
Therefore, the bullish reversal signals occur at fewer than 80%, and the bearish signals appear at above 
20%. The interpretations are similar to those discussed under stochastic. 


 
  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


Figure 4.68. Example of a real W%R indicator on the  of the Swiss Franc chart. 


 
It is rational to use for a detailed technical analysis a combination of different indicators from 


the above mentioned (See Figure 4.69). 
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Figure 4.69. Example of the technical indicators combination indicator in  the Swiss Franc chart: EMA (red line in the price 
chart), RSI (the upper indicator), Stochastic (the middle indicator) and MACD (the bottom indicator). 


Ichimoku Kinko Hyo. The Ichimoku Kinko Hyo (or simply - Ichimoku) indicator is 
appointed to determine simultaneously a market trend direction, support and resistance levels and to 
trigger buy and sell signals. Such a way, this indicator unites in itself a number of other indicators as 
well as different approaches concerning with the price movement prediction. To construct an 
Ichimoku’s chart four time intervals of different widths are used. On those intervals are grounded 
values of the following lines constituting the Ichimoku which are the lines of median prices in a 
corresponding interval:  


Tenkan-sen – shows the average value of a price of the first time interval which is the sum of 
a maximum and minimum of that time, divided by two; 


Kijun-sen - shows the average value of a price of the second time interval; 
Senkou Span ?  – shows the middle of a distance between two preceding lines moved ahead on 


the value equal the second time interval;  
Senkou Span B - shows the average value of a price of the third time interval moved ahead on 


the value equal the second time interval;  
Chinkou Span - shows the close of a current candlestick moved back on the value equal the 


second time interval. 
The area between Senkou lines is hatched and called the cloud. If the price chart is inside the 


cloud the market is believed trendless, and Senkou lines form support and resistance levels.  
If the price chart is above the cloud, the upper cloud border is the first support and the bottom – the 
second. If the price chart is under the cloud then the bottom cloud border is the first resistance and the 
upper – the second. The crossing of the price chart by the line Chinkou Span bottom-up is a buy – 
signal, top-down - sell. Kijun-sen («main line») is used as a gauge of the market movement. If the 
price is above this line, a growth of prices is to be expected. If the prices cross this line the further 
trend reversal is likely to be expected. The other variant of the  


Kijun-sen use is trade signals triggering. A signal buy is generated if the Tenkan-sen line 
crosses the Kijun-sen line bottom-up and signal sell – by crossing otherwise. The Tenkan-sen 
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("reversal line") is being used as an indicator of the market trend – a trend exists if this line is rising 
or falling. A real example of the Ichimoku is presented in Figure 4.70. 
 


 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


Figure 4.70. Example of the Ichimoku indicator with lines Tenkan-sen (of  9 days, red), Kijun-sen (of 26 days, black), 
Senkou Span B and A (of 52 days, the cloud’s color), Chinkou Span (of 26 days, green) in the Japanese yen chart. The 
trade signals buy and sell are in points of crossing of black and green lines by the red line bottom-up and top-down. 


 
The additional information with regard to technical indicators is represented under the menu 


“Additional Materials” of this Web site. 
 


5.  Fibonacci  constants and Elliott waves theory 
  


5.1   Fibonacci constants 
 


The Fibonacci theory named so after a prominent Italian mathematician of the late twelfth and 
early thirteenth centuries gives ratios, which play important role in the forecasting of market 
movements. Fibonacci introduced an additive numerical series that has come to be called the Fibonacci 
sequence, which consists of following series of numbers: 
1, 1, 2, 3, 5, 8, 13, 21, 34, 55, 89, 144, 233, 377, 610, 987, 1597, 2584,4181, (etc.). 


These numbers exhibit several remarkable relationships, in particular the ratio of any term in the 
series to the next higher term. This ratio tends asymptotically to 0.618. In addition, the ratio of any term to 
the next lower term in the sequence tends asymptotically to 1.618, which is the inverse of 0.618. Similarly 
constant ratios exist between numbers two terms apart, three terms apart, and so on. The ratio 0.618, 
referred to as the Fibonacci ratio, or the “Gold Spiral” which is being observed in structures of many natural 
objects and events – from clam’s construction till the form of whirlwinds and hurricanes.  


The financial markets exhibit Fibonacci proportions in a number of ways; particularly they are 
powerful tools for calculating price targets and placing stops. For example, if a corrective wave is 
expected to retrace 61.8 percent of the preceding impulse wave, an investor might place a stop slightly be-
low that level. This will ensure that if the correction is of a larger degree of trend than expected, the investor 
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will not be exposed to excessive losses. On the other hand, if the correction ends near the target level, this 
outcome will increase the probability that the investor's preferred wave interpretation is accurate (See also p. 
4.1). 


5.2  Elliott waves theory 
 


The Elliott Waves Principle is a system of empirically derived rules about the amount of 
ascending and descending waves during the history of a market movement. This theory postulates 
that all the market movement consists of cycles containing 8 waves each including five waves in the 
direction of the trend at one larger scale and three waves against that trend. In a rising market, this five 
wave/three-wave pattern forms one complete bull market/bear market cycle of eight waves. The five-wave 
upward movement as a whole is referred to as an impulse wave with sub waves labeled with figures while the 
three-wave countertrend movement is described as a corrective wave with sub waves labeled with letters 
(See Figure 5.1). Amplitudes of the correction waves subordinate certain rules: a second wave may never 
retrace more than 100 percent of a first wave (for example, in a bull market, the low of the second wave 
may not go below the beginning of the first wave); the third wave is never the shortest wave in an impulse 
sequence, often, it is the longest; a fourth wave can never enter the price range of a first wave (See 
Figure 5.2) As the illustration shows, waves of any degree in any series can be subdivided and 
resubdivided into waves of smaller degree or expanded into waves of larger degree. Furthermore, 
smaller-scale movements link up to create larger-scale movements possessing the same basic form.    
Conversely, large-scale movements consist of smaller-scale subdivisions with which they share a 
geometric similarity. Because these movements link up in increments of five waves and three waves, they 
generate sequences of numbers that the analyst can use (along with the rules of wave formation) to help 
identify the current state of pattern development, as shown in Figure 5.3.  


Extentions. In any given five-wave sequence, a tendency exists for one of the three impulse sub waves 
(i.e., wave 1, wave 3, or wave 5) to be an extension—an elongated movement, usually with internal 
subdivisions. At times, these subdivisions are of nearly the same amplitude and duration as the larger 
degree waves of the main impulse sequence, giving a total count of nine waves of similar size rather 
than the normal count of five for the main sequence (See Figure 5.4). Extensions can provide a useful guide 
to the lengths of future waves. Most impulse sequences contain extensions in only one of their three 
impulsive sub waves. Thus, if the first and third waves are of about the same magnitude, the fifth wave 
probably will be extended, especially if volume during the fifth wave is greater than during the third.  


Diagonal Triangles. There are certain patterns resembling known from the technical analysis 
theory including two types of triangles, which are to be considered from the Elliott theory position. 
The diagonal triangle type 1 occurs only in fifth waves and in ?  waves, and it signals that the 
preceding move has "gone too far, too fast," as Elliott put it. Essentially a rising wedge formation defined 
by two converging trend lines, type 1 diagonal triangles indicate exhaustion of the larger movement. 
Unlike other impulse waves, all of the patterns' sub-waves, including waves 1, 3, and 5, consist of three-
wave movements, and their fourth waves often enter the price range of their first waves, as shown in Figures 
5.5 and 5.6. A rising diagonal triangle type 1 is bearish, because it is usually followed by a sharp 
decline, at least to the level where the formation began. In contrast, a falling diagonal type 1 is bullish, 
because an upward thrust usually follows. 


The diagonal triangle type 2 occurs even more rarely than type 1. This pattern, found in first-
wave or A-wave positions in very rare cases, re sembles a diagonal type 1 in that it is defined by converging 
trend lines and its first wave and fourth wave overlap, as shown in Figure 5.7. However, it differs 
significantly from type 1 in that its impulsive sub waves (waves 1, 3, and 5) are normal, five-wave impulse 
waves, in contrast to the three-wave sub waves of type 1. This is consistent with the message of the type 2 
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diagonal triangle, which signals continuation of the underlying trend, in contrast to the type 1 's message of 
termination of the larger trend. 


Failures (Truncated Fifths). Elliott used the word failure to describe an impulse pattern in which 
the extreme of the fifth wave fails to exceed the extreme of the third wave. Figures 5.8 and 5.9 show 
examples of failures in bull and bear markets. As the illustrations show, the truncated fifth wave contains 
the necessary impulsive (i.e., five-wave) substructure to complete the larger movement. However, its 
failure to surpass the previous impulse wave's extreme signals weakness in the underlying trend, and a 
sharp reversal usually follows. 


 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


Figure 5.1 .   Diagram of the basic Elliott Wave. 


 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


 
 


Figure 5.2.  The larger scale pattern of the Elliott wave. 
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r scale pattern in detail. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


Figure 5.3.  Diagram of a complete market cycle. 
 


 


 
 
 
 
 
 
 


 
 
 
 
 
 


 
 
 
 
 
 
 


 
 
 
 
 
 


 
Figure 5.4 .  Diagrams of Elliott wave extensions. 


 


B E A R  M A R K E T  B U L L  M A R K E T 


FIRST WAVE EXTENSION 


T H I R D  V M K / E  E X T E N S I O N  


FIFTH WAVE EXTENSION 


EXTENSION NOT IDENTIFIED 


 


  


  


  


  







 67


 
 


 
 
 
 
            (3) 
 
 
 
 
 
 
 
   
     (2) 
 
 
 
 


Figure 5.5. Diagram of a bullish pattern. 
 
 
 
 
 
 


 
 
 
 
 
 
 
 
 
 
 
 
 
 


Figure 5.6.  Diagram of a bearish diagonal triangle. 
 
 
 
 
 
 
 
 
 
 
 
 
 


Figure 5.7. Diagram of a bullish diagonal triangle. 
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Figure 5.8.   Diagram of a bullish market failure. 
 
 


 
 
 
 
 
 
 
 
 
 
 
 
 
 


Figure 5.9.  Diagram of a bearish market failure. 
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Trading in Forex in India


Trading in Forex in India 


 The global foreign exchange market is the biggest market in the world. The nearly 
USD 2 trillion daily turnover exceeds the combined turnover of the entire world''s 
stock and bond markets. 


There are many reasons for the popularity of foreign exchange trading, but among 
the most important are, the high liquidity 24 hours a day and the very low dealing 
costs associated with trading. The market is so large that a handful of players can 
never influence its outcome


The Retail Forex Market: All you wanted to know about Retail Forex Market.


Introduction to Forex  
 
Forex, or Foreign Exchange, is the simultaneous exchange of one country's 
currency for that of another. Traders in the FOREX market wish to purchase or sell 
one currency for another with the hope of making a profit when the value of the 
currencies changes in favor of the investor, whether from market news or events 
that take place in the world. 


 The foreign exchange (FX or FOREX) market is the market where exchange rates 
are determined. Exchange rates are the mechanisms by which world currencies are 
tied together in the global marketplace, providing the price of one currency in 
terms of another. 


 For example, the U.S. dollar/Euro exchange rate is the price of a Euro expressed in 
U.S. dollars. On March 11, 2006 this exchange rate was 1.19 U.S. dollars per Euro, 
or, in market notation, 1.19 USD/Euro.


 Exchange rate is just a price. The price of a liter of milk, for example, is Indian Rs 
20, or 20 INR/milk, using the above exchange rate market notation. When we price 
exchange rates, the denominator refers specifically to one unit of a currency. 


 Like in any other market, demand and supply determine the price of a currency. At 
any point in time, in a given country, the exchange rate is determined by the 
interaction of the demand for foreign currency and the corresponding supply of 
foreign currency. Thus, the exchange rate is an equilibrium price determined by 
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supply and demand considerations.


The Forex Market  
 
The foreign exchange market is the generic term for the worldwide institutions that 
exist to exchange or trade the currencies of different countries. It is loosely 
organized in two tiers: the retail tier and the wholesale tier. 


 The retail tier is where the small agents buy and sell foreign exchange. The 
wholesale tier is an informal, geographically dispersed, network of about 1200 
banks and currency brokerage firms that deal with each other and with large 
corporations. 


 The foreign exchange market is open 24 hours a day, split over three time zones. 
Computer screens continuously show exchange rate prices. A trader enters a price 
for the USD/CHF exchange rate on her machine, and can then receive messages 
from anywhere in the world from people willing to meet that price. It does not 
matter to her whether the counterparties are sitting in London, Mumbai, or, in New 
York. 


