School of Pipsology

Forex education is crucial for beginners.
We, the FX-Men, firmly believe this.

This is why we've come up with the New School gfg8logy. More lessons, more content,
and more corny jokes to satisfy your hunger foekxoeducation.

The New School of Pipsology is designed to help goguire the skills, knowledge, and
special abilities to become a successful tradérarforeign exchange market.

Our definition of a successful trader is having dbdity to do three things:

1. Make pips
2. Keep pips
3. Repeat

If you can repeatedly do these three things, tleerre on your way to being a superstar forex
trader! But we warn you, it's no cakewalk.

Remember when you were but a little teeny weenybppttending grade school?
No?
Well, according to our memories, here's how it veokk

You start schooling by rolling into pre-school witbur chocolate milk and snack pack. The
next year, you bring your kiddie backpack to kirgdeten. If you pass, you'll join the big
boys and girls in elementary school. But don't wowe still have nap time in Grade 1. If you
pass Grade 1, the next year you'll enter Grade®sa on, all the way up to Grade 12.

It basically went like this:

- Kiddie School: Pre-school and Kindergarten
+ Elementary School:Grade 1 to Grade 5

« Middle School: Grade 6 to Grade 8

« Summer School

« High School: Grade 9 to 12

This is how our lessons are broken apart, so youaave the past and also be able to learn
and study forex trading techniques at your own pace



You might have noticed that there's summer schigbt before high school.

Wait. What's that?

Summer school?

Yep. Summer school.

We think that high school is one of the most imaotttimes of your life. It's when you get
potty trained and stop using diapers, learn to seabwrite, and get your very first hugs and
kisses from your mom and dad.

Oh wait...that wagorex Gump Our mistake.

But for you more normal folks, to make sure youfatly prepared for high school and the
awkward challenges you will face, we've added sunsueool classes to at least help ease
your academic transition.

As for trying to get a date for the prom, we caelp you there. EveDr. Pipslowis still
looking for one. And he's 600 years old. Too bad fargotten that his prom already
happened 583 years ago but we feel bad breakingethe to him.

So....shhhhhhhh. It'll be our little secret.

Aside from dating drama, try not to get senioiiissrade 12.

Why?

Because our high school goes up to Grade 14!

But there's more!

Just like in real life, learning doesn't end in khgh school!

If you've done well throughout grade school andigghool, you get a full scholarship to our
college! All expenses paid!

We won't even require you to fill out any applicais or write essays. That's right....we like to
hand out scholarships just as much as we like ol loait cute bunnies ©yclopipfor him to
eat.

Hey now, don't judge Cyclopip. He's already givereating soft cuddly cute kittens. He's
trying okay?

Let's get back on track...



Our curriculum here at the New School of Pipsolagly make a bold attempt to cover all
aspects of forex trading.

Yes we are crazy, but that's how we roll yo.
That's also how much we believe in having a saréxX education.

You will learn how to identify trading opportunisghow to time the market (aka smart
guessing), and when to take profits or close atrad

But that's still not all folks. There's more!
You will also learn how to predict the future arelvar have a losing trade.
Yeah right. In your dreams pal.

Forex trading isn't easy, but with a lot of studyand hard work, you can become a
successful trader.

So grab your security blanket and favorite teddyrlaad let's head over to Pre-School!

What is Forex?

If you've ever traveled to another country, youallsuhad to find a currency exchange booth
at the airport, and then exchange the money yoa mayour wallet (if you're a dude) or
purse (if you're a lady) or man purse (if you'raetrosexual) into the currency of the country
you are visiting.

You go up to the counter and notice a screen disglaifferent exchange rates for different
currencies. You find "Japanese yen" and think targelf, "WOW! My one dollar is worth
100 yen?! And | have ten dollars! I'm going to wdt!" (This excitement is quickly killed
when you stop by a shop in the airport afterwaodsuy a can of soda and, all of a sudden,
half your money is gone.)

When you do this, you've essentially participatethe forex market! You've exchanged one
currency for another. Or in forex trading termsuasing you're an American visiting Japan,
you've sold dollars and bought yen.

Before you fly back home, you stop by the curreexghange booth to exchange the yen that
you miraculously have left over (Tokyo is expen§iand notice the exchange rates have
changed. It's these changes in the exchangeshateslow you to make money in the

foreign exchange market.



The foreign exchange market, which is usually knasriforex" or "FX," is the largest
financial market in the world. Compared to the ne&g4 billion a day volume of the New

York Stock Exchange, the foreign exchange marlakdabsolutely ginormous with i#4
TRILLION a day trade volume. Forex rocks our socks!

Let's take a moment to put this into perspectivegisonsters...

The largest stock market in the world, the New Y8tkick Exchange (NYSE), trades a
volume of about $74 billion each day. If we usada@nster to represent NYSE, it would look
like this...

You hear about the NYSE in the news every day.CNBC... on Bloomberg...on BBC...
heck, you even probably hear about it at your Iggah. "The NYSE is up today, blah, blah".
When people talk about the "market”, they usualamthe stock market. So the NYSE
sounds big, it's loud and likes to make a lot aseo

But if you actually compare it to the foreign exoba market, it would look like this...

Oooh, the NYSE looks so puny compared to foregbksn't stand a chance!

Check out the graph of the average daily tradirigme for the forex market, New York
Stock Exchange, Tokyo Stock Exchange, and LondookSExchange:



Average Trading Volume

$3.98 trillion

$74 billion $18 billion $7 billion

Forex Market New York Tokyo London

Stock Exchange  stock Exchange  stock Exchange

*as of October 2010

The currency market is over 53 times BIGGER! HISGE! But hold your horses, there's a
catch!

That huge $4 trillion number covers the entire gldbreign exchange market, BUT retail
traders (that's us) trade the spot market andstabtut $1.49 trillion.

So now you know not to be fooled when you read Hmnwstock market is the biggest game
out there. It's definitely huge, but not as hugéhasmedia would like you to believe.

What is Traded?

The simple answer iSIONEY .
Because you're not buying anything physical, timsl lof trading can be confusing.

Think of buying a currency as buying a share irmdigular country, kinda like buying stocks
of a company. The price of the currency is a direftection of what the market thinks about
the current and future health of the Japanese etpno

When you buy, say, the Japanese yen, you are basiaging a "share" in the Japanese
economy. You arbettingthat the Japanese economy is doing well, andewdh get better as
time goes. Once you sell those "shares" back tondrdet, hopefully, you will end up with a
profit.



In general, the exchange rate of a currency versugher currencies is a reflection of the
condition of that country's economy, compared to dter countries' economies.

By the time you graduate from this School of Pipggl you'll be eager to start working with

currencies.
Major Currencies

Symbol Country Currency Nickname
USD United States Dollar Buck
EUR Euro zone members Euro Fiber
JPY Japan Yen Yen
GBP Great Britain Pound Cable
CHF Switzerland Franc Swissy
CAD Canada Dollar Loonie
AUD Australia Dollar Aussie
NzZD New Zealand Dollar Kiwi

Currency symbols always have three letters, whHerditst two letters identify the name of
the country and the third letter identifies the eaohthat country's currency.

Take NZD for instance. NZ stands for New ZealankiilevD stands for dollar. Easy enough,
right?

The currencies included in the chart above aredalie "majors” because they are the most
widely traded ones.

We'd also like to let you know that "buck" isn‘etbnly nickname for USD.

There's also: greenbacks, bones, benjis, benjachesgdar, paper, loot, scrilla, cheese, bread,
moolah, dead presidents, and cash money.

So, if you wanted to say, "I have to go to work riow

Instead, you could say, "Yo, | gotta bounce! Gatake them benjis son!"

Or if you wanted to say, "I have lots of money.'s g to the shopping mall in the evening."
Instead, why not say, "™Yo, | gots mad scrilla! 'eego rock that mall later.”

Did you also know that in Peru, a nickname fortth8. dollar is Coco, which is a pet name

for Jorge (George in Spanish), a reference to tinggit of George Washington on the $1
note?



Currencies Are Traded in Pairs

Forex trading is the simultaneous buying of one@eney and selling another. Currencies are
traded through a broker or dealer, and are tradedirs; for example the euro and the U.S.

dollar (EUR/USD) or the British pound and the Jagsayen (GBP/JPY).

When you trade in the forex market, you buy or etlurrency pairs.

Imagine each pair constantly in a "tug of war" wetich currency on its own side of the rope.
Exchange rates fluctuate based on which currensiyasger at the moment.

Major Currency Pairs

The currency pairs listed below are considerediggors”. These pairs all contain the U.S.
dollar (USD) on one side and are the most freqyérdtled. The majors are the most liquid

and widely traded currency pairs in the world.

FX Geek Speak

EUR/USD Euro zone / United States "euro dollar"
USD/JPY United States / Japan "dollar yen"
GBP/USD United Kindom / United States "pound ddllar
USD/CHF United States/ Switzerland "dollar swissy"
USD/CAD United States / Canada "dollar loonie"
AUD/USD Australia / United States "aussie dollar"
NzZD/USD New Zealand / United States "kiwi dollar"

Major Cross-Currency Pairs or Minor Currency Pairs

Currency pairs that don't contain the U.S. doll#8D) are known as cross-currency pairs or
simply as the "crosses." Major crosses are alswhras "minors.” The most actively traded
crosses are derived from the three major non-USEegaies: EUR, JPY, and GBP.

Euro Crosses

FX Geek Speak

EUR/CHF Euro zone / Switzerland "euro swissy"
EUR/GBP Euro zone / United Kingdom "euro pound”
EUR/CAD Euro zone / Canada "euro loonie"
EUR/AUD Euro zone / Australia "euro aussie"

EUR/NZD Euro zone / New Zealand "euro kiwi"



Yen Crosses

FX Geek Speak

EUR/JPY Euro zone / Japan "euro yen" or "yuppy"
GBP/IPY United Kingdom / Japan "pound yen" or "gtipp
CHF/JPY Switzerland / Japan "swissy yen"
CAD/IPY Canada / Japan “loonie yen"
AUD/JPY Australia / Japan "aussie yen"
NZD/IPY New Zealand / Japan "kiwi yen"

Pound Crosses

FX Geek Speak

GBP/CHF United Kingdom / Switzerland "pound swissy"
GBP/AUD United Kingdom / Australia "pound aussie"
GBP/CAD United Kingdom / Canada "pound loonie"
GBP/NZD United Kingdom / New Zealand "pound kiwi"

Other Crosses

FX Geek Speak

AUD/CHF Australia / Switzerland "aussie swissy"
AUD/CAD Australia / Canada "aussie loonie"
AUD/NZD Australia / New Zealand "aussie kiwi"
CAD/CHF Canada / Switzerland "loonie swissy"

NZD/CHF New Zealand / Switzerland "kiwi swissy"
NZD/CAD New Zealand / Canada "kiwi loonie"
Exotic Pairs
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No, exotic pairsare not exotic belly dancers who happen to besviixotic pairs are made up
of one major currency paired with the currencymeaerging economy, such as Brazil,
Mexico, or Hungary. The chart below contains a éw@mples of exotic currency pairs.
Wanna take a shot at guessing what those othesrmyrisymbols stand for?

FX Geek Speak

USD/HKD United States / Hong Kong

USD/SGD United States / Singapore

USD/ZAR United States / South Africa "dollar rand"
USD/THB United States / Thailand "dollar baht"
USD/MXN United States / Mexico "dollar peso”
USD/DKK United States / Denmark "dollar krone"
USD/SEK United States / Sweden

USD/NOK United States / Norway



Depending on your forex broker, you may see thieiohg exotic pairs so it's good to know
what they are. Keep in mind that these pairs aasrtieavily traded as the "majors” or
"crosses," so the transaction costs associatednading these pairs are usually bigger.

It isn't unusual to see spreads that are two eettimes bigger than that of EUR/USD or
USD/JPY. So if you want to trade exotics pairs, @arher to factor this in your decision.

Unlike other financial markets like the New Yorlogk Exchange, the forex spot market has
neither a physical location nor a central exchange.

The forex market is considered @wer-the-Counte(OTC), or "Interbank”, market due to the
fact that the entire market is run electronicaiithin a network of banks, continuously over a
24-hour period.

This means that the spot forex market is spreaovall the globe with no central location.
They can take place anywhere, even at the top oFNilt

The forex OTC market is by far the biggest and npogiular financial market in the world,
traded globally by a large number of individualsl anganizations.

In the OTC market, participants determine who twayt to trade with depending on trading
conditions, attractiveness of prices, and reputadicthe trading counterpart.

The chart below shows the ten most actively trangtencies.
The dollar is the most traded currency, taking 4®% of all transactions. The euro's share is

second at 39.1%, while that of the yen is third®0%. As you can see, most of the major
currencies are hogging the top spots on this list!



Currency Distribution in the FX Market
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*Because two currencies are involved in each tratisa, the sum of the percentage shares of indalidu
currencies totals 200% instead of 100%

Looking at the chart above shows just how oftentf dollar is traded in the forex market.
It is on one side of a ridiculous 84.9% of all repd transactions!

The Dollar is King
You've probably noticed how often we keep mentigritre U.S. dollar (USD). If the USD is

one half of every major currency pair, and the magmmprise 75% of all trades, then it's a
must to pay attention to the U.S. dollar. The USRing!

Currency Composition of World FX Reserves
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Source: International Monetary Fund June 2010

In fact, according to thimternational Monetary FundMF), the U.S. dollar comprises almost
62% of the world's official foreign exchange resshBecause almost every investor,
business, and central bank own it, they pay atiertt the U.S. dollar.




There are also other significant reasons why ti& dollar plays a central role in the forex
market:

« TheUnited Stategconomy is the LARGEST economy in the world.

- The U.S. dollar is the reserve currency of the diorl

« The United States has the largest and most ligon@h€ial markets in the world.

