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FOREX TRADING

An Insider’s Perspective

Tradingin
TheForex Trenches

Foreign exchange markets offer
great liquidity, are less prone to
being pushed around by major
market players, and adhere to
technical tradingrulesmoreclosely
than equity markets. So why aren’t
they more popular with traders? A
seasoned forex trader provides us
with a view from the inside, Y
including some of his favorite bk |'..|.
trading strategies.
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FIGURE 1: EURO/US$. Euro-FX weekly chart (Euro/US$) from launch to June 2003 with five-, 10-, 20-, and 80-week
moving averages. It is interesting to note that the euro paused near each of the significant Fibonacci resistance levels
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moreclosely tothetechnical indica-

on the way down and on the way back up again.

tors than other securities. There is

less random noise (that is, volatility) in the forex
markets, and trends there are generally of the long-
term nature.

When currency guru George Soros was asked
about theweaknessin the USdollar in June 2002, he
predicted that the greenback could drop as much as
30% before the move was over, since trends tend to
be prolonged. The currency had dropped from 1.14
eurosto thedollar in December 2001 to 1.08 by June
2002. A year later, the value of the dollar had fallen
to 0.83 euros, a drop of more than 28%, and there
were no indicationsthat the movewasover. Intotal,
the dollar had dropped (and the euro gained) more
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by Matt Blackman

than 40% fromitshigh (aeurolow) in October 2000,
when $1 = 1.21 euros. Since then, the US dollar has
experienced a retracement of nearly 100% of its
earlier move from late 1998 (see Figure 1).

Soros has played the game long enough to know
currency technicals and was clearly expecting the
retracement. Traderswho listened to himin 2002 have
profited handsomely. (Soros said that he was again
“shortthedollar” after commentsmadeby USTreasury
Secretary John Snow onMay 19, 2003. Inresponse, the
greenback lost more than 2% by month’send.)

According to forex trader Michael Kouznetsoff,
trading currencies is not rocket science. Currencies
tend to follow fairly strict rules, and are therefore
more predictable than other markets. In a recent
presentation to the Canadian Society of Technical
Analystsin Vancouver, British Columbia, he touted
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the merits of currency trading, not the least of which
are the slow deliberate trends.

Kouznetsoff hastraded for 12 yearsand hasbeen a
full-timeforex trader for thelast eight. Hemoved from
Russia to Vancouver in 1998. | asked him about his
trading style, parameters, favorite currency pairs, and
technical indicators because | wanted to find out what
it was like to trade as aforex professional.

WHAT ISFOREX?

The foreign exchange market was essentially born
when the Bretton Woods Agreement was abandoned
in 1971, which decoupled the US dollar from a fixed
price of $35 per ounce of gold. Asaresult, currencies
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of major industrialized nations were allowed to float,
controlled mainly by theforcesof supply and demand.
Daily prices, volumes, andvolatility increased through-
out the 1970s, giving rise to new financia instru-
ments, market deregulation, and trade liberalization,
according to ForexNews.com.

Due to the sheer size of the market, with more than $1.2
trillion traded daily, forex dwarfs all other equities and bond
markets and is |ess prone to manipulation by even the largest
participants (with perhaps the exception of comments by
George Soros). For this reason, veteran traders opine that this
market adheres more closely to technical indicators than the
smaller equities markets.

According to the Bank for International Settlements (BI1S),
of the roughly $1.2 trillion traded daily, swaps compose the

FIGURE 2: VOLUMES TRADED BY CURRENCY PAIRS. The euro/dollar is by far the most popular
currency pair, followed by the yen/dollar and the UK pound sterling/dollar, a distant third.

largest portion with nearly $660 billion, the spot market isnext
at $390 billion, and the forward market trades roughly $130
billion per day. Tradersplay the spot market, forwardsare used
to hedge, and swaps are used predominantly by banks. For our
purposes, we will stick to the spot market sinceit isby far the
most popular among professional traders.

A trade is executed with the simultaneous buying of one
currency and selling of another. Whileit ispossibleto trade a
variety of international currencies, five are by far the most
popular, providing four currency
pairswiththeUSdollar actingasthe

anchor in each. The currencies are

EUR/USD weekly
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the euro, the US dollar, the yen, the
British pound, and the Swiss franc.
In combinations, the currency pairs
aretheeuro (euro/UsD), the* cable”
(GBP/USD), the yen (Usb/Jpy), and
the Swiss (UsD/CHF) (seeFigure?2).

Trades can last afew minutesto
one or two years, depending on the
player. Some global funds execute
tradesthat can last several years. A
major trend spans many months,
and often lasts longer. For those
with less patience, there are weekly
positions that open on Monday
morning and close on Friday after-

MACD 25,12,9

noon. Intraday positions are aso
possible, and abank treasury dealer
canbeinandout of atradeinaslittle
asaminute.