 The 24-hour Inter-bank market literally follows the sun around the world, moving 
from major banking centers of the United States to Australia, New Zealand to the 
Far East, to Europe then back to the United States.


  The foreign exchange market has no physical venue where traders meet to deal in 
currencies. When the financial press and economic textbooks talk about the foreign 
exchange market they refer to the wholesale tier.


 The Forex market has become the world''s largest financial market, with over $2.0 
trillion USD being traded on a daily basis. It is part of the bank-to-bank currency 
market known as the Inter-bank market.


Market Players in the Forex Market  
 
The players in the foreign exchange markets are speculators, corporations, 
commercial banks, currency brokers, and central banks. Corporations enter into the 
market primarily as hedgers; however, corporations might also speculate. Central 
banks tend to be speculators, that is, they enter into the market without covering 
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their positions. Commercial banks and currency brokers primarily act as 
intermediaries, however, at different times, they might be also speculators, 
arbitrageurs, and hedgers. All the parties in the foreign exchange market 
communicate through traders or dealers.


 Commercial banks account for the largest proportion of total trading volume. In 
1995, the BIS reported that 89 percent of all foreign exchange trading was either 
inter-bank (74%) or between banks and financial institutions including investment 
houses and securities firms (15%). Only 11 percent of the trading was done 
between banks and corporations. The high volume of inter-bank trading is partially 
explained by the geographically dispersed nature of the market and the price 
discovering process.


The Retail Participation  
 
Until the late 1990's, large financial institutions dominated the Forex market. Over 
the last several years the market has witnessed a dramatic evolution, with 
independent firms offering direct access to the Forex market via internet-enabled 
trading platforms. Savvy individual investors are now tapping into the FX market's 
significant profit potential, with access to the same pricing, market data and tools 
used by institutions, hedge funds and professional traders.


 The explosion in the participation of retail segment in the Forex Market can be 
attributed primarily to the accessibility and affordability of enabling technologies 
and equipments. With the cost of PCs and internet accessibility crashing over the 
years, several established broker-dealer firms across the globe were able to offer 
Forex to their retail clients after building in required leverages. The popularity of 
this investment avenue, attracted many new firms to offer these services to a 
larger populace across the globe. The regulatory bodies like National Futures 
Association and CFTC in USA, and FSA in UK contributed their bit by keeping the 
industry minimally regulated and hence, aided the growth of this fairly new 
investment avenue for retail investors.


Today, there are several global broker dealers registered with regulatory bodies in 
different countries, offering Retail Forex to a clientele which is generally spread 
across 100-110 countries!


Structure of the Market  
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The FOREX market is an over-the-counter market with no centralized exchange. 
Traders have a choice between firms that offer trade-clearing services. 


 Unlike many major equities and futures markets, the structure of the FOREX 
market is highly decentralized. In other words, there is no central location where 
trades occur. 


 In the FOREX market there are multiple dealers whose business is to unite buyers 
and sellers. Each dealer has the ability and the authority to execute trades 
independent of each other. This structure is inherently competitive as traders are 
faced with a choice between a variety of firms with an equal ability to execute their 
trades. The firm that offers the best services and execution will capitalize on this 
market efficiency by attracting the most traders. 


Some Interesting Facts 
Find some Interesting facts on Forex Market investments/Trading here.
Trading Hours  
 
    §          24 hour market- 5 Days a week; 120 hours/week


§          Sunday 5pm EST through Friday 4pm EST. 


§          Trading begins in New Zealand, followed by Australia, Asia, the Middle 
East, Europe, and America


Size  
 
 §          Largest market in the world 


§      $1.9 trillion average daily turnover, equivalent to:  


            i. More than 10 times the average daily turnover of global equity 
                          markets 


            ii. 40 times the average daily turnover of the NYSE 


            iii. $300 a day for every man, woman, and child on earth 
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§          An annual turnover more than 10 times world GDP


§          The spot market accounts for about one-third of daily turnover


Major Markets  
 
§          The US & UK account for more than 50% of turnover. 


          Major markets: London, New York, Tokyo. 


§      Trading activity is heaviest when major markets overlap.   


Nearly two-thirds of NY activity occurs in the morning hours while European 
markets are open.
Trading statistics  
 
    §          An estimated 95% of transactions are speculative 


§          More than 40% of trades last less than two days 


§          About 80% of trades last less than one week


Currencies  
 
    The US dollar is involved in approximately 90% of all foreign exchange 
transactions, equivalent to over $1.9 trillion a day. 


§          Euro accounts for almost 37%, Japanese Yen for nearly 20%, British 
Pound for 17%, Swedish Franc for 6%, and Australian Dollar for 5.5%.


§          Because two currencies are involved in each transaction, the sum of 
the percentage shares of individual currencies totals 200% instead of 100%.


Deciphering the Currency Quotes 


Currencies are always quoted in pairs, viz. EUR/USD, USD/JPY, and so on. The 
reason behind this convention is simple; a currency’s value can only be represented 
against another currency. For, example, EUR/USD implies the value or exchange 
rate of Euro against USD. To make the understanding clearer, let’s begin by 
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enumerating the basic concepts:        


Currencies are always quoted in pairs. 


§          EUR/USD refers to the two currencies Euro and U.S. Dollar.


The first is referred to as the base currency, while the second as the quote 
currency. 


          The EUR/USD exchange rate specifies how many US Dollars you have 
to pay to buy one Euro, or conversely how many US Dollars you obtain when 
you sell one Euro.   


The buy quote is displayed on the right and is the price at which you can buy the 
base currency. It is also referred to as the ask or offer price. Hence, in the above 
example, you can buy 1 Euro for 1.2003 US Dollars (the Ask price). Buy on Right. 


          The Bid Price will always be less than the Ask Price (1.2001 < 1.2003). 
The reason is not difficult to understand, had the reverse been true, a trader 
would have simply Bought at a lower price and Sold at a higher price- 
instantly. This would have made him a profit of USD(1.2003 – 1.2001) or 
USD .0002 without taking any risk or wasting any time. 


But, in the above example, the trader would buy at 1.2003 and hence, will 
have to wait for the Sell Quote to become higher than 1.2003 to make a profit.


This brings us to two very important concept of Forex, that of “Spread" 
and “PIP  
 
Spread can be understood as the difference between the Ask price and the Bid price 
at any point of time. In the previous example Spread = .0002 or (1.2003 – 
1.2001).    
Spread thus denotes the number of points (PIPs) that a currency should appreciate 
(when you have bought the currency) or depreciate (when you have sold the 
currency), to break even.           
PIP or Price Interest Point is the smallest movement that is possible in a currency 
quote. This is a concept akin to that of Ticks in Stock Market. In the exchange rate 
of a currency pair a PIP can be either equal to 0.01 or 0.0001. If a currency-pair is 
quoted till 2 decimal points, it can only move by 0.01 at one go, in other words, if 
USD/JPY is quoted at 117.89/117.91, if USD strengthens against Japanese Yen, its 
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quote would move first to 117.90/117.92, then to 117.91/117.93 and so on. 
Meaning thereby, that when USD/JPY moves up, it will touch every price interest 
point at a difference of 0.01 between the previous and the final price. 


Similarly, when a currency pair is quoted till 4 decimal points as in our EUR/
USD example, it will only move by 0.0001 at one go. Meaning thus, that a sell 
quote of 1.2001 would be come 1.2002 before it goes to 1.2003; or the sell 
quote will go down to 1.2000, before it touches 1.1999.


Spread assumes greater significance when you place a trade because it takes your 
break-even point further in the future. If you buy EUR/USD when it is quoting at 
1.2001/1.2003 (you always buy on the Right Side of the quote- so you buy at 
1.2003) you need to wait till the currency pair is quoting at 1.2003/1.2005 (so that 
you may sell at 1.2003) before you break-even. Let’s compare this to a dealer who 
is offering you a Spread of .0001 instead of .0002. In the latter case, the currency 
pair would quote at 1.2002/1.2003 and not 1.2001/1.2003 as in the former case.


Let’s appreciate how the changed Spread improves our profitability-


In the second case, the currency pair needs to move to 1.2003/1.2004 i.e. by just 
1 PIP before you break-even, while in the first case, you need an appreciation from 
1.2001/1.2003 to 1.2003/1.2005 i.e. 2 PIPs before you break-even.


 No wonder, higher the liquidity - lower/tighter the spread. So, you will find the 
more liquid currency-pairs quoting at a lower spread that the lesser liquid 
counterparts. Lower spreads also imply lower volatility and greater depth of the 
currency-pair.


 To sum it up, a currency quote gives you information about the following:


          The currencies constituting the pair- Base and Quote Currency


          Sell/Bid Price and Buy/Ask Price, on the left and right hand side of the 
quote, respectively.


§          The spread between the bid and the ask price, and hence the liquidity 
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of the pair.


§          The value of 1 PIP for that particular currency pair.


Lot Size in Forex Market  
 
 Lot Size denotes the minimum transaction volume for a Forex trader. Different 
service providers offer different lot-sizes depending on their business needs and 
composition of their clientele. Some service providers might even offer their clients 
an option to choose their lot-size. 


A lot-size of 100,000 USD is called “Major” while a lot-size of 10,000 is called a 
“Mini”. A client is allowed to trade only in the multiples of permitted Lot-size.


Forex Trading: Basic Concepts Forex Trading: Basic Concepts
Opening an account and remitting Margin money  
 
As a retail investor, you need to become client of some registered broking entity 
offering Spot Forex Trading. Majority of the entities offering Forex trading facilities 
to their clients are either registered with National Futures Association, and CFTC in 
USA, FSA in UK, or other applicable regulatory/self regulatory bodies. 


 Beware of such entities that are not regulated by any federal agency- they mostly 
are fly-by-night kind of companies. You interest is best protected with regulated 
entities. 


 Having said that, the regulations governing Spot Forex Trading are generally not 
excessive or rigid.


 The above regulated entities usually tie up with some reputed financial services 
firms to expand their business across physical boundaries. These tie ups enable 
them to service their clients in a cost-effective and timely manner.


 Almost all the broker-dealers have some minimum criteria specified under the 
applicable regulations that an applicant needs to fulfill before he/she is allowed to 
become a full fledged client. These criteria may be related to the applicant’s 
previous trading experience, net worth, risk capital, education, etc.


 An approved client is allowed to trade only after he/she remits the minimum 


file:///F|/tradingforexinindia.htm (8 of 19) [12/21/2009 8:41:03 PM]







Trading in Forex in India


margin amount required to make the account active. These minimum amounts 
should not be confused with minimum deposits- most of the market players offer 
“Zero- minimum balance” accounts. Whatever you remit, is all tradable, i.e. you 
can use all the transferred moneys to place trades.


 Our federal regulator, RBI, has allowed an individual to remit up-to USD 25000 per calendar year 
towards such permissible off-shore investments/transactions. So, in effect, the most that an Indian client 
can remit per calendar year is USD 25000. You are allowed to remit this money only through an 
Authorised Dealer, in this case, a Bank with whom you have held an account for the last 1 year. There is 
no restriction on the number of installments over which this USD 25000 limit is exhausted. These 
remittances are not netted against the amount brought back from off-shores. So, if you remit USD 25000, 
and bring back USD 10,000 that doesn’t mean you may remit USD 15000 (USD 25000 – USD 10,000) 
again within the same calendar year!


Trading Mechanism  
 
On successful opening of Forex Account, a client can place trades either through a 
Trading Platform or through a “Call and Trade center” set up by the service 
provider. 


 A Forex trading platform looks similar to an equity trading platform; only, it’s 
much simpler to place trades. Placing a trade usually is a three click business on 
most available trading platforms. Several add-on features like charting, news and 
analysis is provided on the trading platform itself to aid the clients in taking 
informed trading decisions.


 When you choose to place your trade through the call-and-trade center, your 
identity is verified and the Forex dealer places the desired trade on your behalf, 
using HIS login id. and password. To maintain additional security and possible 
dispute resolution, your telephonic conversation is recorded.


Understanding Margin and leverage  
 
Margin can be understood as collateral against an open position. It is the amount 
that is blocked from your existing trading equity when you place a trade. 


Different broker-dealers offer different margin requirements to their clients. 
Generally, margin requirement may vary from 0.5% to 5%; i.e. clients may be 
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allowed to take a position of USD 10,000 by committing somewhere between USD 
50 to USD 500.


 Let us understand this with an example:


      Say, you have remitted USD 1000 to your Forex Trading Account as the 
first step to start trading and your service provider offers you a margin 
requirement of 1 %. 