- The United States has a super stable politicaégsyst

« The United States is the world's sole military sppever.

- The U.S. dollar is the medium of exchange for menmgs-border transactions. For
example, oil is priced in U.S. dollars. So if Mexiwants to buy oil from Saudi
Arabia, it can only be bought with U.S. dollarMe&xico doesn't have any dollars, it
has to sell its pesos first and buy U.S. dollars.

Speculation
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One important thing to note about the forex maikéhat while commercial and financial
transactions are part of trading volume, most aunydrading is based on speculation.

In other words, most trading volume comes fromdradhat buy and sell based on intraday
price movements.

The trading volume brought about by speculatoesisnated to be more than 90%!

The scale of the forex speculative market meartdithadity - the amount of buying and
selling volume happening at any given time - is@xiely high.

This makes it very easy for anyone to buy andaeliencies.
From the perspective of an investor, liquidity e&wimportant because it determines how

easily price can change over a given time perioligéid market environment like forex
enables huge trading volumes to happen with vétg &ffect on price, or price action.



While the forex market is generally very liquidcduld change depending on the currency
pair and time of day.

In the 'Wheri' lesson, we examine how liquidity and market ieg¢rchanges throughout the
trading day with an eye to what it means for trgdmparticular currency pairs.

Different Ways to Trade Forex
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Because forex is so awesome, traders came up witimber of different ways to invest or
speculate in currencies. Among these, the mostlappues are forex spot, futures, options,
and exchange-traded funds (or ETFs).

Spot Market

In the spot market, currencies are traded immdgliate'on the spot,” using the current
market price. What's awesome about this markés simplicity, liquidity, tight spreads, and
round-the-clock operations. It's very easy to pgoéte in this market since accounts can be
opened with as little as a $25! (Not that we sugyges do. In theCapitalizationlesson, you'll
learn why!) Aside from that, most brokers usuallg\pde charts, news, and research for free.

Futures

Futures are contracts to buy or sell a certaintatsespecified price on a future date (That's
why they're called futures!). Forex futures wereated by th€hicago Mercantile Exchange
(CME) way back in 1972, when bell bottoms and plaif boots were still in style. Since
futures contracts are standardized and tradeddhraicentralized exchange, the market is
very transparent and well-regulated. This meanspiiee and transaction information are
readily available.

Options

An "option" is a financial instrument that givegthuyer the right or the option, but not the
obligation, to buy or sell an asset at a specifiece on the option's expiration date. If a trader
"sold" an option, then he or she would be obligetuy or sell an asset at a specific price at
the expiration date.

Just like futures, options are also traded on &haxge, such as ti&hicago Board Options
Exchangethelnternational Securities Exchange thePhiladelphia Stock Exchange
However, the disadvantage in trading forex optigrthat market hours are limited for certain
options and the liquidity is not nearly as greatresfutures or spot market.

Exchange-traded Funds

Exchange-traded funds or ETFs are the youngest esnalb the forex world.



An ETF could contain a set of stocks combined widme currencies, allowing the trader to
diversify with different assets. These are creétgéinancial institutions and can be traded
like stocks through an exchange. Like forex optiahs limitation in trading ETFs is that the
market isn't open 24 hours. Also, since ETFs cargtocks, these are subject to trading
commissions and other transaction costs.

Advantages of Forex

There are many benefits and advantages of tradineg.fHere are just a few reasons why so
many people are choosing this market:

No commissions

No clearing fees, no exchange fees, no governneest ho brokerage fees. Most retail
brokers are compensated for their services threogtething called the "bid-ask spread”.

No middlemen

Spot currency trading eliminates the middlemenallavs you to trade directly with the
market responsible for the pricing on a particelamrency pair.

No fixed lot size

In the futures markets, lot or contract sizes ateminined by the exchanges. A standard-size
contract for silver futures is 5,000 ounces. Int$peex, you determine your owat, or

position size This allows traders to participate with accowmgsmall as $25 (although we'll
explain later why a $25 account is a bad idea).

Low transaction costs

The retail transaction cost (the bid/ask spreatd)pally less than 0.1% under normal
market conditions. At larger dealers, the spreaddcbe as low as 0.07%. Of course this
depends on your leverage and all will be explaiaést.

A 24-hour market

There is no waiting for the opening bell. From enday morning opening iAustraliato
the afternoon close in New York, the forex marketer sleeps. This is awesome for those
who want to trade on a part-time basis, becausegowchoose when you want to trade:
morning, noon, night, during breakfast, or in yslaep.



No one can corner the market

The foreign exchange market is so huge and hasasg participants that no single entity
(not even a central bank or the mighty Chuck Ndrimsself) can control the market price for
an extended period of time.

Leverage

In forex trading, a small deposit can control a mlazger total contract valukeveragegives
the trader the ability to make nice profits, anthatsame time keep risk capital to a
minimum.

For example, a forex broker may offer 50-to-1 leger, which means that a $50 dollar margin
deposit would enable a trader to buy or sell $2\B066h of currencies. Similarly, with $500
dollars, one could trade with $25,000 dollars amdrs. While this is all gravy, let's remember
that leverage is a double-edged sword. Withoutgrogk management, this high degree of
leverage can lead to large losses as well as gains.

High Liquidity.

Because the forex market is so enormous, it isets@emely liquid. This means that under
normal market conditions, with a click of a mousel gan instantaneously buy and sell at will
as there will usually be someone in the marketinglto take the other side of your trade.
You are never "stuck” in a trade. You can everysat online trading platform to
automatically close your position once your despedfit level (a limit order) has been
reached, and/or close a trade if a trade is gagagnat you (a stop loss order).

Forex vs. Stocks

There are approximately 4,500 stocks listed orN York Stock exchange. Another 3,500
are listed on the NASDAQ. Which one will you tradg@t the time to stay on top of so many
companies?

In spot currency trading, there are dozens of cares traded, but the majority of market
players trade the four major pairs. Aren't fourpanuch easier to keep an eye on than
thousands of stocks?

Look at Mr. Forex. He's so confident and sexy. $tocks has no chance!

That's just one of the many advantages of the forasket over the stock markets. Here are a
few more:



24-Hour Market

The forex market is a seamlggs-hour marketMost brokers are open from Sunday at 4:00
pm EST until Friday at 4:00 pm EST, with customewvge usually available 24/7. With the
ability to trade during the U.S., Asian, and Eumpenarket hours, you can customize your
own trading schedule.

Minimal or No Commissions

Most forex brokers charge no commission or additidransactions fees to trade currencies
online or over the phone. Combined with the tigbtysistent, and fully transparent spread,
forex trading costs are lower than those of angiotharket. Most brokers are compensated
for their services through the bid/ask spread.

Instant Execution of Market Orders

Your trades are instantly executed under normaketaronditions. Under these conditions,
usually the price shown when you execute your niakder is the price you get. You're able
to execute directly off real-time streaming pri¢@ yeeeaah! Big time!).

Keep in mind that many brokers only guarantee simit, and entry orders under normal
market conditions. Trading during a massive alrerasion from outer space would not fall
under "normal market" conditions. Fills are instar@ous most of the time, but under
extraordinarily volatile market conditions, likerthg Martian attacks, order execution may
experience delays.

Short-Selling without an Uptick

Unlike the equity market, there is no restrictionghort selling in the currency market.
Trading opportunities exist in the currency manegfardless of whether a trader is long or
short, or whichever way the market is moving. Siogegency trading always involves buying
one currency and selling another, there is no stracbias to the market. So you always have
equal access to trade in a rising or falling market

No Middlemen

Centralized exchanges provide many advantage® twatler. However, one of the problems
with any centralized exchange is the involvemennhaidlemen. Any party located in
between the trader and the buyer or seller of ¢éksarity or instrument traded will cost them
money. The cost can be either in time or in fees.

Spot currency trading, on the other hand, is deakrne¢d, which means quotes can vary from

different currency dealers. Competition betweemtleso fierce that you are almost always
assured that you get the best deals. Forex trgeeguicker access and cheaper costs.

Buy/Sell programs do not control the market.

How many times have you heard that "Fund A" walknge!X" or buying "Z"? The stock
market is very susceptible to large fund buying selting.



In spot trading, the massive size of the forex reankakes the likelihood of any one fund or
bank controlling a particular currency very smBknks, hedge funds, governments, retail
currency conversion houses, and large net wortlioheals are just some of the participants
in the spot currency markets where the liquiditynprecedented.

Analysts and brokerage firms are less likely to inf luence the market

Have you watched TV lately? Heard about a certati@rhet stock and an analyst of a
prestigious brokerage firm accused of keepinget®ommendations, such as "buy,” when the
stock was rapidly declining? It is the nature afgé relationships. No matter what the
government does to step in and discourage thisdi/petivity, we have not heard the last of
it.

IPOs are big business for both the companies gmib{jc and the brokerage houses.
Relationships are mutually beneficial and analyaisk for the brokerage houses that need
the companies as clients. That catch-22 will neNsaippear.

Foreign exchange, as the prime market, generdtembiin revenue for the world's banks

and is a necessity of the global markets. Analiystereign exchange have very little effect
on exchange rates; they just analyze the forex ehark

Advantages

24-Hour Trading YES No
Minimal or no Commission YES No
Instant Execution of Market Orders YES No
Short-selling without an Uptick YES No
No Middlemen YES No
No Market Manipulation YES No

It looks like the scorecard between Mr. Forex and $4ocks shows a strong victory by Mr.
Forex!

Low Barriers to Entry

You would think that getting started as a curremmagler would cost a ton of money. The fact
is, when compared to trading stocks, options arred, it doesn't. Online forex brokers offer
"mini" and "micro" trading accounts, some with anmum account deposit of $25.

We're not saying you should open an account witbdre minimum, but it does make forex
trading much more accessible to the average ing@ievho doesn't have a lot of start-up
trading capital.

Free Stuff Everywhere!

Most online forex brokers offer "demo" accountptactice trading and build your skills,
along with real-time forex news and charting se¥sic



And guess what?! They're all free!
These are very valuable resources for those whtfiaescially hampered,” but SMART

traders who would like to hone their trading skillsh "play money" before opening a live
trading account and risking real money.

Forex vs. Futures

The forex market also boasts of a bunch of advastager the futures market, similar to its
advantages over stocks. But wait, there's more.m&ch more!

"Hey Mr. Futures, don't our short shorts look ctol?
Liquidity

In the forex market, $4 trillion is traded dailyaking it the largest and most liquid market in
the world. This market can absorb trading volume taansaction sizes that dwarf the
capacity of any other market. The futures markaedds a puny $30 billion per day. Thirty
billion? Peanuts!

The futures markets can't compete with its rel&ilienited liquidity. The forex market is
always liquid, meaning positions can be liquidedaad stop orders executed with little or no
slippage except in extremely volatile market cands.

24-Hour Market

At 5:00 pm EST Sunday, trading begins as markets ap Sydney. At 7:00 pm EST the
Tokyo market opens, followed by London at 3:00 a&8TEANd finally, New York opens at
8:00 am EST and closes at 4:00 p.m. EST. Before Xank trading closes, the Sydney
market is back open - it's28-hourseamless market!

As a trader, this allows you to react to favorail@nfavorable news by trading immediately.
If important data comes in from thnited Kingdomor Japarwhile the U.S. futures market is
closed, the next day's opening could be a wild. (i@ernight markets in futures currency
contracts exist, but they are thinly traded, nay\eguid, and are difficult for the average
investor to access.)

Minimal or no commissions

With Electronic Communications Brokers (more ors thiter) becoming more popular and
prevalent over the past couple of years, therdeahance that a broker may require you to
pay commissions. But really, the commission feesp@anuts compared to what you pay in



the futures market. The competition among brokesoifierce that you will most likely get
the best quotes and very low transaction costs.

Price Certainty

When trading forex, you get rapid execution andeadertainty under normal market
conditions. In contrast, the futures and equiti@skats do not offer price certainty or instant
trade execution. Even with the advent of electraraiding and limited guarantees of
execution speed, the prices for fills for futures &quities on market orders are far from
certain. The prices quoted by brokers often reprtetbe LAST trade, not necessarily the price
for which the contract will be filled.

Guaranteed Limited Risk

Traders must have position limits for the purpolsesik management. This number is set
relative to the money in a trader's account. R§gkinimized in the spot forex market because
the online capabilities of the trading platformeilitomatically generate a margin call if the
required margin amount exceeds the available tgachpital in your account.

During normal market conditions, all open positiovi be closed immediately (during fast
market conditions, your position could be closegooel your stop loss level).

In the futures market, your position may be liqedbat a loss bigger than what you had in
your account, and you will be liable for any remgtdeficit in the account. That sucks.

Advantages

24-Hour Trading YES No
Minimal or no Commission YES No
Up to 500:1 Leverage YES No
Price Certainty YES No
Guaranteed Limited Risk YES No

Judging by the Forex vs. Futures Scorecard, MreXxtomoksUNBEATABLE ! Mr. Forex
wins again!

Forex Market Structure



For the sake of comparison, let us first examinggket that you are probably very familiar
with: the stock market. This is how the structuiréhe stock market looks like:

Centralized Market

Master of the Universe :
) Sellers
one price and controls the spread

"I have no choice but to go through a centralizethange!"

By its very nature, the stock market tends to b w@nopolistic. There is only one entity,
one specialist that controls prices. All trades ngasthrough this specialist. Because of this,
prices can easily be altered to benefit the spetiaind not traders.

How does this happen?

In the stock market, the specialist is forced télfahe order of its clients. Now, let's say the
number of sellers suddenly exceed the number aéiguyrhe specialist, which is forced to
fulfill the order of its clients, the sellers inigtcase, is left with a bunch of stock that he
cannot sell-off to the buyer side.