Forex participants include cen-
tral banks, commercial banks, im-

port/export companies, and multi-

FIGURE 3: WEEKLY CHART. Weekly chart of the euro between November 1998 and December 2002, with the preferred

indicators used by Michael Kouznetsoff.

national s, aswell ascommercia (in-
cluding hedge and mutual funds)
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and smaller traders and investors.

Another difference with bond and eg-
uitiesmarketsisthe hoursof trading. The
forex trading day beginsin Sydney, Aus-
tralia, on Monday (Sunday in North
Americaand Europe), and endson Friday
in New Y ork, and markets stay open 24
hours during that period. There are no
commissions, only the point spread mea-
suredin pipswith one pip equaling al0th
of 1% (0.01%).

In forex spot trading, the typical lot
size is between Usp$5 million and $10
million, and the minimum contract price
is $500,000. Smaller amounts can be
traded on margin, but this is a double-
edged sword that can hack the undercapi-
talized trader’s account to pieces with a
few bad trades.

Spreads can be as much as 50 pips or
morefor thethinly traded currenciespairs
and as slim as three to four pips for the
heavily traded euro/UsD. Likestock trad-
ing, the lower the spread, the better.

TRADE SETUP
Kouznetsoff trades using a number of
timeframes. Onaweekly chart, heusesa
five-period moving average (month), a
13-period MA (quarter), and a40-period
MA (year) together with Bollinger Bands
and the moving average convergence/
divergence(MACD). Hehasobserved that
the 200-period MA clearly shows major
trends (see Figure 3). When daily charts
are used, the moving average periods are
adjusted dslightly. More significantly, he
finds it more useful trading shorter-pe-
riod Bollinger Bands, using five periods
instead of the standard 20. MACD settings
are 22, 12, and 9. In addition, he uses a
slow stochastics5, 3, and 3 (see Figure 4)
Next, Kouznetsoff uses a four-hour
chart with asix-period MA (representing
one day), a 12-period MA (two days), a
30-period MA for theweek, and finally a
132-period M A that representsonemonth
(see Figure 5). He likes using the four-
hour chart because it represents the typi-
cal shift of abank dealer from morningto
noon.

Last but not | east, Kouznetsoff usesan
hourly chart with four-, eight-, 24- and
120-period moving averages with a six-
period slow stochastic and a 25-, 12-,
and nine-period MAcD (Figure 6). The
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FIGURE 4: DAILY CHART OF THE US DOLLAR/SWISS FRANC
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FIGURE 5: FOUR-HOUR CHART OF THE YEN (USD/YEN)
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whichaone-hour chartisusedtopick  rigURE 6: HOURLY CHART OF THE POUND/US DOLLAR
the best entry and exit points (see

Figure 7).
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€rs pay or receive interest payments
for carrying apositiontothenext day,
at a rate equal to the difference in
overnight interest rates between the
two currencies involved.

THE TECHNICALS
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volume data is not available other
than estimatesmade by speakingwith FIGURE 7: THREE BROTHERS ARRANGEMENT OF CHARTS. Different moving averages on the three charts plotted

. oy with the same color represent the same time scale. For example, the green line is a weekly moving average and
other participants. Thisincludes| arge corresponds to the five-period MA on the daily chart, 30-period MA on the four-hour chart, and 120-period MA on a one-
orders (more than $500 million) that  hour chart.

areusually reported by currency deal -
ers, such as central bank trades. Vol-
ume can al so be estimated by |ooking
at the trend. The stronger it is, the
greater the implied volume moving
throughthemarket. A limited amount
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of volume information may also be
garnered from the Commitment of
Traders report published by the US
Commodity Futures Trading Com-
mission (CFTC) on Fridays for cur-
rency futures, but it is a contrarian
indicator, according to Kouznetsoff.

Just aswith other equities, thereare
two basic types of markets: trending
and trading range—bound or oscillat-
ing markets. Bothwork best withtheir
own groups of indicators, but most
traders prefer to trade trending mar-
kets and only with the trend in their
favor.

Another difference between stock
and forex markets is that the latter is
virtually continuous. Gaps are never
seenondaily charts, becausetheclose
of previousday istheopen of thenext.
This means that candlestick patterns
such as engulfing lines, harami, and
doji stars are absent.

Aswe saw in Figure 1, Fibonacci
retracement levels work well in ma-
jor movesand areuseful in anticipat-
ing pauses and reversals. They are
good places to take profits.
Kouznetsoff likes to take advantage
of 50% retracements on large de-
clines, especially when the 200-day
moving average provides resistance
(or support in uptrends).

Another uniquetrait of forex trades
isthat the 20- and 80-pip levelsact as
support and resistance (see Figure8).
They are also good places to take
profits or initiate trades. The cur-
rency trader says that they are com-
monlevelsat which profitsaretaken.