      


You may want to take a position of USD 10,000 by buying 10,000 USD/JPY at the 
market rate. 


      For the above position, [1% of value of the trade (USD 10,000)] or USD 
100 would be locked from your total account equity.


      Hence, after the trade, you will have [USD 1000- USD 100 (margin 
requirement)] = USD 900 available to take additional positions.


So, effectively, a margin of USD 100 allows you to trade value worth USD 10,000. 
This translates into a leverage of USD 10,000 ÷ USD 100 = 100 times.


 Almost all trading platforms allow their clients to view their account valuation, 
account equity and margin requirements on a live basis.


Understanding Inherent Risk in Margin Trading  
 
Margin trading enables a client to leverage his position and trade considerably 
higher values than they would have done without leverage. But this is not without 
inherent risks.


 We will try to understand this risk by the way of an example:


     §          A trader buys 10,000 USD/JPY at 113.89/92, i.e. buys at 113.92 JPY per 


USD


file:///F|/tradingforexinindia.htm (10 of 19) [12/21/2009 8:41:04 PM]







Trading in Forex in India


§          His total outlay for this trade = JPY 113.92 X 10,000 = JPY 1139200 


§          For the above trade his margin requirement is 1% of total outlay 
which is JPY 11392=USD 100. 


§          Scenario 1: USD/JPY is now quoting at 113.95/98


o         He is running a profit of (113.95 – 113.92) X 10,000 JPY = JPY 
300= USD 2.63


o         This profit translates into a return of (JPY 300 ÷ JPY 11392) X 
100 = 2.63 % (remember this is intra day and probably achieved in a 
span of 5 minutes).


o         The USD 2.63 running profit also increases the account equity to 
[USD 1000 + USD 2.63] = USD 1002.63.


o         Hence, a 1% margin requirement enabled the trader to take USD 
10,000 worth of position by committing just USD 100 and thus, enhanced 
his profitability by the same factor. 


 §          Scenario 2: USD/JPY quoting at 113.87/90


o         Client is running a loss of (113.92 – 113.87) X 10,000 = JPY 500 
= USD 4.39


o         This loss translates into a %age loss of 4.39%; again in a span of 
a few minutes.


o         The client’s account equity gets reduced to [USD 1000 – USD 
4.39] =USD 995.61


 The above example shows clearly that margin trading gears up profit as well as 
magnifies losses; hence, a client should be disciplined while placing trades in Forex 
marketplace.
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Understanding Margin Calls  
 
In case of running losses in their open positions, client’s Account Equity may fall 
below the Margin Requirement for the said positions.  In such a case, the trading 
system generates Margin Calls to be sent electronically to the client so that he/she 
may top up the account by remitting additional funds.


 For Example:


If a client has USD 1000 in his account, let us assume three open positions 


  


 IMR Open Position Margin Req


 (US$)


USDJPY 1% 10,000 100.00


USDGBP 1% 50,000 500.00


EURUSD 1% 10,000 100.00


  Total $700.00


 Where, IMR is Initial Margin Requirement = 1% of the open positions   


In the above case, if the client overall loses money and his losses reach $300, his 
Account Equity drops down to $1000 - $300 = $700 


§          That is, his account equity drops down to a level where the required 
margin is exactly equal to the Account Equity.


§          A margin call would be generated as soon as Margin Required > 
Account Equity.


§          The frequency of the margin calls vary from one service provider to 
another.


file:///F|/tradingforexinindia.htm (12 of 19) [12/21/2009 8:41:04 PM]







Trading in Forex in India


Understanding Position Liquidation  
 
Liquidation is the next step to margin call if the account is not topped-up or the 
position(s) don’t start moving in the favour of the client. 


 In case of margin calls, a client has the option to either liquidate/close one/more of 
his open positions; liquidation occurs when a client’s open positions are closed by 
the trading-system itself when the account equity has fallen down to a  pre-defined 
percentage of the margin requirement.


 Most of the trading platforms enforce liquidation when the Account Equity falls 
down to 25% of the Margin Requirement. For example, in the table below, you can 
see the liquidation level in the last column.


 IMR Open Position Margin Req


 (US$)


Liquidation Level @ 25% (US
$)


USDJPY 1% 10,000 100.00 25.00


USDGBP 1% 50,000 500.00 125.00


EURUSD 1% 10,000 100.00 25.00


  Total $700.00 $175.00


 Hence, if the Account Equity falls below $ 175, Liquidation is triggered. Liquidation 
process continues till Account Equity = Margin Requirement.


 Liquidation always starts by closing out the position which requires the largest 
margin- in the above case that may be USDJPY or EURUSD. If liquidation of the 
first position equates the Account Equity to Margin Requirement, the process stops; 
else it continues to the next open position.


Understanding Value-date  
 
All Spot Forex contracts are essentially a customized Forward Contract with set 
value dates, i.e. date on which Delivery of the contracted item has to take place in 
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exchange for the agreed upon price.


The spot FX market is traded on a 2-business day value date. For trades executed 
on Monday, the value day, or day of delivery, is Wednesday. However, if a position 
is opened on Monday and held until Tuesday, then the next value day will be 
Thursday.  
 
In the event if value date occurs over a weekend or a public holiday of the 
respective currency, delivery will take place on the next business day.


Roll-over of Open Positions/Avoidance of Delivery  
 
As brought out in the concept of value-date, a client needs to settle his open 
positions on a T+2 basis, unless there is a system to roll-over the open positions to 
the next business day continually.


In the context of Margin FX, the contracts are always cash-settled and there is no 
actual delivery of the underlying. Hence, the product is structured to automatically 
roll-over positions daily. Hence, any FX positions held past the close of the trading 
day will be automatically rolled-over to the following day. Closure of the FX position 
will end the roll-over process.


 The rollover applies to all open positions at the end of the trading day.


Rollover takes place when the settlement of a trade is rolled forward to the next 
value date with the cost of this process based on the interest rate differential 
between the two currencies.


Pricing of Open Positions  
 
To enable rolling over and hence, allowing the clients to keep their positions open 
till whatever date they wish to, all open positions are marked-to market with the 
latest price for the instrument during the day and at the end of the day (EOD).


 Service providers have two pricing-options for open positions, viz       


Price the open position at the Mid price of the bid and offer price; or 


§          If the client has bought the underlying then the bid price, or, if the 
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client has sold the underlying then the offer price.


 Most service providers use “Mid-Price” to mark open positions to the market. Using 
Mid-price provides some protection to the clients in the times of extreme volatile 
conditions or when the markets are relatively illiquid and the spread has widened 
abnormally.


Financing of Open Positions/ Rollover Charges and Credits  
 
Rolling over of a position results into a charge against the client or a credit into the 
client’s account. Rollover charges / credits are generally shown in the ledger 
activities column. A negative number represents a charge and a positive number 
shows a rollover credit.


 Clients will pay rollover charges if they sell the currency with the higher interest 
rate in the pair and earn rollover credits if they buy the currency with the higher 
interest rate in the pair. 


 For example, if the US dollar has a higher interest rate than the Japanese Yen, a 
client will be receiving rollover charges on Long USD/JPY positions and pay rollover 
charges on Short USD/JPY positions. The amount of Rollover charges/credits is 
determined by the difference between US interest rates and the interest rates in 
the corresponding country. The greater the interest rate differential between the 
two currencies, the higher the rollover charge/credit will be.  
 
For positions that are held after the closing time of Wednesday, the value delivery 
date is the following Monday, provided that there are no holidays in any of the 
participating markets before that Monday. This implies two extra days of 
rollover charges / credits when the delivery is rolled over the weekend when 
banks are closed and the actual delivery of currency cannot take place. 


 For Example:


 Client ABC bought 100,000 of USD/JPY at the rate of 115.20. In essence, he has 
purchased USD 100,000 and sold the equivalent of JPY 11,520,000 (USD 100,000 x 
115.20). The value date is on Wednesday.


 If he does not liquidate the position by 22:00GMT, his position will be rolled-over 


file:///F|/tradingforexinindia.htm (15 of 19) [12/21/2009 8:41:04 PM]







Trading in Forex in India


automatically.


 Upon referring to his daily statement on Tuesday, he will notice a Roll-Over (Swap) 
entry, crediting him a nominal amount of interest.


 Assuming that the US Fed Fund overnight benchmark rate is 3.75% and the Bank 
of Japan overnight benchmark rate is 0.03%, the indicative amount of swap 
receivable is as follows:


USD Overnight Benchmark Interest : 3.75%


JPY Overnight Benchmark Interest : 0.03%


Notional Amount : USD 100,000


Interest Differential (buy USD / sell JPY) : 3.72% USD credit


Notional Amount Of Overnight Interest Credited : USD 10.33* 


 *(3.72% x USD100,000)/360 days = USD10.33


Placing Orders on the Trading Platform  
 
Imagine a situation, wherein you have an open long position in EURUSD at 
1.2735/38 and you are stuck in a meeting. There is a possibility that over the 
course of your meeting, the currency-pair would move UP to 1.2765/68 and by the 
time you are through with your meeting and come back to trade, it has again gone 
DOWN to 1.2729/31. Bad!! Isn’t it? Wouldn’t it have been great that somehow you 
could have closed your position near 1.2765/68 and booked your profit? This is just 
one of the facilities that “Order Function” on your trading platform can provide you.


 Order functions provide clients with the ability to “Auto-execute” trades at “Pre-
specified” price levels. Orders may be put to use for executing a trade, limiting 
down-side, booking profit when a particular price is reached, and so on. With the 
underlying technology getting more efficient day-by-day, trading platforms around 
the globe are providing their clients with a slew of “Order-choices”. Let us sample 
some of them that are more relevant to retail clients.
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·          Market Orders
A market order is an order to buy or sell at the current market price. 
Customers using Reliance Forex trading platform click on the buy or sell 
button after having specified their deal size. The execution of the order is 
instantaneous; this means that the price seen at the exact time of the click 
will be given to the customer. Placing a market order by phone is quite similar 
but usually takes a few seconds more time.
           Entry Orders
Entry Orders constitute of pre-specified Price and Duration- essentially used to 
initiate a fresh position when the currency-pair reaches at a certain level.
Traders usually use entry orders when Technical analysis suggests strong 
Support or Resistance at certain price-levels. For example, a trader might 
want to go long in a falling EURUSD market when the rates have touched the 
bottom/near the bottom. In this case, the trader may place an Entry Order to 
Buy close to the suggested Support Level. 
·          Limit Orders/ Take Profit Orders
A limit order is an order placed to buy or sell at a certain price. The order 
essentially contains two variables, price and duration. The trader specifies the 
price at which he wishes to buy/sell a certain currency pair and also specifies 
the duration over which the order should remain active. The specified duration 
may be either Good till Cancelled (GTC) or valid up to a particular pre-
specified time of the next trading day. When Limit Orders are used to book 
profit on an existing position, they are called “Take Profit Orders”.
 
GTC (Good till cancelled): A GTC order remains active in the market until the 
trader decides to cancel it. The dealer will not cancel the order at any time 
therefore it is the customer's responsibility to remember that he possesses the 
order.
 
GFD (Good for the day): A GFD order remains active in the market until the 
end of the trading day. Since foreign exchange is an ongoing market the end 
of day must be a set hour.
For example, Investor A put an order to buy 100,000 EUR/USD at 1.2400. 
Investor A's order will be filled (Done) when EUR/USD is quoted at 
1.2397/1.2400 
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·          Stop orders/ Stop Loss orders(S/L orders)
A stop order is also an order placed to buy or sell at a certain price. The order 
contains the same three variables, price, amount and duration. The main 
difference between a limit order and a stop order is that stop orders are 
usually used to limit loss potential on a transaction whilst limit orders are used 
to enter the market, add to a pre-existing position and profit taking. A Stop 
Loss Order can be either GTC or GFD.
For example, Investor A is long (buy) 100,000 GBP/USD at 1.8700. Investor A 
is afraid that GBP/USD will fall. Therefore, he put a "Sell Stop" at 1.8500. This 
means that when the price of GBP/USD falls to 1.8500, a trade will be 
executed at the best available price and close out the open position of 
Investor A. If the market is falling rapidly, an S/L order may be executed a 
few pips away from the level at which the order has been placed. To illustrate, 
an S/L order placed at 1.8500 may get executed at 1.8495.
·          OCO
An OCO (order cancels other) order is a mixture of both limit and stop orders. 
Two orders with identical amount and duration but different target prices (one 
take profit and/or one stop loss) are placed above and below the current 
traded price. When one of the orders is executed the other order is 
automatically cancelled. OCOs are usually placed when the trader expects that 
the currency movement may take either direction- up or down, and he wishes 
to book profit at a certain level, while covering his possible downside.