In order to prevent this from happening, the spistievill simply widen thespreador
increase the transaction cost to prevent selleras gntering the market. In other words, the
specialists can manipulate the quotes it is offetthaccommodate its needs.

Trading Spot FX is Decentralized

Unlike in trading stocks or futures, you don't néedo through a centralized exchange like
the New York Stock Exchange with just one pricethia forex market, there is no single price
that for a given currency at any time, which megunstes from different currency dealers
vary.



Deceniralized Market

s

Shia LeBeouf Warren Buffet

"So many choices! Awesome!"

This might be overwhelming at first, but this isatimakes the forex market so freakin'
awesome! The market is so huge and the compebgbmeen dealers is so fierce that you get
the best deal almost every single time. And tell wigo does not want that?

Also, one cool thing about forex trading is thatiygan do it anywhere. It's just like trading
baseball cards. You want that mint condition Mickégntle rookie card, so it is up to you to
find the best deal out there. Your colleague mgin up his Mickey Mantle card for just a
Babe Ruth card, but your best friend will only paith his Mickey Mantle rookie card for
your soul.

The FX Ladder

Even though the forex market is decentralizednt ipure and utter chaos! The participants in
the FX market can be organized into a ladder. Ttebanderstand what we mean, here is a
neat illustration:



Forex Market Hierarchy

Major Banks

Electronic Brokering Services (EBS) / Reuters

Dealing 3000-Spot Matching

Medium-sized and Small Banks

Retail Market
Makers

Hedge funds and
Commercial
Companies

Retail Traders

At the very top of the forex market ladder is theerbank market. Composed of the largest
banks of the world and some smaller banks, thecgzants of this market trade directly with
each other or electronically through takectronic Brokering Servicd&BS) or the Reuters
Dealing 3000-Spot Matching.

The competition between the two companies - the &fbthe Reuters Dealing 3000-Spot
Matching - is similar to Coke and Pepsi. They areanstant battle for clients and continually
try to one-up each other for market share. Whilth lsompanies offer most currency pairs,
some currency pairs are more liquid on one thamther.

For the EBS plaform, EUR/USD, USD/JPY, EUR/JPY, HORF, and USD/CHF are more
liquid. Meanwhile, for the Reuters platform, GBPIEUR/GBP, USD/CAD, AUD/USD,
and NZD/USD are more liquid.

All the banks that are part of the interbank madeat see the rates that each other is offering,
but this doesn't necessarily mean that anyone ede® igeals at those prices.

Like in real life, the rates will largely dependemt the establishedREDIT relationship
between the trading parties. Just to name a feaveththe "B.F.F. rate,” the "customer rate,"
and the "ex-wife-you-took-everything rate." Itkdiasking for a loan at your local bank. The
better your credit standing and reputation withnththe better the interest rates and the larger
loan you can avail.

Next on the ladder are tiedge fundscorporations, retail market makers, and retaiNEC
Since these institutions do not have tight creglationships with the participants of the
interbank market, they have to do their transastidda commercial banks. This means that
their rates are slightly higher and more expengiaa those who are part of the interbank
market.



At the very bottom of the ladder are the retaléss. It used to be very hard for us little
people to engage in the forex market but, thankkda@dvent of the internet, electronic
trading, and retail brokers, the difficult barriéosentry in forex trading have all been taken
down. This gave us the chance to play with thogh bp the ladder and poke them with a
very long and cheap stick.

Market Players

Now that you know the overall structure of the forearket, let's delve in a little deeper to
find out who exactly these people in the ladder iiie essential for you that you understand
the nature of the spot forex market and who arerthim players.

Until the late 1990s, only the "big guys" couldypthis game. The initial requirement was
that you could trade only if you had about tenifty fillion bucks to start with! Forex was
originally intended to be used by bankers and larggtutions, and not by us "little guys.”
However, because of the rise of the internet, erfiamex trading firms are now able to offer
trading accounts to "retail" traders like us.

Without further ado, here are the major market gigy

1. The Super Banks

Since the forex spot market is decentralized, tivéslargest banks in the world that determine
the exchange rates. Based on the supply and deimacakrencies, they are generally the
ones that make the bid/ask spread that we all(owvkate, for that matter).

These large banks, collectively known as the irgekbmarket, take on a ridonkulous amount
of forex transactions each day for both their cors and themselves. A couple of these
super banks include UBS, Barclays Capital, Deut&drek, and Citigroup. You could say
that the interbank market is THE foreign exchangeket.

2. Large Commercial Companies

Companies take part in the foreign exchange méokehe purpose of doing business. For
instance, Apple must first exchange its U.S. dslfar the Japanese yen when purchasing
electronic parts frordaparfor their products. Since the volume they tradeish smaller
than those in the interbank market, this type ofketeplayer typically deals with commercial
banks for their transactions.

Mergers and acquisitions (M&A) between large conigscan also create currency exchange
rate fluctuations. In international cross-border M&: a lot of currency conversations happens
that could move prices around.



3. Governments and Central Banks

Governments and central banks, such agthiepean Central BankheBank of England
and theFederal Reservare regularly involved in the forex market toostlike companies,
national governments participate in the forex mafietheir operations, international trade
payments, and handling their foreign exchange veser

Meanwhile, central banks affect the forex markeewthey adjust interest rates to control
inflation. By doing this, they can affect curren@juation. There are also instances when
central banks intervene, either directly or verpat the forex market when they want to
realign exchange rates. Sometimes, central bains tiat their currency is priced too high
or too low, so they start massive sell/buy operatito alter exchange rates.

4. The Speculators

“In it to win it!"

This is probably the mantra of the speculators. @@ing close to 90% of all trading
volume, speculators come in all shapes and sizese®ave fat pockets, some roll thin, but

all of them engage in the forex simply to make mid&ads of cash.

Don't worry... Once you graduate from thehool of Pipsologyyou can be part of this cool
crowd!

Know Your History!

At the end of the World War 11, the whole world wagperiencing so much chaos that the
major Western governments felt the need to createst@m to stabilize the global economy.

Known as the "Bretton Woods System," the agreemmenthe exchange rate of all currencies
against gold. This stabilized exchange rates fohide, but as the major economies of the
world started to change and grow at different spetit rules of the system soon became
obsolete and limiting.

Soon enough, come 1971, tBeetton Woods Agreememias abolished and replaced by a
different currency valuation system. With the Udit&tates in the pilot's seat, the currency
market evolved to a free-floating one, where exgeanates were determined by supply and
demand.

At first, It was difficult to determine fair exchga rates, but advances in technology and
communication eventually made things easier.



Once the 1990s came along, thanks to computer aadlthe booming growth of the internet
(cheers to you MrAl Gore), banks began creating their own trading platforiese
platforms were designed to stream live quotesdo tients so that they could instantly
execute trades themselves.

Meanwhile, some smart business-minded marketindimeas introduced internet-based
trading platforms for individual traders.

Known as "retail forex brokers", these entities madasy for individuals to trade by
allowing smaller trade sizes. Unlike in the intatkanarket where the standard trade size is
one million units, retail brokers allowed individs&o trade as little as 1000 units!

Retail Forex Brokers

In the past, only the big speculators and highpitesized investment funds could trade
currencies, but thanks to retail forex brokers @nadinternet, this isn't the case anymore.

With hardly any barriers to entry, anybody couldtjoontact a broker, open up an account,
deposit some money, and trade forex from the carofaheir own home. Brokers basically
come in two forms:

1. Market makers, as their name suggests, "make"tdheie own bid and ask prices
themselves and

2. Electronic Communications Networks (ECN), who useltest bid and ask prices
available to them from different institutions o timterbank market.

Market Makers

Let's say you wanted to go to France to eat somkssin order for you to transact in the
country, you need to get your hands on some eusidf/ going to a bank or the local
foreign currency exchange office. For them to tileeopposite side of your transaction, you
have to agree to exchange your home currency fosat the price they set.

Like in all business transactions, there is a cdtthhis case, it comes in the form of the
bid/ask spread.

For instance, if the bank's buying price (bid) EWR/USD is 1.2000, and their selling price
(ask) is 1.2002, then the bid/ask spread is 0.08Rough seemingly small, when you're
talking about millions of these forex transactienery day, it does add up to create a hefty
profit for the market makers!

You could say that market makers are the fundarhbuoilaling blocks of the foreign
exchange market. Retail market makers basicallyigediquidity by "repackaging” large
contract sizes from wholesalers into bite size gge®Vithout them, it will be very hard for the
average Joe to trade forex.



Electronic Communications Network

Electronic Communication Network is the name gif@rnrading platforms that
automatically match customer's buy and sell ordestated prices. These stated prices are
gathered from different market makers, banks, aed ether traders who use the ECN.
Whenever a certain sell or buy order is made,masched up to the best bid/ask price out
there.

Due to ability of traders to set their own pricEEN brokers typically charge a VERY small

commission for the trades you take. The combinatfdight spreads and small commission
usually make transaction costs cheaper on ECN soke

Trading Sessions

Now that you knOV\VVh at forex is,Why you should trade it, anWhO makes up

the forex market, it's about time you Iearl\éﬂhenyou can trade.

Yes, it is true that the forex market is open 2dre@ day, but that doesn't mean it's always
active the whole day.

You can make money trading when the market moveangbyou can even make money
when the market moves down.

BUT you will have a very difficult time trying to makaoney when the market doesn't move
at all.

And believe us, there will be times when the markeats still as the victims of Medusa. This
lesson will help determine when the best timedefday are to trade.



Market Hours

Before looking at the best times to trade, we nagh at what a 24-hour day in the forex
world looks like.

The forex market can be broken up into four majading sessions: the Sydney session, the
Tokyo session, the London session, and the New Seskion. Below are tables of the open
and close times for each session:

Summer
EDT GMT
Sydney Open 6:00 PM 10:00 PM
Sydney Close 3:00 AM 7:00 AM
Tokyo Open 7:00 PM 11:00 PM
Tokyo Close 4:00 AM 8:00 AM
London Open 3:00 AM 7:00 AM
London Close 12:00 PM 4:00 PM
New York Open 8:00 AM 12:00 PM
New York Close 5:00 PM 9:00 PM
Winter
EST GMT
Sydney Open 4:00 PM 9:00 PM
Sydney Close 1:00 AM 6:00 AM
Tokyo Open 6:00 PM 11:00 PM
Tokyo Close 3:00 AM 8:00 AM
London Open 3:00 AM 8:00 AM
London Close 12:00 PM 5:00 PM
New York Open 8:00 AM 1:00 PM
New York Close 5:00 PM 10:00 PM

You can see that in between each session, tharpasod of time where two sessions are
open at the same time. From 3:00-4:00 am EDTJ tig/o sessiomndLondon session
overlap, and from 8:00-12:00 am EDT, the Londorsisesand théNew York session

overlap.

Naturally, these are the busiest times duringrideing day because there is more volume
when two markets are open at the same time. Thkesnsense because during those times,
all the market participants are wheelin' and dgakthich means that more money is

transferring hands.

Now, you're probably looking at the Sydney open tinking why it shifts two hours. You'd
think that Sydney's open would only move one holenvthe U.S. adjusts for standard time,



but remember that when the U.S. shifts one houk,l#ydney actually moves forward by one
hour (seasons are oppositéAastralig. You should always remember this if you ever fan
trade during that time period.

Let's take a look at the average pip movementehthjor currency pairs during each trading
session.

76 92

EUR/USD 114

GBP/USD 92 127 99
USD/JPY 51 66 59
AUD/USD 77 83 81
NZD/USD 62 72 70
USD/CAD 57 96 96
USD/CHF 67 102 83
EUR/JPY 102 129 107
GBP/IPY 118 151 132
AUD/JPY 98 107 103
EUR/GBP 78 61 a7
EUR/CHF 79 109 84

From the table, you will see that the Europeanisessrmally provides the most movement.

Let's take a more in depth look at each of theisesas well as those periods when the
sessions overlap.

Tokyo Session

The opening of the Asian session at 7:00 pm ESksittie start of the forex clock. You
should take note that Tokyo session is sometinfesregl to as the Asian session, because
Tokyo is the financial capital of Asia.

One thing worth noting is that Japan is the thargjést forex trading center in the world.
This shouldn't be too surprising since the yemésthird most traded currency, partaking in
16.50% of all forex transactions. Overall, abou¥2df all forex transactions take place

during this session.

Below is a table of the Asian session pip rangel®imajor currency pairs.



EUR/USD 76
GBP/USD 92
USD/IPY 51
AUD/USD 77
NZD/USD 62
USD/CAD 57
USD/CHF 67
EUR/JIPY 102
GBP/IPY 118
AUD/IPY 98
EUR/GBP 79
EUR/CHF 78

w adwvertisement

Here some key characteristics that you should kaloeut the Tokyo session:

Action isn't only limited to Japanese shores. Tain®rex transactions are made in
other financial hot spots like Hong Kong, Singapaed Sydney.

The main market participants during the Tokyo sesare commercial companies
(exporters) and central banks. Remember, Japam®exy is heavily export
dependent and, with China also being a major tpdalger, there are a lot of
transactions taking place on a daily basis.

Liquidity can sometimes be very thin. There willtbmes when trading during this
period will be like fishing - you might have to wailong, long time before getting a
nibble.

It is more likely that you will see stronger movesAsia Pacific currency pairs like
AUD/USD and NZD/USD as opposed to non-Asia Pagéas like GBP/USD.
During those times of thin liquidity, most pairs yretick within arange This
provides opportunities for short day trades or pgbreakout tradekater in the day.
Most of the action takes place early in the sessidren more economic data is
released.

Moves in the Tokyo session could set the toneHerrést of the day. Traders in latter
sessions will look at what happened during the Dadgssion to help organize and
evaluate what strategies to take in other sessions.