He also uses Bollinger Bands for
confirmation but says that the stan-
dard parameters(20 periods, two stan-
dard deviations) don’t work well. In
fact, it canbedownright dangerousto
reverse a position around the upper
20-period bands in a trending mar-
ket, according to Kouznetsoff. In-
stead, he prefers using five-period
bandsto narrow therange (seeFigure
9) and opinesthat they provide a bet-
ter representation of market behavior.

FOREX FUNDAMENTALS
Hereisalist of the fundamentals that
Kouznetsoff follows, in descending
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order of importance:
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o

1 Decisions on interest rates made by
national central bankssuch asthe Eu-
ropean Central Bank (EcB) or US
Federal Reserve monthly. The min-
utes of the meetings are published
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have the effect of changing market
sentiment.

3 Market sentiment data published by
companies such as Reuters. Market
expectations are formed from one
week to two days before the event.
Participants become well positioned
based on expectations. If the figures
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are not a surprise, profit taking is
often the only resuilt.

News. Nationa elections, the Sep-
tember 11th attacks, and the war in
Iraq are examples of events that have affected cur-
rency values.

5 Instituteof Supply Management (Ism) intheUSand
the Purchasing Management Index (Pwm1) in Europe
are also carefully followed by traders.

6 National industrial production figures.

7 USnonfarmpayrolls, Michigan sentiment figuresin
the US, the western German business climate or |FO
index, and the Tankan quarterly survey in Japan.

EURO

VOLATILITY

Traders generally prefer to have adegree of volatility because it
profits those who anticipate moves correctly. But with volatility
comes increased uncertainty. Would it not be more desirable to
have a manageable level of volatility more closely concentrated
around amean?After al, volatility containedinanarrow rangeis
more easily traded because it decreases uncertainty.

Figure 10 shows the difference in volatility between the
Standard & Poor’s 500 index (SPx) and the euro. The daily
range for the SPx is greater than 4.5%, whilethe euro is much
more concentrated around 1%. Out of approximately 250
trading days, the euro traded morethan half of thosedays(142)
within a 0.5% range.

RISKS AND MONEY MANAGEMENT

Trading stocks is a negative-sum game, thanks to the cost of
commissions. In contrast, there are no commissionsin foreign
exchangetrading. But thereal advantageof tradingforex isthat
currencies are less volatile than stocks.

Other potential risksinforex tradingincludegettinginvolved
with an incompetent or dishonest broker, not utilizing stop-
losses, or overleveraging a position. Kouznetsoff recommends
amaximum leverage of 5 to 1, which means that the trader in

FIGURE 10: COMPARISON OF VOLATILITY IN THE 2001 TRADING YEAR BETWEEN THE SPX AND THE

question must have a minimum $100,000 to trade the smallest
spot position of $500,000. Whilethere are somehouses offering
leverage as high as 200 to 1, Kouznetsoff is of the opinion that
such high leverage is asking for trouble.

Theveteran trader recommends risking no more than 2% to
4% of total capital per trade and setting atarget that is greater
thanthe stop-loss. Thisonly makessense, sincehaving smaller
targets than stop-losses will slowly but surely erode an ac-
count, given that the average professional trader only wins
about 40% of the time, according to technical analyst John
Murphy. Like trading any market, money management is
crucia to success.

WHERE TO TRADE

K ouznetsoff explained that hepreferstotradethrough aBritish
broker where he pays no commissions. As one of the large
currency centers in the world, The City of London has a
reputation to maintain, which means we can expect a high
degree of professionalism and integrity.

When choosing a broker, it is essential to do your home-
work. Trading without experience is not recommended and
paper trading is a must until you feel comfortable with the
trading system and market.

Currency futures and options may also be traded on the
Chicago Mercantile Exchange (CME), but trading volume and
open interest are insignificant compared to the forex market.
Other disadvantages include a much shorter trading day (6.75
hours instead of 24), commissions that are charged, and time
decay that must be accounted for, since both futures and options
contracts have an expiry date. This means that they must be
rolled over (and new commissions paid) before they expire on
longer-term positions. That said, trading futuresisagood place
to get experience before trading alarger forex account.
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CONCLUSION

The foreign exchange market appeals to traders who have
come up through the ranks trading other vehicles and devel-
opedtheself-discipline, devised thetrading system, and amassed
theaccount sizeto allow themto play in the big leagues. Forex
has a number of advantages over stocks and other financial
instruments. Trends are longer term and more clearly defined
in forex trading, there are no commissions, and there is less
potential for market exploitation by larger players. Forex also
offers lower volatility and a greater adhesion to technical
indicators.

Matt Blackman is a trader, technical analyst, software re-
viewer, and content provider for technical trading/investment
websites. Heisan affiliate member of the Market Technicians
Association (MTA) and Canadian Society of Technical Ana-
lysts(CsrtA), andiscurrently enrolled inthe Chartered Mar ket
Technicians (CMmT) program.
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Brief history of the forex market:

http://www.forexnews.com/education/default.asp? oc=fxhist

Forex fundamentals:
http://www.forexnews.com/research/guides/default.asp
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