 Putting a Market Order through Phone


1.      A customer specifies the currency pair and the deal size to the dealer.


2.      The dealer gives a two-way price (BID and ASK price).


3.      The customer hits the dealer on EITHER the BID OR the OFFER. (he may 
ask for a re-quote).


4.      The dealer confirms the trade. Under normal market conditions, dealers 
usually respond to market orders in about 5 to 10 seconds at most. Assuming 
the customer deals immediately on the offered prices a phone deal can be 
made in 10 to 15 seconds on average. 
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You should be aware that it is a correct market practice for institutions to quote 
two-way prices to a customer who wishes to trade. A firm that does not do so is 
almost certainly taking advantage of their customers' ignorance as far trading 
procedures are concerned.


__________________________The End_________________________
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D i s c l a i m e r  


All reasonable steps and due diligence have been taken in preparing this document. However, it 


may contain ideas that are not appropriate to you or your style of trading, so do your own research 


and draw your own conclusions. By itself, this document will not enhance your trading 


performance, nor will it prevent you from incurring losses. Any losses that are incurred are the 


sole responsibility of each trader. Under no circumstances will I, trade2win or the contributors to  


the thread entitled ‘A Trading Plan – You MUST Have One!’ accept any liability for loss. 
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I n t r o d u c t i o n  
Towards the end of 2004, a thread entitled ‘A Trading Plan – You MUST Have 


One!’ on the ‘Trading for a Living’ forum was started on www.trade2win.com (T2W).  


The purpose of the thread was to produce a template by which all traders - regardless of 


experience, instruments traded, timeframes and brokers etc. - could create a professional 


trading plan. This document is the result of that thread. It comprises two main sections with 


a third section that in time will, hopefully, contain examples of real plans created using the 


template. 


T R A D I N G  P L A N  O V E R V I E W  


The Trading Plan Overview addresses fundamental questions regarding the subject,  


starting with a simple definition. It then moves on to discuss why traders need a plan at all 


and, once they have created one, what it will do for them. Those traders who are already 


convinced of the merits of having a plan, please feel free to skip this section! 


T R A D I N G  P L A N  T E M P L A T E  


This section is the nuts and bolts of the whole document. It comprises ten key units, 


with a series of questions in each one: about 50 in total. This is rounded off with a final unit: 


‘Golden Trading Rules’. The hope is that any trader can use the template to create their very 


own bespoke trading plan. Make no mistake, it will take time and effort to complete. But, 


having done so, you will at the very least, gain a greater insight into the kind of trader you are 


now and enable you to focus on the kind of trader you want to become. Explanatory notes 


and an outline for a possible answer accompany all the questions. For ease of navigation, 


there is a reference number at the start of each paragraph. If you get stuck at any point, help is 


at hand from fellow T2W members. Just post your query with the relevant reference number 


on the thread: http://www.trade2win.com/boards/showthread.php?t=12585   


Naturally, you can add elements to your own plan that you think are missing on the 


template and, conversely, delete elements from the template that you feel are not applicable 


to your plan. In order that other traders may benefit from your amendments, please post your 


ideas on the thread above. 


T R A D I N G  P L A N  E X A M P L E S  


Currently, this section contains no trading plan examples. In an ideal world, it would 


house at least three complete trading plans: one for index futures traders, one for forex traders 


and one for stocks traders. The icing on the cake would be if they also covered the three main 


timeframes: day trader, swing trader and position trader. 
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T R A D I N G  P L A N  O V E R V I E W  
1 .  W h a t  i s  a  T r a d i n g  P l a n ?  


1.1 A trading plan is a complete set of rules that covers every aspect of your trading 


life. Many experts refer to the need to have an ‘edge’ which will tip the balance of 


probabilities of success in your favour. In itself, a plan is not an edge but, over time, the 


trader with a plan will fair a lot better than the trader without one. Many amateur traders do 


not have any sort of plan to trade by, and enter the markets with scant regard to their risk and 


profit objectives. Suffice to say, comprehensive risk and money management strategies lie at 


the heart of all good trading plans. 
1.2 Traders with a plan have the ability to monitor their performance. They can 


evaluate their progress continually, day-by-day, in a way that is objective and comprehensive. 


This enables them to trade without emotion and with minimal stress. The trader without a 


plan is not able to do this and their trading tends to rely upon gut feeling, hunches and tips 


etc. Trading for them is a nail biting, emotional roller coaster ride of stress that, inevitably, 


results in financial loss. 
1.3  Obviously, a plan does not guarantee success; that would be too simple. 


However, a good plan that is adhered to strictly will help to minimise losses and enable you 


to stay in the game a lot longer than traders who do not have a plan. In his book ‘trading 


online’, Alpesh B. Patel writes, “While a plan cannot predict the future, it can lay down how 


you react to the possible outcomes. This is why a plan is essential. It is a list of strategic 


responses to events beyond your control. You control the only thing you can control – 


yourself”. 
1 .4  Some confusion exists over the difference between a trading plan (or system) and 


a trading strategy. As stated above, the former is a complete set of rules that governs every 


aspect of your trading life. It goes into great detail and may, for example, stipulate the 


amount of time devoted to reading threads on T2W! The term ‘trading strategy’ tends to be 


used to describe trade entry and exit criteria. However, these are merely elements of an 


overall trading plan and possibly not even the most important ones. It is perfectly feasible, 


desirable even, to include two or more trading strategies (i.e. entry and exit criteria) within 


an overall trading plan. 


 


2 .  W h o  N e e d s  a  T r a d i n g  P l a n ?  
2.1 Who needs a trading plan? Well, unless you have been a consistently profitable 


trader over a sufficient length of time to encompass a number of different market conditions, 
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then YOU need a trading plan! If you have achieved this, then this document may not tell you 


anything you do not already know. However it may still prove useful as a “refresher” course 


or indeed open your eyes to new aspects of trading that can improve your profitability. 
2 .2  Some people have described a trading plan as a roadmap. It is quite literally the 


route that will take you from where you are now to where you want to be which, for most 


traders, is consistent profitability. In this analogy, consistent profitability is the destination. 


To embark on a car journey from John O’Groats to Land’s End without a good roadmap 


would, probably, be unwise and the possible consequences of doing so are obvious. 


Similarly, to embark on trading without a clear idea of where you are going, and how you are 


going to get there, will almost certainly result in increased stress, sleepless nights and 


financial loss - or all three. The question you must ask yourself is this: if you would not 


dream of driving from the north of Scotland to the most southerly tip of England without a 


detailed roadmap, why on earth have you not got a detailed and clearly laid out trading plan? 


 


3 .  W h a t  W i l l  a  T r a d i n g  P l a n  D o ?  
3.1  A trading plan will make the act of trading simpler than it would be if you traded 


without one. It will limit your opportunity to make bad trades and it will prevent many 


psychological issues from taking root. It will help you to achieve these things because 


wherever you are on your trading journey, it will not only act as a roadmap, but also locate 


your position as well. Most importantly, if your trading is going badly, you will know it is 


down to one of only two possibilities: either something in the plan is not working or you are 


not adhering to the plan. If the plan is a good one and it is back tested and paper traded, (or 


forward tested with a very small amount of money) then the fault is likely to be found in the 


latter of the two options. But, what if you are losing money whilst trading without a plan? It 


is virtually impossible to distinguish what you are doing right from what you are doing 


wrong. You have no way to evaluate your results, therefore the likelihood of being able to 


diagnose the fault and correct it is small and could take forever. A trading plan is your 


personal GPS device to locate your position and, if you have made a wrong turn, it provides 


the means to identify where you went wrong and how to get back on track. You are able to 


evaluate continually your results and, more importantly - your discipline - in a manner that is 


objective and comprehensive. This is extremely difficult to do if you do not have a plan. 


3.2  A trading plan should take away much of the decision making in the heat of the 


moment. Emotional issues will become very powerful when real money is on the line and, as 


likely as not, force you into making irrational decisions. With the correct trading plan, your 


‘ P L A N  T H E  T R A D E  -  T R A D E  T H E  P L A N ’  P A G E  5  O F  2 9  







T R A D I N G  P L A N  T E M P L A T E  © T I M  W I L C O X  2 0 0 5  


every action should be spelled out, so that in the heat of the moment you do not have to make 


any decisions, you just follow what the trading plan stipulates. 
3 .3  Okay, I hope you are now totally sold on the merits of having a detailed  


and clearly laid out trading plan. Here is a summary of what the key benefits are: 


• Relaxed, stress free trading that is simpler with a plan than it is without one 


• Ability to monitor your progress, diagnose faults and amend the plan accordingly 


• A plan helps to prevent many psychological issues from taking root 


• A plan that is adhered to strictly will reduce the number of bad trades 


• A plan will help prevent irrational decisions in the heat of the moment 


• A plan enables you to control the only thing you can control - yourself  


• Professional traders are highly disciplined. A plan will instil a large measure of 


discipline into your trading. Gamblers tend to lack both discipline and a plan 


• A plan will enable you to trade outside your comfort zone. How many times have 


you let a loss run and cut a profit short because it was the comfortable thing to do? 


A plan, executed with discipline, will help to prevent this from happening 


• A plan is your roadmap which will enable you to get from wherever you are now to 


wherever you want to be – i.e. consistent profitability 


• The template (and, by implication, your plan) – is designed in such a way that if 


you do take a ‘wrong turn’ on your roadmap, you will know about it very quickly 


and have the opportunity to correct the problem before losses spiral out of control 


 


4 .  B e f o r e  Y o u  S t a r t  .  .  .  


 4.1  Before you start to create your own trading plan using the template, here are a 


few pointers to help ensure that you build the best plan possible. The template is broken 


down into eleven units. The objective of the exercise is to end up with a plan that is tailor 


made to suit your personality, ability and resources. Do not be tempted to skip any sections 


and be sure to work through them in the order that they appear. The order is specific for 


reasons that should become clear in due course. Think of the eleven units as links in a chain 


or as individual players in a football team; each one is as important as the other. For those of 


you who enjoy analogies such as these and wonder which unit best equates to the ‘goalie’, the 


answer is unit ten, ‘Risk & Money Management’. 


 4.2  Quite a few of the units may seem beguilingly simple. Although the template is 


designed to be as simple as possible, be sure to give careful consideration to all your answers. 


For example, the first unit poses the question, why do you want to be a trader? “To make 
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money”, is a generic answer that is applicable to all traders. It is not personal to you and, 


therefore, it is not helpful to your plan. ‘Trading is a business, just like any other’, is a cliché 


that is often quoted and one that is all too easy to forget. You might enjoy a cappuccino from 


time to time, but chances are that you would not dream of taking up a Starbucks franchise - 


so why become a trader? 


4.3  In answer to the question in 4.2 above, it may be that you have seen pit traders in 


garish jackets on television and thought to yourself ‘I would just love to be that fired up and 


passionate about what I do’. If so, you may have a need for excitement. Ordinarily, such a 


desire is an admirable one but, in the markets, it could easily lead to catastrophe if allowed to 


go unchecked. Perhaps you have heard stories about traders making tens of thousands in a 


single day? Without doubt, some do; but they are only a small fraction of the mere 5% of 


traders who, so it is alleged, make any money at all in the markets. Crushing disappointment 


is often the reward for unbridled greed. Pie in the sky fantasies about trading via a laptop 


while aboard a luxury yacht, sipping champagne in the Bahamas, are great fun, but they are 


hardly grounded in reality. Such fantasies may help to motivate you to study the markets, but 


the emotions that accompany them may not help you when it comes to trading the markets. 


Just as the trader with a lust for excitement is doomed to fail, the fate of a trader motivated by 


greed is almost certain to lead to disaster. 


4.4  Having these thoughts and emotions is not the problem; it is how you control 


them while you are trading that is the problem. Think very carefully about these questions 


and be brutally honest with yourself. Do not pretend to be someone you are not because you 


are embarrassed to commit pen to paper and admit that you are a thrill seeker chasing the 


Holy Grail of easy money. That is okay, after all, a good percentage of the 32,000+ members 


of T2W started out that way! In answering the question about why you want to be a trader, 


you will uncover the real motivations, fears and desires that fuel your ambition. Some of 


these will be helpful whilst trading, others not. How you allow them to impact your trading is 


what this document is, to a large extent, all about. To ensure that the impact is a profitable 


one, you must start by examining your real reasons for trading and, hopefully, learn more 


about yourself in the process. 