Typically, after big moves in the preceding New Keession, you may see
consolidation during the Tokyo session.

Which Pairs Should You Trade?

Since the Tokyo session is when news from Ausirileaw Zealand, and Japan comes out,
this presents a good opportunity to trade newstevéiso, there could be more movement in
yen pairs as a lot of yen is changing hands asm@apacompanies are conducting business.

Take note that China is also an economic super p@eavhenever news comes out from
China, it tends to create volatile moves. With Aaist and Japan relying heavily on Chinese
demand, we could see greater movement in AUD alfdpdits when Chinese data comes in.



London Session

Just when Asian market participants are startinddse shop, their European counterparts are
just beginning their day.

While there are several financial centers all acdbHnrope, it is London that market
participants keep their eyes on.

Historically, London has always been at a centdraafe, thanks to its strategic location. It's
no wonder that it is considered the forex capitahe world with thousands of businessmen

making transactions every single minute. About 30%ill forex transactions happen during
the London session.

Below is a table of the London session pip randéseomajor currency pairs.

EUR/USD 114
GBP/USD 127
USD/JPY 66
AUD/USD 83

NZD/USD 72

USD/CAD 96

USD/CHF 102
EUR/JPY 129
GBP/IPY 151
AUD/JPY 107
EUR/GBP 61
EUR/CHF 109

w adwvertisement

Here are some neat facts about European session:

- Because the London session crosses with the tves pthjor trading sessions--and
with London being such a key financial center-+rgéachunk of forex transactions
take place during this time. This leads to highiliity and potentially lower
transaction costs, i.e., lower pip spreads.



« Due to the large amount of transactions that tdkeep the London trading session is
normally the most volatile session.

+ Mosttrendsbegin during the London session, and they typiaaill continue until the
beginning of the New York session.

« Volatility tends to die down in the middle of thession, as traders often go off to eat
lunch before waiting for the New York trading petitm begin.

« Trends can sometimes reverse at the end of thedrosekssion, as European traders
may decide to lock in profits.

Which Pairs Should You Trade?

Because of the volume of transactions that takeepltere is so much liquidity during the
European session that almost any pair can be traded

Of course, it may be best to stick with the maj&9R/USD, GBP/USD, USD/JPY, and
USD/CHF), as these normally have the tightest sjsrea

Also, it is these pairs that are normally direatifuenced by any news reports that come out
during the European session.

You can also try the yen crosses (more specificBllyR/JPY and GBP/JPY), as these tend to

be pretty volatile at this time. Because thesecewss pairs, the spreads might be a little wider
though.

New York Session

Right as European traders are getting back fromn litnech breaks, the U.S. session begins at
8:00 am EST as traders start rolling into the effigust like Asia and Europe, the U.S. session
has one major financial center that the marketp kieeir eyes on. We're talking of course,
about the "City That Never Sleeps" - New York (igby! The concrete jungle where dreams
are made of!



Below is a table of the New York session pip rangfehe major currency pairs.

EUR/USD 92
GBP/USD 99
USD/JPY 59
AUD/USD 81
NzZD/USD 70
USD/CAD 96
USD/CHF 83
EUR/IPY 107
GBP/IPY 132
AUD/JPY 103
EUR/GBP 47
EUR/CHF 84

w advertizement

Here are some tips you should know about tradimgnduhe U.S. session:

- There is high liquidity during the morning, as veolaps with the European session.

« Most economic reports are released near the stdre dNew York session.
Remember, abo@5% of all trades involve the dollaso whenever big time U.S.
economic data is released, it has the potenti@dwee the markets.

« Once European markets close shop, liquidity andtiiby tends to die down during
the afternoon U.S. session.

- There is very little movement Friday afternoonAasan traders are out singing in
karaoke bars while European traders head off tptiheto watch the soccer match.

« Also on Fridays, there is the chance of reversathe second half of the session, as
U.S. traders close their positions ahead of thekeuad, in order to limit exposure to
any weekend news.

Which Pairs Should You Trade?

Take note that there will be a ton of liquiditylasth the U.S. and European markets will be
open at the same time. You can bet that banks aitithational companies are burning up the
telephone wires. This allows you to trade virtualhy pair, although it would be best if you
stuck to the major and minor pairs and avoid thvesied ones.

Also, because the U.S. dollar is on the other sfdbe majority of transactions, everybody
will be paying attention to U.S. data that is reksh Should these reports come in better or
worse than expected, it could dramatically shakéhepmarkets, as the dollar will be jumping
up and down.

Session Overlaps



Quick pop quiz! What time of the day are TV ratitgghest? If you said during prime time,
then you would be correct!

What does this have to do with trading sessionslI?, Wt like TV, "ratings" (a.k.a. liquidity)
are at their highest when there are more peoptepating in the markets.

Logically, you would think that this happens durthg overlap between two sessions. If you
thought that way, you'd only be half right. Letisadiss some of the characteristics of the two
overlap sessions to see why.

Tokyo - London Overlap

Liquidity during this session is pretty thin fofew reasons. Typically, there isn't as much
movement during the Asian session so, once thenafte hits, it's pretty much a snooze fest.
With European traders just starting to get intartbffices, trading can be boring as liquidity
dries up.

This would be an ideal time to take a chill pillayp some putt-putt or look for potential trades
to take for the London and New York sessions.

w advertizement
London - New York Overlap

This is when the real shebang begins! You caralitehear traders crack their knuckles
during this time, because they know they have tlenk cut out for them. This is the busiest
time of day, as traders from the two largest finan@enters (London and New York) begin
duking it out.

It is during this period where we can see somaimges, especially when news reports from
the U.S. andCanadaare released. The markets can also be hit by 'h&t&s coming out of
Europe.

If any trends were established during the Eurosession, we could see the trend continue,
as U.S. traders decide to jump in and establigh plositions after reading up what happened
earlier in the day. You should watch out thougtthatend of this session, as some European
traders may be closing their positions, which cde&tl to some choppy moves right before
lunch time in the U.S.

Best Days of the Week to Trade



So now we know that the London session is the busigt of all the other sessions, but there
are also certain days in the week where all theketatend to show more movement.

Below is a chart of average pip range for the mpgors for each day of the week:

EUR/USD 145 144
GBP/USD 73 149 172 152 169 179
USD/IPY 41 65 82 91 124 98
AUD/USD 58 84 114 99 115 111
NZD/USD 28 81 98 87 100 96
USD/CAD 43 93 112 106 120 125
USD/CHF 55 84 119 107 104 116
EUR/JPY 19 133 178 159 223 192
GBP/IPY 100 169 213 179 270 232
EUR/GBP 35 74 81 79 75 91
EUR/CHF 35 55 55 64 87 76

As you can see from the chart above, it would pbbble best to trade during the middle of
the week, since this is when the most action haapen

Fridays are usually busy until 12:00 pm EST ana tihe market pretty much drops dead
until it closes at 5:00 pm EST. This means we ovidyk half-days on Fridays.

The weekend always starts early! Yippee!

So based on all these, we've learned when thedtusies of the market are. The busiest
times are the best times to trade because theygiva higher chance of success.

Managing Yo Time Wisely

Unless you're Edward Cullen, who does not sleagetts no way you can trade all sessions.
Even if you could, why would you? While the forexarket is open 24 hours daily, it doesn't
mean that action happens all the time!

Besides, sleep is an integral part of a healtlegtyfie!

You need sleep to recharge and have energy sgdbatan do even the most mundane tasks
like mowing the lawn, talking to your spouse, takthe dog for a walk, or organizing your
stamp collection. You'll definitely need your résgou plan on becoming a hotshot trader.
Each trader should learn when to trade.

Actually, scratch that.

Each trader should know when and wiNgDT to trade.



Knowing the optimal times you should trade andtimes when you should sit out and just
play some Plants vs. Zombies can help save yowadoof moolah (pun intended).

w adwvertisement

Here's a quick cheat sheet of the best and wanssstio trade:

Best Times to Trade:

« When two sessions are overlapping of course! Thesalso the times where major
news events come out to potentially spark sometilipfaand directional movements.
Make sure you bookmark tidarket Hourscheat sheet to take note of the Opening
and Closing times.

« The European session tends to be the busiest the three.

- The middle of the week typically shows the most sroent, as the pip range widens
for most of the major currency pairs.

Worst Times to Trade:

« Sundays - everyone is sleeping or enjoying theegkead!

- Fridays - liquidity dies down during the latter paf the U.S. session.
« Holidays - everybody is taking a break.

- Major news events - you don't want to get whipsdwed

« During American Idol, the NBA Finals, or the Supnb.

Can't seem to trade during the optimal sessionsf Bet. You can always be a swing or
position trader. We'll get back to that later.

How You Make Money in Forex

In the forex market, you buy or sell currencies.

Placing a trade in the foreign exchange markamsle: the mechanics of a trade are very
similar to those found in other markets (like theck market), so if you have any experience
in trading, you should be able to pick it up pregtyckly.

The object of forex trading is to exchange oneanuy for another in the expectation that the

price will change, so that the currency you bowglitincrease in value compared to the one
you sold.

Example:

Trader's Action EUR usbD



You purchase 10,000 euros at the EUR/USD exchatge
of 1.1800

Two weeks later, you exchange your 10,000 eurok ioéo
U.S. dollar at the exchange ratelo2500

You earn a profit 0$700 0 +700

110,000 -11,800

-10,000+12,500**

*EUR 10,000 x 1.18 = US $11,800

** EUR 10,000 x 1.25 = US $12,500

An exchange rate is simply the ratio of one curyaradued against another currency. For
example, the USD/CHF exchange rate indicates homyraS. dollars can purchase one
Swiss franc, or how many Swiss francs you neediyodme U.S. dollar.

How to Read a Forex Quote

Currencies are always quoted in pairs, such as G8P/or USD/JPY. The reason they are
guoted in pairs is because in every foreign exchdrapsaction, you are simultaneously
buying one currency and selling another. Here isxample of a foreign exchange rate for
the British pound versus the U.S. dollar:

GBP/USD = 1.51258

The first listed currency to the left of the slg%t) is known as théase currency(in this
example, the British pound), while the second améhe right is called theounter or quote
currency (in this example, the U.S. dollar).

When buying, the exchange rate tells you how muehhave to pay in units of the quote
currency to buy one unit of the base currencyhénexample above, you have to pay 1.51258
U.S. dollars to buy 1 British pound.

When selling, the exchange rate tells you how mamtg of the quote currency you get for
selling one unit of the base currency. In the eXampove, you will receive 1.51258 U.S.
dollars when you sell 1 British pound.

The base currency is the "basis"” for the buy or thesell. If you buy EUR/USD this simply
means that you are buying the base currency andtsimeously selling the quote currency. In
caveman talk, "buy EUR, sell USD."



You would buy the pair if you believe the base enay will appreciate (gain value) relative
to the quote currency. You would sell the pairatiythink the base currency will depreciate
(lose value) relative to the quote currency.

- advertizsement
Long/Short
First, you should determine whether you want to bugell.
If you want to buy (which actually means buy thedaurrency and sell the quote currency),
you want the base currency to rise in value and yloel would sell it back at a higher price.
In trader's talk, this is called "going long" okitag a "long position." Just remembérng =
buy.
If you want to sell (which actually means sell tiese currency and buy the quote currency),

you want the base currency to fall in value and ty@u would buy it back at a lower price.
This is called "going short" or taking a "short pio®". Just remembeshort = sell.

P —

“I'm long AND short."

Bid/Ask

EUR - Husn A

Buy

567 .58

EUR 100,000 -

"How come | keep getting quoted with two prices?"

All forex quotes are quoted with two prices: thd Bnd ask. For the most part, thid is
lower than theask price.

Thebid is the price at which your broker is willing toyothe base currency in exchange for
the quote currency. This means the bid is the destable price at which you (the trader)
will sell to the market.

Theask s the price at which your broker will sell theskacurrency in exchange for the quote
currency. This means the ask price is the bestadblaiprice at which you will buy from the
market.Another word for ask is the offer price.

The difference between the bid and the ask pripejlarly known as thgpread



On the EUR/USD quote above, the bid price is 1.84#&td the ask price is 1.34588. Look at
how this broker makes it so easy for you to trasayayour money.

If you want to sell EUR, you click "Sell" and youlhsell euros at 1.34568. If you want to
buy EUR, you click "Buy" and you will buy euros hB84588.

Time to Make Some Dough

In the following examples, we are going to use amental analysis to help us decide
whether to buy or sell a specific currency pair.

If you always fell asleep during your economicssslar just flat out skipped economics class,
don't worry! We will cover fundamental analysisatater lesson.

But right now, try to pretend you know what's goomg..

EUR/USD
In this example, the euro is the base currencytlamslthe "basis” for the buy/sell.

If you believe that the U.S. economy will contineenveaken, which is bad for the U.S.
dollar, you would executeBUY EUR/USD order. By doing so, you have bought eindbe
expectation that they will rise versus the U.Slatol

If you believe that the U.S. economy is strong eredeuro will weaken against the U.S.
dollar you would execute 8ELL EUR/USD order. By doing so you have sold eurasién
expectation that they will fall versus the US dolla

USD/JPY
In this example, the U.S. dollar is the base cuyeand thus the "basis" for the buy/sell.

If you think that the Japanese government is gtingeaken the yen in order to help its
export industry, you would executd8&dJY USD/JPY order. By doing so you have bought U.S
dollars in the expectation that they will rise wershe Japanese yen.

If you believe that Japanese investors are puttiegey out of U.S. financial markets and
converting all their U.S. dollars back to yen, &md will hurt the U.S. dollar, you would
execute &ELL USD/JPY order. By doing so you have sold U.S dslia the expectation
that they will depreciate against the Japanese yen.



GBP/USD
In this example, the pound is the base currencytlaunglthe "basis" for the buy/sell.
If you think the British economy will continue tm dbetter than the U.S. in terms of economic

growth, you would executeBlUY GBP/USD order. By doing so you have bought pounds
the expectation that they will rise versus the d&lar.

If you believe the British's economy is slowing \ehihe United States' economy remains
strong like Jack Bauer, you would executet.L. GBP/USD order. By doing so you have
sold pounds in the expectation that they will defate against the U.S. dollar.

USD/CHF

In this example, the U.S. dollar is the base cuyeand thus the "basis" for the buy/sell.

If you think the Swiss franc is overvalued, you Wbexecute 8UY USD/CHF order. By
doing so you have bought U.S. dollars in the exgigmt that they will appreciate versus the
Swiss Franc.

If you believe that the U.S. housing market weaknedl hurt future economic growth, which

will weaken the dollar, you would execut&BLL USD/CHF order. By doing so you have
sold U.S. dollars in the expectation that they dépreciate against the Swiss franc.

w advertizement
Margin Trading

When you go to the grocery store and want to buggan you can't just buy a single egg; they
come in dozens or "lots" of 12.

In forex, it would be just as foolish to buy orlsekuro, so they usually come in "lots" of
1,000 units of currency (Micro), 10,000 units (Mirer 100,000 units (Standard) depending
on your broker and the type of account you haverénoa "lots" later).
"But | don't have enough money to buy 10,000 euro<Can | still trade?"
You can with margin trading!
Margin trading is simply the term used for tradmigh borrowed capital. This is how you're
able to open $1,250 or $50,000 positions withtds ks $25 or $1,000. You can conduct
relatively large transactions, very quickly andaplg, with a small amount of initial capital.
Let us explain.
Listen carefully because this is very important!

1. You believe that signals in the market are indigathat the British pound will go up

against the U.S. dollar.

2. You open one standard lot (100,000 units GBP/U®Dying with the British pound
at 2% margin and wait for the exchange rate tolzliithen you buy one lot (100,000



units) of GBP/USD at a price of 1.50000, you argitg 100,000 pounds, which is
worth US$150,000 (100,000 units of GBP * 1.50000).

If the margin requirement was 2%, then US$3,000 wdd be set aside in your
account to open up the trade (US$150,000 * 2%). Yaww control 100,000
pounds with just US$3,000.

We will be discussing margin more in-depth later, fopefully you're able to get a
basic idea of how it works.

3. Your predictions come true and you decide to ¥&ll close the position at 1.50500.
You earn about $500.

Your Actions GBP uUsD
You buy 100,000 pounds at the exchange rafle5i00 +100,000-150,000

You blink for two seconds and the GBP/USD exchange
rates rises td.5050and you sell.

You have earned @rofit of $500. 0 +500

-100,000+150,500

When you decide to close a position, the depoattytbu originally made is returned to you
and a calculation of your profits or losses is done

This profit or loss is then credited to your acdoun

What's even better is that, with the developmemetail forex trading, there are some brokers
who allow traders to have custom lots. This mehasyou don't need to trade in micro, mini
or standard lots! If 1,542 is your favorite numbed that's how many units you want trade,
then you can!

Rollover

No, this is not the same as rollover minutes fraarycell phone carrier! For positions open
at your broker's "cut-off time" (usually 5:00 pm BSthere is a daily rollover interest rate
that a trader either pays or earns, depending aneatablished margin and position in the
market.

If you do not want to earn or pay interest on ypositions, simply make sure they are all
closed before 5:00 pm EST, the established enldeofriarket day.

Since every currency trade involves borrowing ameency to buy another, interest rollover
charges are part of forex trading. Interest is paidhe currency that is borrowed, and earned
on the one that is bought.

If you are buying a currency with a higher intemnegé than the one you are borrowing, then
the net interest rate differential will be positiye. USD/JPY) and you will earn funds as a
result.



Conversely, if the interest rate differential igagve then you will have to pay.

Ask your broker or dealer about specific detaitgareling rollover.

Also note that many retail brokers do adjust thellover rates based on different factors
(e.g., account leverage, interbank lending ratigase check with your broker for more

information on rollover rates and crediting/delatprocedures.

Here is a chart to help you out figure out thereserate differentials of the major currencies.
Accurate as of 10/4/2010.

Benchmark Interest Rates

Interest Rate

United States 0.25%
Euro zone 1.00%
United Kingdom 0.50%
Japan 0.10%
Canada 1.00%
Australia 4.50%
New Zealand 3.00%
Switzerland 0.25%

Later on, we'll teach you all about how you can inserest rate differentials to your
advantage.

Pips and Pipettes

Here is where we're going to do a little math. Yeurobably heard of the terms "pips",
"pipettes”, and "lots" thrown around, and here &gbing to explain what they are and show
you how they are calculated.

Take your time with this information, as it is ré@a knowledge for all forex traders. Don't
even think about trading until you are comfortablth pip values and calculating profit and
loss.

What the heck is a Pip? What about a Pipette?

The unit of measurement to express the changeue etween two currencies is called a
"Pip". If EUR/USD moves from 1.2250 to 1.2251, tiaONE PIP. A pip is the last decimal
place of a quotation, given that four decimal ptaaee used for pairs without the Japanese
yen. If a pair does include the Japanese yen,ttieeaurrency quote goes out two decimal
places.

Very Important: There are brokers that quote currency pairs bettomdtandard "4 and 2"
decimal places to "5 and 3" decimal places. TheyjaotingFRACTIONAL PIPS, also
called pipettes. For instance, if GBP/USD movemfth51542 to 1.51543, it mov&NE
PIPETTE.



As each currency has its own value, it is necedsatglculate the value of a pip for that
particular currency. In the following examples, wid use quotes with 4 decimal places.

In currencies where the U.S. dollar is quoted,fite¢ calculation would be as follows:
1. USD/CHF at 1.5250

.0001 divided by exchange rate = pip value
.0001 / 1.5250 = 0.0000655

2. USD/CAD at 1.4890

.0001 divided by exchange rate = pip value
.0001 / 1.4890 = 0.00006715

3. USD/JPY at 119.80

Notice this currency pair only goes to two deciplakces (most of the other currencies
have four decimal places). In this case, 1 pip Wdd .01.

.01 divided by exchange rate = pip value
.01/119.80 = 0.0000834

w adwvertisement

In the case where the U.S. dollar is not quoted Bt and we want to get the U.S. dollar
value, we have to add one more step.

1. EUR/USD at 1.2200

.0001 divided by exchange rate = pip value
So0 .0001/1.2200 = EUR 0.00008196

BUT we need to get back to U.S. dollars so we amtdreer calculation which is

EUR x Exchange rate
S0 0.00008196 x 1.2200 = 0.00009999

When rounded up it would be 0.0001

2. GBP/USD at 1.7975

.0001 divided by exchange rate = pip value
S0 .0001/1.7975 = GBP 0.0000556

BUT we need to get back to U.S. dollars so we amdheer calculation which is

GBP x Exchange rate
So 0.0000556 x 1.7975 = 0.0000998



When rounded up it would be 0.0001

You're probably rolling your eyes back and thinkip | really need to work all this out?"
Well, the answer is a big fat NO. Nearly all foteokers will work all this out for you
automatically, but it's always good for you to knbaw they work it out.

If your broker doesn't happen to do this, don'tryeryou can use oWrip Value Calculatdr
Aren't we awesome?

In the next section, we will discuss how these segiyinsignificant amounts can add up.

Lots, Leverage, and Profit and Loss

In the past, spot forex was traded in specific am®uaalled lots. The standard size for a lot is
100,000 units. There is also a mini, micro, andonansizes that are 10,000, 1,000, and 100
units respectively.

Lot Number of Units

Standard 100,000
Mini 10,000
Micro 1,000
Nano 100

As you already know, currencies are measured is, pipich is the smallest increment of that
currency. To take advantage of these tiny incremsmu need to trade large amounts of a
particular currency in order to see any signifigamafit or loss.

Let's assume we will be using a 100,000 unit (saeshdot size. We will now recalculate
some examples to see how it affects the pip value.

1. USD/JPY at an exchange rate of 119.80 (.01 / 1)% 800,000 = $8.34 per pip
2. USD/CHF at an exchange rate of 1.4555 (.0001 /5B}% 100,000 = $6.87 per pip

In cases where the U.S. dollar is not quoted fingt,formula is slightly different.

1. EUR/USD at an exchange rate of 1.1930 (.0001 /3D)1¥ 100,000 = 8.38 x 1.1930
= $9.99734 rounded up will be $10 per pip

2. GBP/USD at an exchange rate or 1.8040 (.0001 AD)30 100,000 = 5.54 x 1.8040 =
9.99416 rounded up will be $10 per pip.

Your broker may have a different convention forcoddting pip value relative to lot size but
whichever way they do it, they'll be able to telluywhat the pip value is for the currency you



are trading is at the particular time. As the markeves, so will the pip value depending on
what currency you are currently trading.

What the heck is leverage?

You are probably wondering how a small investoe Mourself can trade such large amounts
of money. Think of your broker as a bank who bdsideonts you $100,000 to buy
currencies. All the bank asks from you is that goee it $1,000 as a good faith deposit,
which he will hold for you but not necessarily ke§opunds too good to be true? This is how
forex trading using leverage works.

2

The amount of leverage you use will depend on yooker and what you feel comfortable
with.

Typically the broker will require a trade deposiso known as "account margin” or "initial
margin." Once you have deposited your money yolthdn be able to trade. The broker will
also specify how much they require per positiot) tiaded.

For example, if the allowed leverage is 100:1 @r df position required), and you wanted to
trade a position worth $100,000, but you only h&s@®00 in your account. No problem as
your broker would set aside $1,000 as down payneerthe "margin,” and let you "borrow"
the rest. Of course, any losses or gains will lwhudied or added to the remaining cash
balance in your account.

The minimum security (margin) for each lot will yefrom broker to broker. In the example
above, the broker required a one percent margiis. Mkans that for every $100,000 traded,
the broker wants $1,000 as a deposit on the positio

w advertizement

How the heck do | calculate profit and loss?

So now that you know how to calculate pip value keverage, let's look at how you calculate
your profit or loss.

Let's buy U.S. dollars and Sell Swiss francs.

1. The rate you are quoted is 1.4525 / 1.4530. Becpuseare buying U.S. dollars you
will be working on the "ask" price of 1.4530, oethate at which traders are prepared
to sell.

So you buy 1 standard lot (100,000 units) at 1.4530

A few hours later, the price moves to 1.4550 anadl geecide to close your trade.

The new quote for USD/CHF is 1.4550 / 1.4555. Symeére closing your trade and
you initially bought to enter the trade, you now seorder to close the trade so you
must take the "bid" price of 1.4550. The price ér&dare prepared to buy at.

Ppwn



5. The difference between 1.4530 and 1.4550 is .0020 @ips.

6. Using our formula from before, we now have (.0004%50) x 100,000 = $6.87 per
pip x 20 pips = $137.40

7. Remember, when you enter or exit a trade, youw#gst to the spread in the
bid/offer quote. When you buy a currency you wdktthe offer or ask price and when
you sell you will use the bid price.

Remember, when you enter or exit a trade, youwasgst to the spread in the bid/offer quote.
Whenyou buy a currency, you will use the offer or ask pce and wheryou sell, you will
use the bid price

Impress Your Date with Forex Lingo

As in any new skill that you learn, you need tatethe lingo... especially if you wish to win
your love's heart. You, the newbie, must know d¢ertierms like the back of your hand before
making your first trade. Some of these terms yoalweady learned, but it never hurts to do a
little review.

So how big is
your leverage?

Major and Minor Currencies

The eight most frequently traded currencies (USDREJPY, GBP, CHF, CAD, NZD, and
AUD) are called the major currencies or the "majofsiese are the most liquid and the most
sexy. All other currencies are referred to as mowsrencies.

Base Currency

The base currency is the first currency in anyengy pair. The currency quote shows how
much the base currency is worth as measured aghesecond currency. For example, if the
USD/CHEF rate equals 1.6350, then one USD is woHF C.6350.

In the forex market, the U.S. dollar is normallynswered the "base" currency for quotes,
meaning that quotes are expressed as a unit oDlgg&the other currency quoted in the

pair. The primary exceptions to this rule are thgigh pound, the euro, and the Australian
and New Zealand dollar.



Quote Currency

The quote currency is the second currency in amgnay pair. This is frequently called the
pip currency and any unrealized profit or lossxigressed in this currency.

Pip

A pip is the smallest unit of price for any currgnklearly all currency pairs consist of five
significant digits and most pairs have the decipmaht immediately after the first digit, that
is, EUR/USD equals 1.2538. In this instance, alsipgp equals the smallest change in the
fourth decimal place - that is, 0.0001. Therefdrthe quote currency in any pair is USD,
then one pip always equal 1/100 of a cent.

Notable exceptions are pairs that include the Jeggmgen where a pip equals 0.01.

Pipette

One-tenth of a pip. Some brokers quote fractionad,r pipettes, for added precision in
guoting rates. For example, if EUR/USD moved fro@2156 to 1.32158, it moved 2
pipettes.

w adwvertisement

Bid Price

The bid is the price at which the market is pregdoebuy a specific currency pair in the forex
market. At this price, the trader can sell the baseency. It is shown on the left side of the
guotation.

For example, in the quote GBP/USD 1.8812/15, tldephice is 1.8812. This means you sell
one British pound for 1.8812 U.S. dollars.

Ask/Offer Price

The ask/offer is the price at which the marketrepared to sell a specific currency pair in the
forex market. At this price, you can buy the baseency. It is shown on the right side of the
guotation.

For example, in the quote EUR/USD 1.2812/15, ttkepaice is 1.2815. This means you can
buy one euro for 1.2815 U.S. dollars. The ask pe@dso called the offer price.