4.5  Each unit comprises a series of questions ( in  bold Ar ial  Narrow type,  l ike 
this)  followed by a few sentences (in Times New Roman body type, like this) to explain 


what the question is driving at. Then there is a basis for an answer (in small Arial italic type, like 


this) to provide further clarification. The latter is intended as a guide only and is not meant to 


constrain your thoughts and ideas in any way.  
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4.6  All your answers to the questions must be clear and succinct. There is no room 


for ambiguity in your plan; so avoid vague, fuzzy statements. Also, where possible, always 


define and qualify your statements. This usually means posing the questions - what, when, 


where, why or how. For example, suppose you swing trade the Dow Jones 30 Index. Why the 


DOW and not the FTSE 100? Because you want to trade in the evenings, after work? Okay, 


fair play. How will you ensure your success? Aha, you will start by writing a trading plan? 


Excellent! When will you write it? You get the general idea. Now, let us begin . . . 
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T R A D I N G  P L A N  T E M P L A T E  
5 .  K n o w  Y o u r s e l f ,  K n o w  Y o u r  P u r p o s e  


5.1  Almost any professional trader will tell you that the key to success in the markets 


lies in understanding your own psyche. (Understanding the psyche of fellow traders, 


collectively referred to as ‘sentiment’, is also an invaluable tool). Many inexperienced traders 


are unprepared for the violent assault on their thoughts and emotions at the start of their 


careers. They soon find their heads spinning with euphoria when winning (greed) and the pits 


of their stomachs knotted with anxiety when losing (fear). Contrast this with many 


professional traders who, it is said, achieve a sort of trading nirvana, whereby their thoughts 


and emotions blend into a sea of calm regardless of whether they are winning or losing. Their 


heads do not spin and their stomachs do not churn – ever. For you to achieve this exalted 


state, you will need to know yourself and how you will react to both winning and losing 


positions. Once armed with this information, your trading plan can incorporate some of the 


positive aspects of your psychological make-up and filter out some of its negative aspects. 


5.2  Coupled with understanding your own psyche it is important to know why it is 


that you want to be a trader. What is your purpose - what does success as a trader mean to 


you? Decide what it is that you want to achieve and then ask why and how trading is going to 


provide it. How sad it would be if, after a year or more and hundreds if not thousands of 


pounds later, you realised that trading was not for you after all and that the ladder to success 


was leaning 


up against the wrong wall. Okay, here goes – your very own trading plan starts now. 


5.3  Why do You Want to  be a Trader? 
Question your true motivations. Examine whether your talents would be better suited 


to another business like the Starbucks franchise mentioned earlier. Are you certain that 


trading is the right business for you? If you believe that the markets exist for the sole purpose 


of showering you in vast quantities of easy money – then think again! Beware: it is NOT the 


easy option! 
I want to be a trader because . . . (I am excited by the challenge to be successful in a discipline 


that is notoriously difficult and where, allegedly, 90% of participants fail). My primary objective in 


wanting to be a trader is to . . . (generate sufficient annual income of £______ in order to support my 


family). My secondary objective is to . . . (spend more time with my family and enjoy the freedom of 


being able to trade from anywhere in the world).  These objectives are important to me because . . . 


(they provide purpose and direction to my life and enable me to lead a more balanced one). I believe  


I can achieve my objectives because . . . (my name is Larry Williams - say no more!) 
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5 .4  What Sort  of  Trader are You? 
Are you a discretionary trader or a mechanical one? Do you propose to trade in the 


long-term (i.e. months), medium-term (i.e. weeks) or short-term (i.e. days or, even, intra-


day)? The choice of position trader, swing trader or day trader will, to a large extent, be 


determined by the amount of time you are able to devote to your business. Generally 


speaking, day traders remain glued to their monitors throughout the duration of every trade, 


whilst position traders may devote as little as one hour a week to the markets. Define your 


trading style and examine your beliefs about the markets.  
I am a discretionary trader and my style is very . . . (aggressive - which makes me suited to 


scalping intraday or, alternatively, conservative – which makes me suited to swing trading end of day 


(E.O.D.)). I understand that I cannot predict the future and I accept that I cannot control the markets. 


However I can control myself, which I will do by . . . (adhering strictly to my trading plan that is detailed, 


specific, tested and profitable). 


5.5  What are Your Strengths and Weaknesses? 
List each of your trading strengths and weaknesses and then specify how you will 


maximise the benefit of the former and minimize the damage caused by the latter. This is 


often easier to do for other people than it is to do for yourself. Your background may provide 


some clues. Suppose you are an ex-fighter pilot who is used to working in a highly 


disciplined environment and adhering to a set of very strict procedures. (Potential strength). 


However, the flip side of the coin is that you may also have a need for fun, or an addiction to 


adrenalin pumping, nail biting excitement or, even, a subconscious desire to experience fear. 


(Potential weakness). If you are struggling to answer this question, try paper trading for a 


while and examine each trade, noting what you did right and what you did wrong. Do this 


until a pattern starts to emerge which should reveal your strengths and weaknesses to you. 
My primary strength is . . . (allowing my profits to run and closing trades in accordance with my 


exit strategy. This contributes to ‘my edge’ and helps me towards my goal of being consistently 


profitable in the markets). My secondary strength is . . .    


My primary weakness is . . . (wanting to recoup a loss quickly which, almost inevitably, results 


in increased losses). The following aspect of my trading plan will help to control this weakness and 


prevent losses from spiralling out of control . . . (I have a pre-defined daily stop. If it is hit, I stop trading 


for the day). My secondary weakness is . . . 


5.6  Are You in the Right  Frame of  Mind to Trade? 
Your mindset is the key obstacle that lies between you and success in the markets. 


Have you slept well; are you fit, healthy and mentally alert? Are you calm and relaxed or are 


you tired and distracted by other events in your life? 
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I will only trade on days when  . . . (I am rested, relaxed and not distracted by work or family 


etc. I will be guided by my trading plan and I will adhere to it rigidly. It will help to prevent me from 


making trades that are poorly conceived and executed; i.e. trades that are based on gut feeing and 


motivated by fear and/or greed). 


 I will not trade on days when  . . . (I am feeling off colour, hung over, particularly tired or when 


I am mentally distracted by other events in my life). 


5.7  What are Your Income Targets? 
There are numerous reasons for becoming a trader; making money is the one reason 


that unites us all. It is important to know your financial targets and to break them down into 


daily/weekly bite size chunks. The old adage ‘by the inch it’s a cinch - by the yard it’s hard’, 


certainly applies to traders. Needless to say, if your strategies only generate 5% a month, it is 


counter productive to have a target of 1% per day. Your targets are not idle fantasies, they 


must be based upon your back and forward testing results. (This is expanded upon in sections 


10.7 and 10.8, in which we examine the ‘Success’ ratio and the ‘Sharpe’ ratio). 
  My financial targets are . . . (to achieve a return of X% per year, which equates to an annual 


income of £______ without the drawdown on my account exceeding a maximum of Y%. This equates to 


an average monthly income of £_____, an average weekly income of £____ and an average daily 


income of £___. Therefore, I have a daily target of Z% of my total equity). 


 


6 .  T r a d i n g  G o a l s  


6.1  Setting goals is an essential part of your trading plan as they provide you with a 


beacon to work towards, the ability to track your progress and the motivation required to get 


the job done. Try to define your goals in terms of your development as a trader, as opposed to 


purely financial goals. If you focus on becoming a proficient trader, the financial rewards are 


sure to follow just as night follows day. Then decide how you will achieve these goals and 


how you will reward yourself once you do. The rewards should reflect the scale of the 


achievement as well as being specific and meaningful to you. For example, the reward of a 


night out should name both the venue and the people you intend to take with you. 


6.2  What are Your Annual  Trading Goals? 
This is the big picture. Think in terms of the skills and knowledge that you want to 


acquire between now and this time next year. 
My annual trading goal is to . . . (develop my trading ‘edge’ in order to tip the balance of 


probabilities in my favour. At the moment, this comprises three separate elements, namely: 1. I receive 


coaching from  _____ ________, who is one of the best practitioners of the strategies that I employ.  


2.  I model the best trading practices, including having a written, clearly laid out trading plan. 3. My 


strategies are well developed, tested and monitored comprehensively to ensure that they remain 


tradable, market sensitive and profitable). I expect to achieve these goals because . . . (in addition to 


the coaching, I read xyz magazine and study the words of wisdom from the more experienced members 
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of T2W). When I achieve my goal, my reward will be . . . (a two week family holiday in sun drenched 


Andalucia, staying in a ‘Cortijo’ with an infinity swimming pool which magically spills over into the 


Straights of Gibraltar, set against the stunning backdrop of the Atlas mountains of Morocco).  


6.3  What are Your Monthly Trading Goals? 
Now define your monthly trading goals. Again, avoid financial targets as much as 


possible. How will you achieve these goals and how will you reward yourself when you do?  
My monthly trading goal is to . . . (achieve consistent profitability every month, with a Success 


ratio of 2:1 or more and a Sharpe ratio of 1.5:1 – or more). I expect to achieve these goals because . . . 


(I review my performance on a daily / weekly / monthly basis and quickly spot any problems, should 


they occur). When I achieve this, my rewards will be . . . (a celebratory meal out with my partner / family 


at the ‘New Angel’ restaurant, Dartmouth). 


6.4  What are Your Weekly Trading Goals? 
Time to get out the magnifying glass and zoom in on the details. Now define your 


weekly trading goals. How will you achieve them and how will you reward yourself when 


you do? 
My weekly trading goal is to . . . (trade every day of the week in accordance with my trading 


plan. This will entail taking my stops instantly; sticking to my risk and money management strategies; 


following my exit criteria and devoting most of my time to searching for new trades and choosing only 


the very best setups). When I achieve this goal I will pat myself on the back by . . . (buying the digitally 


remastered recording of Miles Davies’ landmark album ‘Kind of Blue’). 


6.5  What are Your Dai ly  Trading Goals? 
Finally, put away the magnifying glass and get out the microscope. On a day-to-day 


basis, what are you trying to achieve? How will you measure your progress and how will 


your hard work be rewarded?  
My daily trading goal is to . . . (trade according to my plan. Today I will stick to my plan 


because it is detailed, specific, tested and profitable. I am confident that I have the self discipline to 


adhere to it which, in turn, will ensure that my weekly, monthly and annual goals are met). Assuming 


that I stick to my plan, I will pat myself on the back by . . . (having a little ‘night cap’ at bedtime. Nothing 


blended - single malt, obviously!) 


 


7 .  M a r k e t s ,  I n s t r u m e n t s  &  T i m e f r a m e s  


7.1  Which Markets wi l l  You Trade? 
Decide upon the market you wish to trade; the instrument(s) that are available within 


that market and the reasons for your choice. As a general rule of thumb, professional traders 


tend to restrict their focus to a limited number of markets and instruments. By contrast, 


novice traders tend to trade index futures one day, currency pairs the next and exotic 


sounding commodities like pork bellies the day after that, etc! 


‘ P L A N  T H E  T R A D E  -  T R A D E  T H E  P L A N ’  P A G E  1 2  O F  2 9  







T R A D I N G  P L A N  T E M P L A T E  © T I M  W I L C O X  2 0 0 5  


The instruments that I will trade are . . . (U.S. stocks in the evening after work because good 


opportunities exist in the 7-9pm session. They also provide excellent liquidity, volatility, tight spreads, 


fast fills, low commissions and no stamp duty). 


 7.2  Which Instruments wi l l  You Trade? 
Will you confine yourself to a basket of stocks or will you trade anything and 


everything on the XYZ exchange? If you trade futures, how many different markets will you 


trade, and why? If you are a forex trader, how many currency pairs will you trade, and why? 
The quantity of stocks / futures contracts / currency pairs that I will trade will . . . (not exceed X 


and be determined according to their liquidity, i.e. a minimum daily volume of 2 million shares, and 


according to their volatility, i.e. an average minimum daily range of $1.50). 


7 .3  Which Timeframes wi l l  You Trade? 
Hopefully, you have decided what sort of trader you are or want to become, i.e. an 


intraday, swing or position trader. Now you need to focus in on your timeframes within the 


category of your choice. Be very clear in your own mind about the number of timeframes you 


use and why you use them. For example, a day trader may use a 1 minute timeframe to enter 


a trade, a 5 minute timeframe to exit a trade and a 15 minute timeframe to help determine the 


trend throughout the duration of the trade. 
As a swing trader, I will use . . . (daily charts to determine the trend; 10 minute charts to enter 


and exit positions and 60 minute charts to monitor my open positions). 