Bid/Ask Spread

The spread is the difference between the bid akgse. The "big figure quote” is the

dealer expression referring to the first few digit@n exchange rate. These digits are often
omitted in dealer quotes. For example, the USD/tHR& might be 118.30/118.34, but would
be quoted verbally without the first three digiss"80/34." In this example, USD/JPY has a 4-
pip spread.



Quote Convention

Exchange rates in the forex market are expressed tie following format:
Base currency / Quote currency = Bid / Ask

Transaction Cost

The critical characteristic of the bid/ask spreathat it is also the transaction cost for a
round-turn trade. Round-turn means a buy (or s@de and an offsetting sell (or buy) trade
of the same size in the same currency pair. Fanpia in the case of the EUR/USD rate of
1.2812/15, the transaction cost is three pips.

The formula for calculating the transaction cost is

Transaction cost (spread) = Ask Price - Bid Price

Cross Currency

A cross currency is any pair in which neither coois the U.S. dollar. These pairs exhibit
erratic price behavior since the trader has, iaatffinitiated two USD trades. For example,
initiating a long (buy) EUR/GBP is equivalent toyimng a EUR/USD currency pair and
selling GBP/USD. Cross currency pairs frequentlyyca higher transaction cost.

Margin

When you open a new margin account with a forekdaroyou must deposit a minimum
amount with that broker. This minimum varies froroker to broker and can be as low as
$100 to as high as $100,000.

Each time you execute a new trade, a certain pergerof the account balance in the margin
account will be set aside as the initial margiruisgment for the new trade based upon the
underlying currency pair, its current price, ane ttumber of units (or lots) traded. The lot
size always refers to the base currency.

For example, let's say you open a mini account kvprovides a 200:1 leverage or 0.5%
margin. Mini accounts trade mini lots. Let's sag omini lot equals $10,000. If you were to
open one mini-lot, instead of having to provide filne$10,000, you would only need $50
($10,000 x 0.5% = $50).

Leverage
Leverage is the ratio of the amount capital usealtransaction to the required security
deposit (margin). It is the ability to control l@dollar amounts of a security with a relatively

small amount of capital. Leveraging varies dranaditfovith different brokers, ranging from
2:1to 500:1.

Types of Orders



The term "order" refers to how you will enter oitextrade. Here we discuss the different
types of orders that can be placed into the foreigthange market.

Be sure that you know which types of orders yookbr accepts. Different brokers accept
different types of orders.

There are some basic order types that all brokergge and some others that sound weird.

Order Types

Market order
A market order is an order to buy or sell at thstlaeailable price.

For example, the bid price for EUR/USD is curreratiyi.2140 and the ask price is at 1.2142.
If you wanted to buy EUR/USD at market, then it Webloe sold to you at the ask price of
1.2142. You would click buy and your trading platfowould instantly execute a buy order at
that exact price.

If you ever shop on Amazon.com, it's kinda likengstheir1-Click ordering You like the
current price, you click once and it's yours! Tiyalifference is you are buying or selling
one currency against another currency instead yihigua Justin Bieber CD.

Limit Entry Order

A limit entry is an order placed tauy below the marketor sell above the marketat a
certain price.

For example, EUR/USD is currently trading at 1.2060u want to go short if the price
reaches 1.2070. You can either sit in front of ym@nitor and wait for it to hit 1.2070 (at
which point you would click a sell market orden),you can set a sell limit order at 1.2070
(then you could walk away from your computer t@att your ballroom dancing class).

If the price goes up to 1.2070, your trading platfavill automatically execute a sell order at
the best available price.

You use this type of entry order when you beliesiegowill reverse upon hitting the price you
specified!

Stop-Entry Order

A stop-entry order is an order placed to buy alibeemarket or sell below the market at a
certain price.



For example, GBP/USD is currently trading at 1.5866 is heading upward. You believe
price will continue with its direction if it hit 5060. You can do either one of these things: sit
in front of your computer and buy at market whehit$ 1.5060 OR set a stop-entry order at
1.5060. You use stop-entry orders when you fedlghae will move in one direction!

Stop-Loss Order

A stop-loss order is a type of order linked toaal& for the purpose of preventing additional
losses if price goes against yYREMEMBER THIS TYPE OF ORDER . A stop-loss order
remains in effect until the position is liquidatedyou cancel the stop-loss order.

For example, you went long (buy) EUR/USD at 1.2ZB®Ilimit your maximum loss, you set
a stop-loss order at 1.2200. This means if you wessl wrong and EUR/USD drops to
1.2200 instead of moving up, your trading platfamould automatically execute a sell order
at 1.2200 the best available price and close out gosition for a 30-pip loss (eww!).

Stop-losses are extremely useful if you don't warsit in front of your monitor all day
worried that you will lose all your money. You caimply set a stop-loss order on any open
positions so you won't miss your basket weavingscta elephant polo game.

Trailing Stop
A trailing stop is a type of stop-loss order atedtho a trade that moves as price fluctuates.

Let's say that you've decided to short USD/JPYO8® with a trailing stop of 20 pips. This
means that originally, your stop loss is at 91IDfrice goes down and hits 90.50, your
trailing stop would move down to 90.70.

Just remember though, that your stop will STAYhas price. It will not widen if price goes
against you. Going back to the example, with ditkastop of 20 pips, if USD/JPY hits
90.50, then your stop would move to 90.70. HoweWgrice were to suddenly move up to
90.60, your stop would remain at 90.70.

Your trade will remain open as long as price dagsmove against you by 20 pips. Once
price hits your trailing stop, a stop-loss ordelt i triggered and your position will be
closed.

w adwvertisement

Weird Orders

"Can | order a grande extra hot soy with extra fpaxtra hot split quad shot with a half squirt
of sugar-free white chocolate and a half squidugjar-free cinnamon, a half packet of
Splenda and put that in a venti cup and fill up"fo®@m" with extra whipped cream with
caramel and chocolate sauce drizzled on top?"

Ooops, wrong weird order.



Good 'Till Cancelled (GTC)

A GTC order remains active in the market until ylaeide to cancel it. Your broker will not
cancel the order at any time. Thereforeyidar responsibility to remember that you have the
order scheduled.

Good for the Day (GFD)

A GFD order remains active in the market until émel of the trading day. Because foreign
exchange is a 24-hour market, this usually mead® am EST since that's the time U.S.
markets close, but we'd recommend you double civitbkyour broker.

One-Cancels-the-Other (OCO)

An OCO order is a mixture of two entry and/or stogs orders. Two orders with price and
duration variables are placed above and belowubrert price. When one of the orders is
executed the other order is canceled.

Let's say the price of EUR/USD is 1.2040. You wargither buy at 1.2095 over the
resistance level in anticipation of a breakoutnitiate a selling position if the price falls
below 1.1985. The understanding is that if 1.2@9&ached, your buy order will be triggered
and the 1.1985 sell order will be automaticallya=ed.

One-Triggers-the-Other

An OTO is the opposite of the OCO, as it only parisorders when the parent order is
triggered. You set an OTO order when you want tgedit taking and stop loss levels ahead
of time, even before you get in a trade.

For example, USD/CHF is currently trading at 1.2000u believe that once it hits 1.2100, it
will reverse and head downwards but only up to Q019 he problem is that you will be gone
for an entire week because you have to join a haskaving competition at the top of Mt.
Fiji where there is no internet.

In order to catch the move while you are away, setua sell limit at 1.2000 and at the same
time, place a related buy limit at 1.1900, and jnstase, place a stop-loss at 1.2100. As an
OTO, both the buy limit and the stop-loss orderi$ avily be placed if your initial sell order at
1.2000 gets triggered.

In conclusion...

The basic order types (market, limit entry, stopgrstop loss, and trailing stop) are usually
all that most traders ever need.

Unless you are a veteran trader (don't worry, wrdctice and time you will be), don't get
fancy and design a system of trading requiringg@elamumber of orders sandwiched in the
market at all times.

Stick with the basic stuff first.



Make sure you fully understand and are comfortaliile your broker's order entry system
before executing a trade.

Also, always check with your broker for specificder information and to see if any rollover
fees will be applied if a position is held longkeah one day. Keeping your ordering rules
simple is the best strategy.

DO NOT trade with real money until you have an extrentédjh comfort level with the
trading platform you are using and its order esiyrstem. Erroneous trades are more common
than you think!

Demo Your Way to Success

You can open a demo accounts for FREE with mosiforokers. These "pretend” accounts
have the full capabilities of a "real" account.

But why is it free?

It's because the broker wants you to learn thamasouts of their trading platform, and have a
good time trading without risk, so you'll fall inve with them and deposit real money. The
demo account allows you to learn about the foresketaand test your trading skills with
ZERO risk.

Yes, that's right, ZERO!

YOU SHOULD DEMO TRADE UNTIL YOU DEVELOP A SOLID, PR OFITABLE
SYSTEM BEFORE YOU EVEN THINK ABOUT PUTTING REAL MON EY ON THE
LINE.

WE REPEAT - YOU SHOULD DEMO TRADE UNTIL YOU DEVELOP A SOLID,
PROFITABLE SYSTEM BEFORE YOU EVEN THINK ABOUT PUTTI NG REAL
MONEY ON THE LINE.

"Don't Lose Your Money" Declaration

T
A
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A Now, place your hand on your heart and say...

"l will demo trade until | develop a solid, profitable system before | trade with real
money."

Now touch your head with your index finger and say.
"l am a smart and patient forex trader!"

Do NOT open a live trading account until you are COISISTENTLY trading
PROFITABLY on a demo account.



If you can't wait until you're profitable on a demccount, at least demo trade for two
months. Hey, at least you were able to hold ofinigsll your money for two months right? If
you can't hold out for two months, just donate thaney to your favorite charity or cut your
hands off.

Concentrate on ONE major currency pair.

It gets far too complicated to keep tabs on moa@a thne currency pair when you first start
trading. Stick with one of the majors because #@reythe most liquid which makes their
spreads cheap.

You can be a winner at currency trading but, aalinther aspects of life, it will take hard
work, dedication, a little luck, a lot of commomse, and a whole lot of good judgment.

Protect Yo Self Before You Wreck Yo Self

Before we go any further we are going to be 100#ekbwith you and tell you
the following before you consider trading currescie

1. All forex traders, and we do mean ALL traders, LOSEmoney on trades.

Ninety percent of traders lose money, largely adukatk of planning, training,
discipline, and having poor money management rules.

If you hate to lose or are a super perfectionistyliyalso probably have a hard time
adjusting to trading because all traders losedeted some point or another.

2. Trading forex is not for the unemployed, those ondw incomes, are knee-deep in
credit card debt or who can't afford to pay their dectricity bill or afford to eat.

You should have at least $10,000 of trading cafitad mini account) that you can
afford to lose. Don't expect to start an accoumiaifew hundred dollars and expect
to become a gazillionaire.

The forex market is one of the most popular mart@tspeculation, due to its enormous size,
liquidity, and tendency for currencies to movetirosg trends. You would think traders all
over the world would make a killing, but success been limited to very small percentage of
traders.

The problem is that many traders come with the o hope of making a gazillion bucks,
but in reality, they lack the discipline requirext feally learning the art of trading. Most
people usually lack the discipline to stick to atair to go to the gym three times a week.

If you can't even do that, how do you think yogjoing to succeed one of the most difficult,
but financially rewarding, endeavors known to man?



Short term trading IS NOT for amateurs, and ituely the path to "get rich quick". You can't
make gigantic profits without taking gigantic risks

A trading strategy that involves taking a massiegrde of risk means suffering inconsistent

trading performance and large losses. A trader ddes this probably doesn't even have a
trading strategy - unless you call gambling a tigditrategy!
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Forex Trading is NOT a Get-Rich-Quick Scheme

Forex trading is a SKILL that takes TIME to learn.

Skilled traders can and do make money in this fidiowever, like any other occupation or
career, success doesn't just happen overnightx i@ding isn't a piece of cake (as some
people would like you to believe).

Think about it, if it was, everyone trading wouldeady be millionaires.

The truth is that even expert traders with yearsxgierience still encounter periodic losses.
Drill this in your head: there are NO shortcut$drex trading.

It takes lots and lots G?'RACTICE andEXPERIENCE to master.

There is no substitute for hard work, deliberagcpce, and diligence.

Practice trading on REMO ACCOUNT until you find a method that you know inside and
out, and can comfortably execute objectively. Barcfind the way that works for you!!!

The Big Three

Congratulations! You've gotten through the Pre-8thad, with a few boo-boos here and
there, you are ready to begin your first day osla

You did go through the Pre-School, right????

By now you've learned some history about the fohexy it works, what affects the prices,
blah blah blah.

L7777777777777777777777777777777777777777777777.

We know what you're thinking...

BORING!
SHOW

ME

HOW



TO

MAKE
MONEY
ALREADYI

Well say no more friends because here is where jpouney as a forex trader begins...
This is your last chance to turn back...
Take thered pill, forget everything, and we'll take you back to vehygou were before.

You can go back to living your average life in y&45 job and work for someone else for the
rest of your life...

OR...

You can take thgreen pill, which is fully loaded with the dollar extract,calearn how you
can make money for yourself in the most active ik the world, simply by using a little
brain power.

Just remember, your education will never stop. Eafeer you graduate from the School of
Pipsology, you must constantly pursue as much kexdgé as you can, so that you can
become a true FOREX MASTER! The learning never ends

Are you ready to make that commitment?

Now pop that green pill in, wash it down with sod®icious chocolate milk, and grab your
lunchbox... the School of Pipsology is now in sessi

Note: the green pill was made with a brainwashiagis. You will now obey everything that
we tell you to do! Mwuahahaha! <--- evil laugh

w adwvertisement



Three Types of Market Analysis

To begin, let's look at three ways on how you wardlyze and develop ideas to trade the
market. There are three basic types of market aisaly

1. Technical Analysis
2. Fundamental Analysis
3. Sentiment Analysis

There has always been a constant debate as to amatysis is better, but to tell you the
truth, you need to know all three.