 


8 .  T o o l s  o f  t h e  T r a d e  


8.1  Which Financial  Vehicle wi l l  You Use to Trade? 
Whichever vehicle you use to trade; Shares, Spread Betting, Contracts for Difference 


(C.F.Ds.) etc. understand fully the pros and cons associated with your choice. This applies to 


Spread Betting especially. Without question, it is a very popular financial product that is ideal 


for novice traders, but it does have its drawbacks. For example, it is almost impossible to day 


trade profitably using this trading vehicle. 
My choice of financial vehicle is . . . (Spread Betting because I can open an account with just 


£100, trade just 1p per point and profits are currently tax free. However, I understand the limitations 


of this product and that it is best suited to swing trading). 


8 .2  Which Broker  and Trading Plat form wi l l  You Use to Trade? 
Your broker and trading platform are critical to your performance, just as Roger 


Federer’s tennis racket or Jonny Wilkinson’s rugby boots are critical to theirs. Both players 


would perform well with any old kit, but choosing these primary tools with great care helps 


them to achieve consistent sporting excellence. As a starting point, the choice of broker is 


likely to be determined by the following six things: 
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1. The instruments that you wish to trade. If, for example, you wish to trade U.S. stocks, 


which broker offers the largest universe of shares and how do their spreads / 


commissions compare with their competitors? 


2. The vehicle (or financial product) you use to trade the instruments of your choice. 


Spread betting, C.F.Ds., options, futures, forex or direct access? 


3. The size of your account. If you have only limited capital with which to fund your 


trading, you are not going to be able to open a Patten Day trader (P.D.T.) account 


with a direct access broker. Furthermore, the choice of brokers offering C.F.Ds is 


likely to be limited. Spread Betting may be your only viable option and is where 


many new traders start. 


4. The platform you use to trade. This is usually the one supplied by the broker. It must 


offer the features that you require and you must be comfortable using it. 


5. The level of support and customer service offered by the broker. Check out the 


reviews on T2W to see how the broker you propose to use fairs. 


6. Your level of experience. Many professionals advise the novice trader against 


opening an account with a futures broker and, say, starting to trade the e-mini S&P. 


Choose instrument(s) and a broker that you can cut your teeth on and minimise the 


risk of losing your shirt! 
My choice of broker is . . .(Fleece’Em.com because they offer the universe of stocks that I 


require with competitive spreads; they have won numerous industry awards for their lightning fast 


trading platform and their customer service is second to none). 


8.3  Which Software & Data Feeds wi l l  You Use to Trade? 
If your trading decisions are based upon technical analysis (T.A.), make sure your 


data provider and charting platform has the features you want but is not charging you for 


fancy gizmos that you do not need and will not use. 
My choice of data feed is . . . (SlowQuote.com because they provide data for the instruments I 


want to trade, whilst providing the option to upgrade, giving me access to other exchanges with real 


time data in the event that my trading style and strategies change). 


 


9 .  B e f o r e  t h e  M a r k e t  O p e n s  .  .  .  


9.1  To begin trading without doing your homework beforehand is a bit like 


embarking on that car journey from John O’Groats to Land’s End mentioned earlier without 


checking the oil and fuel levels before setting off. It is essential to undergo a daily pre-market 


routine to ensure that you are prepared fully for the trading day ahead. 


9 .2  What is  Your Dai ly  Pre-market  Rout ine? 
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As the question implies, these are the things you do every day to ensure that when the 


time comes to ‘pull the trigger’, the probable outcome is in your favour. 
My daily pre-market routine comprises five key areas, namely . . . (1. To analyse and log 


yesterday’s trades. 2. To review any open positions and update targets and stops. 3. To assess today’s 


market 


conditions and plan accordingly. 4. To plan the day ahead, hour by hour. 5. To make an initial selection 


of possible instruments to trade). 


9.3  Have You Analysed Yesterday’s Trades? 
Have you completed your analysis of yesterday’s trades, logged them and updated 


your journal? Did you adhere to your plan and, if not, what effect does this have on your 


trading activity today? In other words, your ability (or otherwise) to stick to your trading plan 


yesterday, should determine your trading activity today. 
Each day, I will ensure that yesterday’s trades are  . . . (analysed and logged and that my 


trading journal is up to date. Additionally, I will check to ensure that I adhered to all aspects of my 


trading plan).  


  In the event that I fail to adhere to my trading plan . . . (I will amend the new day’s trading 


activity in accordance with the discipline procedures detailed in section 14.3 of my plan).  


9.4  Have You Any Posit ions Open? 
If it is not clearly laid out in your plan to hold positions overnight, don’t! However, if 


you are a swing or position trader, you may well have some open positions. 
If I have positions open in the market . . . (I will update targets and stop losses and confirm that 


the reasons for entering the trade in the first place are still valid). 


9 .5  What are the General  Market  Condit ions? 
Are there any major news stories impacting the markets? What are the index futures 


doing? Are there any key economic reports due out and at what time etc.? 
Before trading, I will check  . . . (1. index futures to see if they are flat, trending up/down or 


mixed. This is a positive/negative sign because . . . 2. to see if any key economic reports are due to be 


released and at what time  – i.e. Michigan Sentiment. 3. to see if any key personnel are due to make 


announcements / speeches and at what time – i.e. company C.E.Os. or Alan Greenspan addressing 


Congress etc). 


I aim to trade the market reaction to these reports and speeches. Therefore, I will not trade for 


. . . (the first 15 minutes following the speech / announcement and observe the reaction to it by the 


market. This will help to ensure that I ‘trade what I see and not what I think’). 


9.6  What Wi l l  You Do Today – Hour by Hour? 
If you do not plan each day hour by hour, chances are that you will just drift. This 


could result in missed opportunities or, worse still, departing from your plan and taking 


‘boredom trades’. Providing structure to your day encourages discipline, maintains focus and 
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ensures that your work time is used to maximum effect. Be sure to factor in regular breaks 


from your computer with specific times for eating to discourage snacking! 
As a U.S. day trader, I have a daily diary which . . . (covers the market hour by hour. Before 


12.00 noon GMT is free time for relaxing, checking out threads on T2W etc. 12.00 noon – have lunch, 


1.00pm – undertake the tasks outlined in parts 9.2 to 9.5 of my plan. 2.00pm – prepare for the open; 


search for opening gap plays and load alerts. 2.30pm – trade the open. 2.45pm – search for potential  


3 o’clock reversal plays. So on and so forth throughout the rest of the day). 


9 .7  Which Instruments are on Your Watch List? 
Finally, you can start to look for today’s trading opportunities. Scan your universe of 


instruments and split the results according to the strategies that you employ. For example, if 


you are a day trader, you may have a ‘retracement’ strategy to trade the open, followed by a 


‘breakout’ strategy after the first half hour or so and, finally, a ‘reversal’ strategy for the 


evening session. 
I will scan my universe of instruments in order to . . . (select candidates for the strategies that I 


employ. Auditory and/or visual alerts will be set for entry and exit signals). I will update the charts for all 


the instruments on my watch list showing . . . (key resistance and support levels, yesterday’s open, 


high, low and close etc). 


 


1 0 .  R i s k  &  M o n e y  M a n a g e m e n t  


10.1  This is the crux of the whole document. Failure to apply sound risk and money 


management principles will, almost certainly, be financially ruinous. First of all, let us define 


the difference between risk and money management. Risk management focuses on the steps 


necessary to minimise losses by assessing market conditions, risk-reward, probability and the 


use of stop loss orders etc. Money management, on the other hand, focuses on the steps 


necessary to maximise profits by the use of trailing stops and adjusting position size etc. This 


is summed up perfectly in that giant of trading axioms: ‘cut your losses short (i.e. risk 


management) and let your profits run (i.e. money management). 


GENERAL RISK MANAGEMENT 
10.2  What is  Your Att i tude Towards Risk? 
This may seem an odd question, but it is a good starting point to ensure that your 


feelings about risk are compatible with your trading style. David S. Nassar, in his book ‘How 


to Get Started in Electronic Day Trading’ has this to offer on the subject: “Think of the stock 


market as a nuclear reactor – the more you are exposed to radiation the greater the chance of 


getting burned. Market risk is measured by the amount of time you are in the market. It could 


be seconds, minutes, hours, days or weeks. The longer you are in the market the greater the 


chance something will go wrong. Therefore, the trading style that keeps you in the longest 
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can also be the most risky”. Many traders will totally disagree with this and feel much 


happier and sleep better at night by holding medium to long-term positions. For them, trading 


momentum plays in volatile Nasdaq stocks intraday carries far too much risk. 
 My attitude can be summed up as being . . . (risk averse and always seeking to minimise risk 


wherever possible. I will achieve this via diversification and adhering strictly to the risk management 


regime contained in this section of my trading plan). 


10.3  What is  the Overal l  Market  Risk? 
Now decide the maximum amount of capital that you will put at risk at any one time. 


Be prepared for the worst. In the event of another market crash like ’87 or a terrorist attack 


like 9/11, having too much of your equity committed to the market could result in 


catastrophic loss. Many traders will not risk more than 1% on any one trade, with a maximum 


exposure on all open positions of 5% in total. In other words, if all the positions you have 


open at any one time were stopped out simultaneously, the drawdown on your account would 


not exceed 5%. Nasty, but not disastrous. 
My maximum exposure in the market will . . . (not exceed a combined total of 5% of my capital 


at any one time). 


10.4  What is  the Sector  Risk? 
Anyone who saw the fictional television drama ‘The Man Who Broke Britain’ 


(09/12/2004 on BBC2) will recall what happened to the city trader who was over extended in 


a bank that traded oil futures very heavily. She, and the bank, did well until terrorists blew up 


the world’s largest oil refinery. Oops! No fat cat bonus for the city trader and, ultimately, no 


job. One way to control sector risk is to limit the number of positions in any one sector. 
My maximum exposure in any one sector will . . . (not exceed a combined total of 3% of my 


capital at any one time). 


10.5  What is  the Broker and Hardware Risk? 
Suppose your broker goes down and you have no way of closing your positions. How 


will you handle this scenario? Similarly, what will you do if you need to take action when 


(not if!) your PC crashes? 
 My main broker is . . . (FleeceEm.com and my back up broker is Doolittle & Dally. In extreme 


circumstances when my main broker is down, I have the option of hedging my positions with my other 


broker).  


In the event that my PC crashes . . . (I have a back up PC with a dial up modem connection 


and all my data is backed up daily onto CD. Additionally, I always have my mobile on and fully charged 


while trading, with numbers of the key departments of both brokers stored in the memory). 
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10.6  What is  the Strategy Risk? 
The markets are constantly changing and a strategy that was profitable last month / 


year may not be profitable next month / year. There are ways of monitoring this that are 


discussed in unit 13 ‘After the Market Closes . . .’ However, as a long stop, prepare for the 


ultimate risk – the one that probably will happen sooner or later. Namely, your once brilliant 


and hugely profitable trading strategy no longer works! Control this by measuring the largest 


% drawdown on each strategy employed. Multiply this by a factor of 1.5 to 2, and if the 


drawdown ever exceeds this figure, STOP trading the strategy immediately! 
I will monitor the drawdown on all my trading strategies. In the event that this figure . . .  


(exceeds X%, I will stop trading that strategy immediately and review the whole approach). 


SPECIFIC RISK MANAGEMENT  
10.7 What  is  the Probabi l i ty of  a  Successful  Trade? 
When it comes to assessing the specific risk associated with a proposed trade, most 


traders focus only on the risk-reward ratio. Unfortunately, this is somewhat meaningless 


unless probability is factored into the equation. Here is the reason why: suppose one 


determines the risk-reward ratio to be 4:1 – a gain of 80 points while only risking 20. In 


isolation, this looks excellent. However, if the probability of a trade being successful is only – 


say 20%, i.e. the probability of a 20 point loss is 80%, suddenly the proposed trade does not 


look quite so attractive! 