Market Analysis
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It's kind of like standing on a three-legged stoiblone of the legs is weak, the stool will
break under your weight and you'll fall flat on ydace. The same holds true in trading. If
your analysis on any of the three types of tragsngeak and you ignore it, there's a good
chance that it will cause you to lose out on yoadée!

Technical Analysis

Technical analysis is the framework in which trad&udy price movement.

The theory is that a person can look at histopcae movements and determine the current
trading conditions and potential price movement.

The main evidence for using technical analysibas, ttheoretically, all current market
information is reflected in price. If price reflsall the information that is out there, then
price action is all one would really need to makeade.

Now, have you ever heard the old adagistory tends to repeat itself?
Well, that's basically what technical analysislisbout! If a price level held as a key support
or resistance in the past, traders will keep anoeydor it and base their trades around that

historical price level.

Technical analysts look for similar patterns thadrformed in the past, and will form trade
ideas believing that price will act the same waat ihdid before.
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Price had trouble breaking these
levels. Charts allow us to see where a
market has gone which gives us a

better idea as to where it will go next.
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In the world of trading, when someone says techiicalysis, the first thing that comes to
mind is a chart. Technical analysts use chartsusecthey are the easiest way to visualize
historical data!

You can look at past data to help you spot tremdispatterns which could help you find some
great trading opportunities.

What's more is that with all the traders who ratytechnical analysis out there, these price
patterns and indicator signals tend to becomefskHilling.

As more and more traders look for certain pricelewand chart patterns, the more likely that
these patterns will manifest themselves in the etark

w advertizement
You should know though that technical analysis EERY subjective.

Just because Ralph and Joseph are looking at #ut gme chart setup or indicators doesn't
mean that they will come up with the same idealoéng price may be headed.

The important thing is that you understand the epteunder technical analysis so you won't
get nosebleeds whenever somebody starts talkingt &lmonacci, Bollinger bands, or pivot
points.



Fibonacci? Bollinger bands? Pivot points?!

Now we know you're thinking to yourself, "Geez,sbayuys are smart. They use crazy words
like 'Fibonacci' and 'Bollinger'. | can never lednrs stuff!"

Don't worry yourself too much. After you're dondwihe School of Pipsology, you too will
be just as... uhmmm... "smart" as us.

By the way, do you feel that green pill kickingy&t? Bark like a dog!

Fundamental Analysis

Fundamental analysis is a way of looking at theketaby analyzing economic, social, and
political forces that affects the supply and demahan asset. If you think about it, this
makes a whole lot of sense! Just like in your Ecoies 101 class, it is supply and demand
that determines price.

Using supply and demand as an indicator of whaoe mould be headed is easy. The hard
part is analyzing all the factors that affect sypgotd demand.

In other words, you have to look at different fastto determine whose economy is rockin'
like a Taylor Swift song, and whose economy su¥kal have to understand the reasons of
how and why certain events an increase in unempoy&ffect a country's economy, and
ultimately, the demand for its currency.

The idea behind this type of analysis is thatabantry's current or future economic outlook
is good, their currency should strengthen. Theebstiape a country's economy is, the more
foreign businesses and investors will invest irt toaintry. This results in the need to
purchase that country's currency to obtain thosetas

In a nutshell, this is what fundamental analysis is
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Good Economy Bad Economy

For example, let's say that the U.S. dollar has lgegning strength because the U.S. economy
is improving. As the economy gets better, raisimtgrest rates may be needed to control
growth and inflation.

Higher interest rates make dollar-denominated firdrassets more attractive. In order to get
their hands on these lovely assets, traders amdtors have to buy some greenbacks first. As
a result, the value of the dollar will increase.

w adwvertisement

Later on in the course, you will learn which ecomodata drives currency prices, and why
they do so. You will know who the Fed Chairmanns &ow retail sales data reflects the
economy. You'll be spitting out interest rates liaseball statistics.

But that's for another lesson for another time.aw, just know that the fundamental

analysis is a way of analyzing a currency throdghstrength or weakness of that country's
economy. It's going to be awesome, we promise!

Sentimental Analysis



- Earlier, we said that price should theoreticallgwaately
reflect all available market information. Unfortuekly for us traders, it isn't that simple. The
markets do not simply reflect all the informatiom ¢there because traders will all just act the
same way. Of course, that isn't how things work.

Each trader has his own opinion or explanation loy tihe market is acting the way they do.
The market is just like Facebook - it's a comple®&work made up of individuals who want to
spam our news feeds.

Kidding aside, the market basically represents validtaders - you, Pipcrawler, Celine from
the donut shop - feel about the market. Each ttesughts and opinions, which are
expressed through whatever position they take shfelpn the overall sentiment of the
market.

The problem is that as traders, no matter how gtyoyou feel about a certain trade, you can't
move the markets in your favor (unless you're ditee@GSs - George Soros or Goldman
Sachs!). Even if you truly believe that the dolkgoing to go up, but everyone else is bearish
on it, there's nothing much you can do about it.

As a trader, you have to take all this into consitlen. It's up to you to gauge how the market
is feeling, whether it is bullish or bearish. Ulatsly, it's also up to you to find out how you
want to incorporate market sentiment into youritrgdtrategy. If you choose to simply
ignore market sentiment, that's your choice. Byt e're telling you now, it's your loss!

Being able to gauge market sentiment can be anrtanidool in your toolbox. Later on in

school, we'll teach you how to analyze market sesit and use it to your advantage like Jedi
mind tricks.

Which Type of Analysis is Best?

Ahhhh, the million dollar question....

Throughout your journey as an aspiring forex traaer will find strong advocates for each
type of analysis. Do not be fooled by these onedktremists! One is not better than the
other...they are all just different ways to looklas market.

At the end of the day, you should trade based eryghe of analysis you are most
comfortable and profitable with.



To recaptechnical analysisis the study of price movement on the charts whihelamental
analysistakes a look at how the country's economy is doing

Market sentiment analysis determines whether the market is butirshearish on the current
or future fundamental outlook.

Fundamental factors shape sentiment, while techaraysis helps us visualize that
sentiment and apply a framework for our trades.

Those three work hand-in-hand-in-hand to help yame up with good trade ideas. All the
historical price action and economic figures aexe¢h all you have to do is put on your
thinking cap and put those analytical skills to tidst!

Let me pull out that three-legged stool again jasgmphasize the importance of all three
types of analysis.

Take out one or two legs of the stool and it's gambe shaky!

Market Analysis
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In order to become a true forex master you willchieknow how to effectively use these
three types of analysis.

Don't believe us?

Let us give you an example of how focusing on amlg type of analysis can turn into a
disaster.

- Let's say that you're looking at your charts and fjod a good trading opportunity.

You get all excited thinking about the money thgtg to be raining down from the
sky.

You say to yourself, "Man, I've never seen a mandget trading opportunity in
GBP/USD. | love my charts. Mwah. Now show me theneyd"

« You then proceed to buy GBP/USD with a big fat snoih your face (the kind where
all your teeth are showing).

- But wait! All of a sudden the trade makes a 100magve in theOTHER
DIRECTION ! Little did you know, one of the major banks infdwon filed for
bankruptcy! Suddenly, everyone's sentiment towBrdain's market turns sour and
everyone trades in the opposite direction!



« Your big fat smile turns into mush and you stattigg angry at your charts. You
throw your computer on the ground and begin to guge it. You just lost a bunch of
money, and now your computer is broken into adnillpieces.

And it's all because you completely ignored fundataleanalysis and sentimental
analysis.

(Note: This was not based on a real story. Thimdichappen to us. We were never this

naive. We were always smart traders.... From tleeused sarcasm, we think you get the
picture.)

Ok, ok, so the story was a little over-dramatizag, you get the point.

Remember how your mother used to tell you as dhdtdtoo much of anything is never
good?

Well you might've thought that was just hogwashkizaen but in forex, the same applies
when deciding which type of analysis to use.

Don't rely on just one.

Instead, you must learn to balance the use off &lem. It is only then that you can really get
the most out of your trading.
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Where do we go from here?

Now that you're done with Kindergarten and learadittle bit about each type of analysis,
it's time to delve much deeper! Here's what'sanestor the next few years of your life...

We're kidding, we're kidding! We're talking abolie thext few school years in the School of
Pipsology.

Grade school will be all about basic technical gsialtools.

You'll learn all about the dynamics behind pricé@atg such as support and resistance levels,
candlestick formations, and common chart patte¥os.ll experiment with leading and
lagging indicators and discover how to use thewwoming up with trade ideas. Sounds pretty
exciting, doesn't it?

The remaining years of middle school and high stamdevoted to studying more technical
analysis tools.

We'll take a look at the more advanced tools al®th ss pivot points, divergences, Elliott
Wave Theory, and Gartley patterns. Sounds fantyBdtause they are! Bet you can't wait to
get started on those!



College will be a bit more complicated since yolbéltackling both fundamental and market
sentiment analysis at the same time. Talk abotibgitwo stones with one bird! You're the
bird and the stones are... well, you get the point.

A couple of reasons why we're putting fundamentdl market sentiment analysis together:
« By the time you reach college, you'll be so hoo&edearning more about forex that
one lesson simply won't be enough.
« Itis hard to draw the line between fundamentalymand market sentiment
analysis.
As we mentioned earlier, fundamental factors arstipoesponsible for shaping market

sentiment. Those two types of analysis would tgkbath freshman and sophomore year of
college.

Types of Charts

Let's take a look at the three most popular typeharts:
1. Line chart
2. Bar chart
3. Candlestick chart

Now, we'll explain each of the charts, and let kaow what you should know about each of
them.

Line Charts

A simple line chart draws a line from one closimg@ to the next closing price. When strung
together with a line, we can see the general pniceement of a currency pair over a period
of time.

Here is an example of a line chart for EUR/USD:
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Bar Charts

A bar chart is a little more complex. It shows dpening and closing prices, as well as the
highs and lows. The bottom of the vertical bar caties the lowest traded price for that time
period, while the top of the bar indicates the ksjtprice paid.

The vertical bar itself indicates the currency saiading range as a whole.

The horizontal hash on the left side of the bainésopening price, and the right-side
horizontal hash is the closing price.

Here is an example of a bar chart for EUR/USD:
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Take note, throughout our lessons, you will seeatbil "bar" in reference to a single piece
of data on a chart.

A bar is simply one segment of time, whether tng day, one week, or one hour. When you
see the word 'bar' going forward, be sure to uridedswhat time frame it is referencing.

Bar charts are also called "OHLC" charts, becaheg indicate the Open, the High, the Low,
and the Close for that particular currency. Hesa'€xample of a price bar:

HIGH

CLOSE

OPEN

Low

Open: The little horizontal line on the left is the ayeg price

High: The top of the vertical line defines the highaste of the time period
Low: The bottom of the vertical line defines the lotyasce of the time period
Close The little horizontal line on the right is theoslng price
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Candlesticks Charts
Candlestick chart show the same information ag @lart, but in a prettier, graphic format.
Candlestick bars still indicate the high-to-low garwith a vertical line.

However, in candlestick charting, the larger bl¢akbody) in the middle indicates the range
between the opening and closing prices. Traditlgnélthe block in the middle is filled or
colored in, then the currency closed lower thapéned.

In the following example, the 'filled color' is ola For our 'filled' blocks, the top of the block
is the opening price, and the bottom of the blacthe closing price. If the closing price is
higher than the opening price, then the block enrthiddle will be "white" or hollow or
unfilled.

Upper Shadow Upper Shadow
| HIGH HIGH
CLOSE OPEN
Real Real
Body Body
| OPEN CLOSE
LOW Low
Lower Shadow Lower Shadow

Here at BabyPips.com, we don't like to use theiticahl black and white candlesticks. They
just look so unappealing. And since we spend sdtiote looking at charts, we feel it's
easier to look at a chart that's colored.

A color television is much better than a black ardte television, so why not splash some
color in those candlestick charts?

We simply substituted green instead of white, awlinstead of black. This means that if the
price closed higher than it opened, the candlestimkid be green.

If the price closed lower than it opened, the cesiiltk would be red.

In our later lessons, you will see how using graed red candles will allow you to "see”
things on the charts much faster, such as uptrenaifglends and possible reversal points.

For now, just remember that we use red and greediesticks instead of black and white and
we will be using these colors from now on.

Check out these candlesticks...BabyPips.com siylelw yeeaaah! You know you like that!



Here is an example of a candlestick chart for EUBUIsn't it pretty?
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The purpose of candlestick charting is strictlgéove as a visual aid, since the exact same
information appears on an OHLC bar chart. The atgs of candlestick charting are:

« Candlesticks are easy to interpret, and are a gtaa@ for beginners to start figuring
out chart analysis.

« Candlesticks are easy to use! Your eyes adapt aimasediately to the information
in the bar notation. Plus, research shows thatlgstelp in studying, it might help
with trading as well!

- Candlesticks and candlestick patterns have cooksamuch as the shooting star,
which helps you to remember what the pattern means.

- Candlesticks are good at identifying marketing ilngrpoints - reversals from an
uptrend to a downtrend or a downtrend to an uptr¥od will learn more about this
later.

Now that you know why candlesticks are so codl tithe to let you know that we will be
using candlestick charts for most, if not all ohghexamples on this site.

Support and Resistance

Support and resistance is one of the most widedg eencepts in trading. Strangely enough,
everyone seems to have their own idea on how youldmeasure support and resistance.

Let's take a look at the basics first.



Resistance

Resistance

Resistance

Look at the diagram above. As you can see, thimagigpattern is making its way up (bull
market). When the market moves up and then pudk,libe highest point reached before it
pulled back is now resistance.