To assess the probability of success of a trading strategy we must start by defining 


the trade setup. This needs to be extremely precise, unambiguous and crystal clear. This is 


vital in order to spot the setup in real time, trading with real money. Once the setup is 


defined, it can then be back and forward tested to see if the probability of its success 


outweighs the probability of its failure. To complicate matters, there are numerous variables 


that will, between them, influence the outcome. Try to isolate these variables at the back 


testing stage by studying historical charts to see what they have in common. For example, the 


setup may have a higher probability of success if it appears just above a round number (for a 


long position) than it does if it appears just beneath it. Try to keep it simple. Do not get 


bogged down in the details of the trade (i.e. entry trigger, stop loss placement and exit 


strategy etc.) when defining and then testing the setup. Eventually, if the definition of the 


setup is precise enough and the testing of it is rigorous enough, it should be possible to assess 


the number of profitable trades relative to the number of unprofitable ones. This is often 


referred to as the ‘Success’ ratio and can be expressed as a percentage by dividing the total 


number of profitable trades by the total number of trades made (winners and losers) and 


multiplying by 100. 
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 My setup(s) is . . . (clearly defined in section 12.3 of my plan and I am so familiar with it 


that I can spot it in real time instantly. Extensive back testing and forward testing by paper trading 


provides consistent data that indicates the setup has a probability (i.e. Success ratio) of X%). 


 
10.8 What is  the Risk-Reward Rat io? 
To determine the risk-reward ratio, we need to know the ‘Success’ ratio or 


probability ratio described in 10.7, above and the ‘Sharpe’ ratio. The latter is the average 


number of £££'s made on profitable trades, relative to the average number of £££'s lost on 


unprofitable trades. To express this as a percentage, divide the average £££'s gained on 


profitable trades by the combined figure of the average number of £££'s gained and lost and 


then multiply by 100. 


For the sake of argument, let us suppose that we have a Success ratio of 2:1 - i.e. a 


probability of success of 66%. Additionally, we also have a Sharpe ratio of say, 1.5:1 - so that 


if we risk £40.00 we stand to make £60.00 on the winning trades. The Success ratio tells us 


that we win 2 out of every 3 trades and the Sharpe ratio tells us that, of the 2 winners, we 


make 2 x +£60.00 = +£120.00. Our one losing trade of the three costs us -£40.00. On all three 


trades we risked £40.00 and ended up with a net gain of +£80.00. Therefore, if we divide the 


net gain by the amount we risked, we arrive at a risk-reward ratio of 2:1. However, a word of 


caution: all of this assumes that we only trade the setups defined in our plan and that they 


have been thoroughly back and forward tested to determine their probability of success. 
I have forward tested my strategy initially by paper trading it and subsequently by using very 


small sums of money in live trading. The results enable me to determine . . . (a ‘Success’ ratio of 2:1 or 


better and a ‘Sharpe’ ratio of 1.5:1 or better. Therefore, I have calculated my risk-reward ratio to be in 


the order of 2:1 or better). 


10.9  What is  Your Risk Per  Trade? 
Fact: being able to predict market direction 99% of the time is useless if you risk 


100% of your equity on every trade. You could make a fortune but, eventually, you WILL 


lose everything! Many traders will not risk more than 1% of their total equity on any one 


trade, unless their account size is very small - then this figure may rise to around 3%. 
For every trade I enter, I will not risk more than . . . (2% of my total equity. For each trade I will 


identify the ideal stop loss point and vary the number of contracts/shares to ensure that I do not risk 


more than 2%). 


10.10  Where Wil l  You Place Your Stop Loss Orders? 
Every trade you make MUST have a stop loss. Unless you are a seasoned 


professional trader, make sure it is an actual pending stop order in the market, NOT a mental 


stop! This will ensure that all losses are cut short. Also, if at all possible, make it market 
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controlled and not a fixed percentage (i.e. 2%) of your equity. E.g., if you trade pullbacks, 


and your strategy dictates that you place your stop loss just below the low of the pullback, 


then that is where it should go. Vary the number of contracts / shares to ensure that you 


remain within the risk per trade parameters defined in 10.9, above. Admittedly, this can be 


tricky to achieve on small accounts. 
 For every trade I enter, I will decide in advance where to place my stop loss in the event that 


the trade goes against me. Its placement will be governed by. . . (the type of trade; i.e. tight for a 


scalping strategy and wide for a swing trade strategy). 


10.11  When Wil l  You Stop Trading? 
Knowing when to stop trading is both good discipline and good risk management. 


Additionally, it helps to prevent chasing losses on losing days and helps to prevent greed 


from rearing its ugly head on winning days. Every single trading day should end in one of 


three ways, namely: 1. On a winning day, you have a very simple rule for stopping trading 


once you have reached your target. 2. On a losing day, you have a daily stop and cease 


trading as soon as it is hit. 3. Some days there are not any trading opportunities to be had, so 


you do not trade at all. 
1. Upon reaching my daily target I will stop trading . . . (after the first losing trade). 2. Before 


reaching my daily target I will stop trading . . . (after two losing trades). To ensure further that my losses 


are kept to a minimum, I will . . . (have a maximum daily stop of 3% of my equity). 3. I will not trade at all 


on days where . . . (I do not see the setups and entry triggers, exactly as specified in my plan).   


GENERAL MONEY MANAGEMENT 
10.12 Large Drawdowns and Profi ts  –  What  Wi l l  You do? 
Your trading capital must be money that you can afford to lose and be set aside from 


everyday expenses. If you lost the lot, it should make no difference to your standard of living. 


Clearly define in your plan the extent to which you will credit additional funds to your 


account in the event of large drawdowns and debit the account when it starts to burst at the 


seams with huge profits! 
In the event of a large drawdown, I will . . . (only credit additional funds to my account with 


‘spare’ money that I can afford to lose. I will not commence trading again until I have identified the 


cause of the drawdown and have re-tested the strategy to ensure that it meets my profit objectives). 


When my trading equity exceeds the amount I need to trade my strategies, I will . . . (withdraw 


 the surplus and give it all to that great bloke from T2W called ‘timsk’ who started that thread . . !) 


10.13 Which Money Management Approaches Wil l  You Ut i l ise? 
If you are starting with a small account, say £5,000 or less – what are your 


objectives? If, for example, you want to be a ‘pattern day trader’ (P.D.T.), your account will 


need to grow by at least 350% in order to achieve the $25,000 minimum necessary to open a 
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P.D.T. account. As the profits come in, will you risk more per trade, diversify into other 


trading strategies or adopt a completely different approach? 
As my trading account grows, I will . . . (increase my position size to a maximum of X contracts 


 / shares whilst remaining within the parameters of my risk management strategy). 


SPECIFIC MONEY MANAGEMENT 
10.14 Wil l  You Lock In  Prof i ts? 
Utilising a trailing stop to lock in profits once the trade is on the right side of break 


even has two clear advantages. 1) At worst, you may end up with a scratch trade – but no 


losses. 2) At best, it allows profits to run which enables you to take a sizeable chunk out of 


the expected move. 
I will utilise a trailing stop which I will position . . . (x points below the lower high in an 


uptrend or y points above a higher low in a downtrend). 


10.15 How Wil l  You Determine Your Posi t ion Size? 
The size of your position should never exceed the parameters specified in your risk 


management rules. That said, there are still many options available. Some strategies might 


have a high probability of success (e.g. trend continuation strategies) enabling you to adopt a 


more aggressive position size at entry. Other strategies might have a lower probability of 


success (e.g. reversal strategies) and your risk management criterion dictates a more 


conservative position size at entry. However, once the trade and the new trend are 


established, it may be advantageous to add to the position at specific continuation signals. 


Potentially, this allows for a large position size to accumulate, whilst all the time maintaining 


a very low exposure to risk. 
  I am a scalper so this approach does not apply to me!  


 I am a swing trader and I will build my position by . . . (adding x contracts / No. of shares at the 


next ABC continuation pattern. After that I will add . . . ) 


 


1 1 .  E x i t  S t r a t e g y  
11.1  Exit strategies are harder to get right than entry strategies. Unfortunately, they 


are much more important because, self evidently, they control the profit and loss. If you trade 


more than one strategy, you will need to answer these questions for each strategy employed 


as the signals that determine your exits may vary. Arguably, for discretionary traders, the best 


exit strategy is one that is dynamic and market controlled, as opposed to a rigid mechanical 


strategy imposed upon each trade, regardless of market conditions. The difference between 


the two can best be explained with an example. Suppose you have a mechanical strategy that 


is based upon a 3:1 risk reward ratio. So, if you risk £30.00, you will exit as soon as the trade 


shows a profit of £90.00 or a loss of -£30.00, whichever gets hit first. Very simple. If you 
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have a Success ratio of 26% or more, then in time, you will make money. Not a lot, but some. 


Chances are that a good percentage of the losing trades will show some gains before moving 


against you and triggering your stop. Additionally, a handful of the winning trades will go on 


to achieve much larger gains than the £90.00 you took when you closed the trade using the 


mechanical exit. A dynamic, market controlled exit enables you to take some money off the 


table offered by the eventual losers and let the big winners run to realise a greater proportion 


of the increased gains on offer. These additional profits could transform an overall trading 


strategy from one that barely breaks even into one that is very profitable indeed. 


11.2  Losing trades -  Wil l  You Exi t  Before Your Stop is  Hit? 
 Some strategies always exit the trade at the point that the stop loss is triggered and 


not before. The advantage of this approach is that it allows you some extra ‘wiggle’ room, 


which may result in a profitable trade. Conversely, the downside is that your losing trades are 


always at the maximum allowed by your strategy and, in the event of a bad fill, may even 


exceed the maximum. 
 If the trade goes against me, my exit strategy permits me to . . . (close the trade early if the 


conditions in 11.3 below are met). 


11.3 Losing trades – Which Signals  Wil l  See You Exi t  Ear ly?  
 If you opt to close the trade before your stop loss order is filled, what are the precise 


signals that will trigger your exit? 
 If the trade goes against me, I will exit before the stop loss order is filled . . . (if the price does 


not move X points in my favour by the close of the next price bar following entry). 


11.4 Winning Trades – Which Signals Wil l  See You Exi t  Completely? 
There will be times when it is advisable to get out – and fast! Be prepared for those 


occasions and know in advance what signals to watch out for. 
I will close my whole position immediately . . . (upon the price crossing the XYZ moving 


average).  


 11.5  Winning Trades – Which Signals Wil l  See You Close Hal f? 
A popular approach is to close half your position at the first target or at the first sign 


of weakness and let the other half run.  
I will close half my position . . . (upon a X% increase/decrease in volume compared with the 


previous price bar). 


 11.6  Winning Trades – Which Signals Wil l  See You Close the 
Remainder? 


Even if your exit strategies thus far are well planned and executed, the success of 


your entire strategy could still hinge on how you exit the second half of a profitable trade.   
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I will close out the second half of my position . . . (at the very end of the day, based on my 


research which indicates that on trending days, my instruments close within X% of the high of the day 


(H.O.D.)).  
 


 
1 2 .  T r a d e  S t r a t e g i e s ,  S e t u p s  &  E n t r i e s  


12.1  Strategies vary according to market conditions, the time of day and the 


timeframe in which they are traded. Arguably, virtually all strategies fall into one of three 


generic groups: breakouts, retracements and reversals. Within these groups are individual 


strategies, some of which have fancy names and are well known. For example, ‘The Sonic 


Boom Dive’ is a retracement strategy described by Van K. Tharp in his book, ‘Financial 


Freedom Through Electronic Day Trading’. The vast majority, however, remain 


locked in the minds of the traders who created them and form part of their ‘edge’. 


12.2  Which Strategies Wil l  You Trade? 
Many professional traders recommend having at least two different trading strategies, 


one for a trending market and one for a non-trending market. Additionally, they would 


recommend getting just one strategy up and running – i.e. one that is tested and profitable – 


before attempting to introduce another. Keep it simple! 
My primary trading strategy is designed for a non-trending market. It is a . . . (retracement 


strategy, trading stocks that gap up/down at the open. The premise is that the market tends to over 


react to news, be it good or bad, causing the price to become over extended. Subsequently, it then 


reverts to a more equitable level and the gap is often filled). 


My secondary trading strategy is designed for a trending market. It is a . . . (breakout strategy, 


which aims to jump on the bandwagon upon the continuation of a strong trend). 


12.3  What are Your Setups?    
A setup is the set of characteristics that enables you to identify a high probability 


trade prior to your entry trigger being hit. Try and keep the components of your setups very 


simple, in order that you may spot them quickly in real time and assess their potential in an 


instant. It is imperative that your setups are very clearly defined and thoroughly tested prior 


to live trading in order to determine their probability of success. This cannot be over 


emphasized, so much so in fact, that failure to define and test your setups will largely 


invalidate your trading plan and render useless all your work thus far. It is one of the 


characteristics that separate the professional trader from the ‘shoot from the hip’ gambler. 
The setup for my primary strategy comprises the following elements . . . (1. Opening gap is 1% 


- 3%. 2. The 50-day moving average must be clearly in the direction of the proposed trade. 3. The gap 


should be into resistance / support, but not breaching it. 4. Evidence of strong volume pre-market). 
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The setup for my secondary strategy comprises the following elements . . . (1. Price must be in 


a clear up / down trend according to my definition of a trend, which is . . . XYZ. 2. Price breaks 


through yesterday’s high / low of the day to make a new high / low. 3. Price pulls back to yesterday’s 


high / low but does not breach it). 


 
12.4  How Wil l  You Find Your Setups? 


 If your trading is confined to one or two instruments, this is easy! However, if you 


trade stocks listed on the Nasdaq or NYSE, for example, then you will probably need to scan 


everything listed on the exchange in order to find the setups that you require. 
 I will find the setups that I require by . . . (utilising the bespoke stock scanning software from 


ClerverClogs.com. The criteria for each scan is defined by the characteristics of the setups for each 


trading strategy).   
 12.5  Which Signals Wil l  Tr igger  Your Entry? 


Clear, precise and succinct statements characterise a good trading plan. In answering 


this question, it is vital that there is no room left for ambiguity. In other words, if 100 traders 


read your answers to this question, would they all try to enter your trades at the same time 


and at the same price? This is a tough goal to achieve, but aim for it nonetheless. 
 The entry trigger for my primary strategy is . . . (to go long upon breach of the open on a  


5 minute chart providing the open is the high of the day (H.O.D.). Reverse for a short trade). 


  The entry trigger for my secondary strategy is . . . (to go long when the stock resumes the 


direction of the trend and hits yesterday’s high on a 10 minute chart. Reverse for a short trade). 
 


1 3 .  A f t e r  t h e  M a r k e t  C l o s e s  .  .  .  


13.1  Once you have finished trading for the day, it is tempting to crack open a bottle 


either to celebrate or to drown your sorrows! Your trading plan may or may not allow for 


these activities. Either way, it must include examining both winning and losing trades. It is 


essential that you know what you did right and, more importantly, what you did wrong. 


13.2  Have You Recorded Today’s Trades? 
Recording all your trades is a must and is something all professional traders do 


routinely and comprehensively. Details to write down include: entries, exits, stops, targets, 


S&R levels, open / close, high / low of day, duration of trades and key lessons learnt. 
After the market closes, I will . . . (1. examine each trade and write down the following details . 


 . . XYZ. 2. Annotate a chart and back up same on C.D. for future reference). 


13.3  Did You Execute Your Trades According to Your Plan? 
It is tempting to gloss over this question. Don’t! If you are not routinely executing 


trades in accordance with the plan, then you either have a serious problem with self-discipline 
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or there is a problem with your plan. Either way, you have a BIG problem and one that needs 


to be addressed immediately. 
 In addition to recording all my trades, I check to . . . (confirm that all trades are executed in 


accordance with my plan. If they are not, I will assess if the reason is a fault with the plan itself or a 


discipline issue and take action accordingly). 


13.4  Have You Completed Your Trading Journal? 
Trading and emotions are like oil and water. Or at least they should be! Your trading 


plan is designed to ensure that you trade unemotionally. If you struggle with this, then 


consider a mechanical strategy. Your trading journal is the one place where you can vent your 


emotions and express your feelings. 
I regularly update my trading journal with . . . (my thoughts and feelings about each trade and 


my conclusions about the day as a whole). 


 


 1 4 .  D i s c i p l i n e !  


14.1  Having a comprehensive trading plan with detailed entry and exit criteria and 


excellent risk and money management procedures all count for nothing if you lack the 


necessary discipline to implement them. This section is about ensuring that you stick rigidly 


to the commitments that you have made to YOURSELF in the previous nine units. Adhering 


to your plan is relatively easy during periods of profit. However, the real test will be your 


ability to stick to it when your trading is not going so well. 


14.2  Back Test  or  Forward Test? 
Before you commence live trading, it is important to test your trading strategy. If you 


are a mechanical trader, this can be done mathematically with programmes like TradeStation 


and, even, MS Excel. If you are a discretionary trader, manually back-test it if at all possible 


and then ‘forward-test’ by paper trading your strategy. Whilst paper trading will not reflect 


how you will trade in real time, it will indicate whether or not your basic strategy is 


unprofitable or, hopefully, a potential goldmine.   
Before I commence ‘live’ trading with real money, I will . . . (back test and/or forward test my 


strategies to ensure that they are tradable and meet my profit objectives without exceeding my risk and 


money management parameters). 


14.3  What are Your Promises to Yoursel f? 
These are promises that are designed to enforce self-discipline. What sanctions will 


you impose upon yourself if you break one of your trading rules? Worse still, what about if 


you break two in a row? 
If I break one of the rules detailed in my trading plan I will . . . (stop trading for a full day and 


focus on the reasons why there was a breach of discipline). 
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If I break two of the rules detailed in my trading plan I will . . . (stop trading for two full days and 


focus on the reasons why there was a breach of discipline). 


If I break three of the rules detailed in my trading plan I will . . . (stop trading indefinitely until I 


address the reason for my poor discipline and, if necessary, amend the trading plan). 


 
14.4  What Quest ions do You Ask After  a  Winning Trade? 
After a winning trade, there are some questions that need to be answered before 


moving on to the next trade. Did you do everything right; was the trade well planned and 


executed? Although it was profitable, could you have extracted more profit whilst adhering to 


your exit strategy? Your next trade could be a dud: are you sufficiently calm and relaxed to 


continue trading or should you take a break? 
After a winning trade I will . . . (1. guard against over confidence and ensure that my attitude 


remains consistent. 2. check to see that I did everything as well as I could. 3. remind myself that 


executing the trade in accordance with my plan is more important than the outcome of the trade).  


14.5  What Quest ions do You Ask After  a  Losing Trade? 
Repeat the process above after a losing trade. It is acceptable, desirable even, to 


regard a losing trade as a successful trade – IF (and it is a big if) - you adhered to your plan. 


You know that you will have losing trades; all traders have them. There is no reason to lose 


confidence as long as you manage the losses and keep them small. Are you ready to continue 


trading in a calm and relaxed way or are you now subconsciously chasing the loss? 
After a losing trade I will . . . (1. examine the trade and learn what I can from it. 2. check to 


ensure that I executed all aspects of the trade in accordance with my plan. 3. evaluate my state of mind 


to ensure that I am calm, relaxed and ready to enter the market again with an unemotional and 


professional attitude). 


14.6  What Steps do You Take to Learn More About Trading? 
Practical experience is, of course, essential. However, it would be wise to 


complement this with learning and studying. The trick here is to plan a course of study to 


ensure that your valuable time is spent in a focused way and advances your knowledge as 


quickly as possible. Trading is such a huge subject that one way or another, it is inevitable 


that you will read, watch and listen to a mere fraction of the information available. It is vital 


to ensure your precious time is concentrated on the ‘right’ material. 
 I will ensure that of the X hours per week devoted to trading . . . (Y hours are spent studying 


the subject. Of this time, I will devote A hours to reading books, B hours on T2W and C hours on other 


media). 


 


1 5 .  G o l d e n  T r a d i n g  R u l e s   


15.1  What are Your Top Ten Golden Trading Rules? 
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Your rules should be ones that are pertinent and meaningful to you. Here is a list to 


get you thinking. Some of your rules may be on it, others not. For example, one which is 


omitted here but is likely to feature on many lists is: Trade With The Trend: No Trend, No 


Trade! It is an excellent rule, unless you are a trader whose main strategy is to fade the 


intraday trend or trade a longer-term retracement. 


#1. PROTECT & PRESERVE YOUR CAPITAL!  


 Inexperienced traders enter the markets focused on how much money they stand to 


make. Professional traders do the exact opposite; they focus on how much money they stand 


to lose and how they will ensure that any loss is kept to an absolute minimum. Follow the 


lead from the professionals: protect and preserve your capital. 


#2. ALWAYS SET A STOP LOSS. ALWAYS! 


One way to help achieve rule No.1 is to set a stop loss. If practicable, do this before 


opening a new position. Never rely on a mental stop loss. This is the sole preserve of a rare 


breed of trader: one who is very experienced and consistently profitable. The stop loss lies at 


the heart of all risk management strategies and is absolutely vital to ensure that you ‘cut your 


losses short’. So, no arguments: always set a stop loss. 


#3. CUT THE LOSSES SHORT – LET THE PROFITS RUN! 


Cutting the losses short is achieved by always having a stop loss! Additionally, 


continually ask yourself this question: ‘had I not entered this trade when I did, would I want 


to be in it now’? If the answer is no, then exit immediately. You do not have to wait for your 


stop to be triggered before exiting a trade! Letting the profits run is down to money 


management and an excellent exit strategy. Fine-tune these elements of your plan to cut the 


losses short and let the profits run. 


#4. TRADE WHAT YOU SEE – NOT WHAT YOU THINK! 


Egos and trading do not mix. The little voice inside your head that tells you what the 


market is going to do next needs to be gagged whilst trading. Whilst you are listening to him / 


her, you are not paying attention to what the market is revealing to you. Focus on your charts, 


your indicators if you use them and the price action. Look at this information and trade what 


you see, not what you think. 


 #5. NEVER CHASE YOUR LOSSES. EVER! 


 After a losing trade it is imperative that the emotions are kept at bay. This can be  


hard to do, especially if it is a silly error that led to the loss. When you re-enter the market, 


you will be trading for revenge. If you chase your losses, determined to recover them, the 


consequences are likely to be disastrous. Almost inevitably, this results in more losses, 
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more emotions and so on. So, never chase your losses. Ever! 


#6. NEVER AVERAGE DOWN. EVER! 


 This follows on from rule No. 5. Commit both these ‘sins’ and you run the very real 


risk of a blow-up. The compiler of this document decided to put this theory to the test and 


lost 70% of his account on just one trade lasting 24 hours. Averaging down is a tactic 


deployed by long term buy and hold investors and should never be practiced by traders. If the 


trade goes against you, get out fast. Never average down. 


#7. KEEP EXCELLENT RECORDS! 


Strategically, it is essential to keep records of all your trades. Not just the profit and 


loss, but also the reasons why you did what you did when you did. Additionally, many traders 


keep a journal to record how they felt about each trade. Records act as your personal GPS 


device and enable you to determine how well you are sticking to your plan. 


#8. MAINTAIN DISCIPLINE! 


Keeping excellent records will also enable you to see at a glance just how disciplined 


you are in your trading. Failure to address issues of self-discipline will, almost certainly, be 


reflected in your trading performance. If you fail consistently in this regard, you have two 


options: 1. Consider switching to a mechanical strategy, as computers have an exemplary 


track record when it comes to discipline. 2. Give up trading – it is not for you. 


#9. KEEP IT SIMPLE! 


Many top professionals use disarmingly simple strategies that are executed with the 


bare minimum of indicators. Their focus is to maintain their self-discipline and to trade 


according to their plan. Make it easy on yourself and keep everything as simple as possible. 


#10. PLAN THE TRADE – TRADE THE PLAN! 


Trading is not gambling; it is a business. However, the trader who enters the markets 


without a well conceived, detailed and thoroughly tested trading plan, is no better off than the 


punter who throws darts at a board blindfolded in order to determine which horse to back. 


15.2  Conclusion 
If you have got this far and answered all the questions – CONGRATULATIONS! 


You are now among a minority of traders who have a detailed and tested plan. Your future 


success as a trader is by no means guaranteed, but by completing this template and creating 


your very own bespoke trading plan, the odds have shifted significantly in your favour.  
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If you have any constructive criticism about this document, or aspects of your own 


plan that are not included in this template that might benefit others, then please post your 


views and ideas on the thread. (See introduction for link). Good luck and happy trading! 


 


T R A D I N G  P L A N  E X A M P L E S  
1 6 .  R o l l  U p ,  R o l l  U p  .  .  .  


16.1  The perfect complement to this document would be a handful of completed 


trading plans created using the template. In an ideal world, there would be at least three: one 


for index futures traders, one for forex traders and one for stocks traders. Each of the plans 


would also cover the three main timeframes: day trader, swing trader and position trader. Self 


evidently, trading plans contain a lot of highly personal information that, understandably, 


most traders would not want published on a public forum like T2W. Such details could be 


blanked out and your anonymity could be guaranteed to protect you from e-mails and private 


messages etc. Real plans created using the template would put ‘flesh on the bones’ of the 


template and provide a valuable insight into how different traders interpret it. So, please let 


other traders benefit and learn from your plan. You have nothing to fear and the wider trading 


community has much to gain. 
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