As the market continues up again, the lowest peathed before it started back is now

support. In this way resistance and support aréiragadly formed as the market oscillates
over time. The reverse is true for the downtrend.

Plotting Support and Resistance
One thing to remember is that support and resistiwels areot exact numbers
Often times you will see a support or resistangelléhat appears broken, but soon after find

out that the market was just testing it. Weindlestick charighese "tests" of support and
resistance are usually represented by the carmtkedtadows.

M
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Notice how the shadows of the
candles break past support but
end up closing above it

Support

1.4600

Notice how the shadows of the candles tested #i&0.support level. At those times it
seemed like the market was "breaking" supportindgight we can see that the market was
merely testing that level.

- advertizsement
So how do we truly know if support and resistance w as broken?
There is no definite answer to this question. Sangee that a support or resistance level is

broken if the market can actually close past tbe¢ll However, you will find that this is not
always the case.



Let's take our same example from above and seehapaiened when the price actually
closed past the 1.4700 support level.
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SLIppOI't Price closed below 1.4700
support but eventually rose
above it

In this case, price had closed below the 1.470p@upevel but ended up rising back up
above it.

If you had believed that this was a real breakowt $old this pair, you would've been
seriously hurtin'!

Looking at the chart now, you can visually see emihe to the conclusion that the support
was not actually broken; it is still very much ictand now even stronger.

To help you filter out these false breakouts, yieoutd think of support and resistance more
of as "zones" rather than concrete numbers.

One way to help you find these zones is to plopsupand resistance on a line chart rather
than a candlestick chart. The reason is that Inats only show you the closing price while
candlesticks add the extreme highs and lows tpittare.

These highs and lows can be misleading because toftes they are just the "knee-jerk"
reactions of the market. It's like when someor#oiag something really strange, but when
asked about it, he or she simply replies, "Sotly,ust a reflex."

When plotting support and resistance, you don'ttviaa reflexes of the market. You only
want to plot its intentionanovements.

Looking at the line chart, you want to plot youppart and resistance lines around areas
where you can see the price forming several peakalleys.
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Other interesting tidbits about support and resista nce:

When the price passes through resistance, thataase could potentially become
support.

The more often price tests a level of resistancupport without breaking it, the
stronger the area of resistance or support is.

When a support or resistance level breaks, thagitieof the follow-through move
depends on how strongly the broken support orteesie had been holding.

Major res |stance Tesfed many times.
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With a little practice, you'll be able to spot paial support and resistance areas easily. In the
next lesson, we'll teach you how to trade diagsogjport and resistance lines, otherwise
known adrend lines

Trend Lines



Trend lines are probably the most common form dfmécal analysis. They are probably one
of the most underutilized ones as well.

If drawn correctly, they can be as accurate asoéimgr method. Unfortunately, most traders
don't draw them correctly or try to make the lirtglfe market instead of the other way
around.

In their most basic form, an uptrend line is draalong the bottom of easily identifiable
support areas (valleys). In a downtrend, the tigradis drawn along the top of easily
identifiable resistance areas (peaks).

How do you draw trend lines?

To draw trend lines properly, all you have to déosate two major tops or bottoms and
connect them.

What's next?
Nothing.

Uhh, is that it?

Yep, it's that simple.

Here are trend lines in action! Look at those waves
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Types of Trends

There are three types of trends:
Uptrend (higher lows)
Downtrend (lower highs)
Sideways trends (ranging)



Here are some important things to remember about tr end lines:

+ It takes at least two tops or bottoms to draw &uaend line but it takes THREE to
confirm a trend line.

- The STEEPER the trend line you draw, the lessbigid is going to be and the more
likely it will break.

- Like horizontal support and resistance levels,drémes become stronger the more
times they are tested.

« And most importantlyDO NOT EVER draw trend lines by forcing them to fit the
market. If they do not fit right, then that tremad isn't a valid one!

Channels

If we take this trend line theory one step furthed draw a parallel line at the same angle of
the uptrend or downtrend, we will have createdanakel. No, we're not talking about ESPN,
ABC, or Cartoon Network.

Still, this doesn't mean that you should walk aWeg it's a commercial break- channels can
be just as exciting to watch as America's Next Vimulel or Entourage!

Channels are just another toolt@thnical analysishich can be used to determine good

places to buy or sell. Both the tops and bottomshahnels represent potential areas of
support or resistance.

Sideways Channel

4

To create an up (ascending) channel, simply draparallel line at the same angle as an
uptrend line and then move that line to positiorereht touches the most recent peak. This
should be done at the same time you create the liren

To create a down (descending) channel, simple drparallel line at the same angle as the
downtrend line and then move that line to a pasitutnere it touches the most recent valley.
This should be done at the same time you creatteehd line.

When prices hit the bottom trend line, this maybed as a buying area. When prices hit the
upper trend line, this may be used as a selling. are



Types of channels
There are three types of channels:

1. Ascending channel (higher highs and higher lows)
2. Descending channel (lower highers and lower lows)
3. Horizontal channel (ranging)
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Important things to remember about trend lines:

« When constructing a channel, batend linesmust be parallel to each other.

« Generally, the bottom of channel is consideredyazmne while the top of channel is
considered a sell zone.

« Like in drawing trend linedDO NOT EVER force the price to the channels that you
draw! A channel boundary that is sloping at ondemgile the corresponding
channel boundary is sloping at another is not coard could lead to bad trades.

Trading the Lines

Now that you know the basics, it's time to applgst basic but extremely useful technical
tools in your trading. Because here at BabyPips.wemvant to make things easy to
understand, we have divided trading support andtegse levels into two simple ideas: the
Bounce and the Break.

The Bounce

As the name suggests, one method of trading suppdrtesistance levels is right after the
bounce.

Many retail traders make the error of setting tloedrers directly on support and resistance
levels and then just waiting to for their tradertaterialize. Sure, this may work at times but
this kind of trading method assumes that a supgrarsistance level will hold without price
actually getting there yet.

You might be thinking, "Why don't | just set angnarder right on the line? That way, | am
assured the best possible price.”

When playing the bounce we want to tilt the oddsunfavor and find some sort of
confirmation that the support or resistance wilidhdnstead of simply buying or selling right
off the bat, wait for it to bounce first before enihg. By doing this, you avoid those moments



where price moves fast and break through suppadrtesistance levels. From experience,
catching a falling knife can get really bloody...

Trend line resistance

Entry order
Support

Stop Loss

Stop Loss

Entry order

The Break

In a perfect world, support and resistance levelsld/hold forever, McDonalds would be
healthy, and we'd all have jetpacks. In a periectibhg world, we could just jump in and out
whenever price hits those major support and resistéevels and earn loads of money. The
fact of the matter is that these levels breakterof

So, it's not enough to just play bounces. You gthaido know what to do whenever support

and resistance levels give way! There are two waysay breaks: the aggressive way or the
conservative way.

- advertizsement
The Aggressive Way
The simplest way to play breakouts is to buy orwbenever price passes convincingly
through a support or resistance zone. The key Were is convincingly because we only

want to enter when price passes through a signifisapport or resistance level with ease.

We want the support or resistance area to actiggigt received a Chuck Norris karate chop:
We want it to wilt over in pain as price breakshtighrough it.

Stop Loss X Support
Entry order ﬁ

The Conservative Way

Imagine this hypothetical situation: you decidedodong EUR/USD hoping it would rise
after bouncing from a support level. Soon afteppgut breaks and you are now holding on to
a losing position, with your account balance slofaljing.

Do you...

1. Accept defeat, get the heck out, and liquidate ymsition?



OR
2. Hold on to your trade and hope price rises up &jain

If your choice is the second one, then you willilgashderstand this type of trading method.
Remember, whenever you close out a position, el ttae opposite side of the trade.
Closing your EUR/USD long trade at or near breakawneans you will have to short the
EUR/USD by the same amount. Now, if enough sebing liquidiation of losing postions
happen at the broken support level, price will regeand start falling again. This
phenomenon is the main reason why broken suppaatsi®ecome resistance whenever they
break.

As you would've guessed, taking advantage of thesypmenon is all about being patient.

Instead of entering right on the break, you waitdoce to make a "pullback" to the broken
support or resistance level and enter after theegrounces.

Stop Loss
\ pullback

Support

Entry order

A few words of caution... THIS DOES NOT HAPPEN ALLTHE TIME. "RETESTS"
OF BROKEN SUPPORT AND RESISTANCE LEVELS DO NOT HAPPEN ALL THE
TIME. THERE WILL BE TIMES THAT PRICE WILL JUST MOVE  IN ONE
DIRECTION AND LEAVE YOU BEHIND. BECAUSE OF THIS, AL WAYS USE
STOP LOSS ORDERS AND NEVER EVER HOLD ON TO A TRADE JUST
BECAUSE OF HOPE.

Whoops, sorry about that folks, the caps lock katysuck.

Summary: Support and Resistance

When the market moves up and then pulls back, ifiteebt point reached before it pulls back
IS now resistance.

As the market continues up again, the lowest peathed before it climbs back is now
support.



One thing to remember is that horizontal suppodt r@sistance levels are not exact numbers.

To help you filter out these false breakouts, yieoutd think of support and resistance more
of as "zones" rather than concrete numbers.

One way to help you find these zones is to plopsupand resistance on a line chart rather
than a candlestick chart.

Another thing to remember is that when price pa#dsesigh a resistance level, that resistance
could potentially become support. The same cowdd bappen with a support level. If a
support level is broken, it could potentially be@eresistance level.

Trend Lines

In their most basic form, an uptrend line is dralong the bottom of easily identifiable
support areas (valleys). In a downtrend, the ttaredis drawn along the top of easily
identifiable resistance areas (peaks).

There are three types of trends:

1. Uptrend (higher lows)
2. Downtrend (lower highs)
3. Sideways trends (ranging)

Channels

To create an up (ascending) channel, simply draparallel line at the same angle as an
uptrend line and then move that line to positiorereht touches the most recent peak.

To create a down (descending) channel, simple drparallel line at the same angle as the
downtrend line and then move that line to a pasitunere it touches the most recent valley.

1. Ascending channel (higher highs and higher lows)
2. Descending channel (lower highers and lower lows)
3. Horizontal channel (ranging)

w advertizsameaent

Trading support and resistance levels can be divigk® two methods: the bounce and the
break.

When tradinghe bouncewe want to tilt the odds in our favor and find sosort of
confirmation that the support or resistance wilidhdnstead of simply buying or selling right
off the bat, wait for it to bounce first before enhg. By doing this, you avoid those moments
where price moves so fast that it slices througipstt and resistance levels like a knife
slicing through warm butter.

As for tradingthe break, there is the aggressive way and there is theeceatve way. In the
aggressive way, you simply buy or sell wheneverpttee passes through a support or
resistance zone with ease. In the conservative yaayyait for price to make a "pullback” to
the broken support or resistance level and enter pfice bounces.



What is a Japanese Candlestick?

What is a Japanese Candlestick?

While we briefly covered candlestick charting asaéyin the previous lesson, we'll now dig
in a little and discuss them more in detail. Létsa quick review first.

What is Candlestick Trading?

Back in the day when Godzilla was still a cutdditizard, the Japanese created their own old
school version of technical analysis to trade ridgat's right, rice.

A westerner by the name of Steve Nison "discovetieid"secret technique called "Japanese
candlesticks", learning it from a fellow Japaneswkbr. Steve researched, studied, lived,
breathed, ate candlesticks, and began to writetab@&@lowly, this secret technique grew in

popularity in the 90s. To make a long story sheithout Steve Nison, candlestick charts
might have remained a buried secret. Steve Nistfr.i€andlestick.

Okay, so what the heck are forex candlesticks?

The best way to explain is by using a picture:

Upper Shadow Upper Shadow

Lower Shadow Lower Shadow

Candlesticks can be used for any time frame, whétlhe one day, one hour, 30-minutes -
whatever you want! Candlesticks are used to desthié price action during the given time
frame.

w adwvertisement

Candlesticks are formed using the open, high, &owd, close of the chosen time period.

- If the close is above the open, then a hollow astdik (usually displayed as white) is
drawn.

- If the close is below the open, then a filled casttk (usually displayed as black) is
drawn.

- The hollow or filled section of the candlestickcelled the "real body" or body.

« The thin lines poking above and below the bodyldisthe high/low range and are
called shadows.

« The top of the upper shadow is the "high".

« The bottom of the lower shadow is the "low".

Sexy Bodies and Strange Shadows



Sexy Bodies

Just like humans, candlesticks have different twdgs. And when it
comes to forex trading, there's nothing naughkiantchecking out the
bodies of candlesticks!

h

Long bodies indicate strong buying or selling. Téreger the body is, the more intense the
buying or selling pressure. This means that eitligers or sellers were stronger and took
control.

Short bodies imply very little buying or-sellingtaty. In street forex lingo, bulls mean
buyers and bears mean sellers.

Long vs. Short

— =

Long white candlesticks show strong buying pressline longer the white candlestick, the
further the close is above the open. This indictitasprices increased considerably from
open to close and buyers were aggressive. In atbets, the bulls are kicking the bears' butts
big time!

Long black (filled) candlesticks show strong sejlpressure. The longer the black
candlestick, the further the close is below thenodéis indicates that prices fell a great deal

from the open and sellers were aggressive. In atbeds, the bears were grabbing the bulls
by their horns and body-slamming them.

w adwvertisement
Mysterious Shadows

The upper and lower shadows on candlesticks praomgertant clues about the trading
session.

Upper shadows signify the session high. Lower siWadognify the session low.

Candlesticks with long shadows show that tradirtgpamccurred well past the open and
close.

Candlesticks with short shadows indicate that robte trading action was confined near the
open and close.



Long Shadows

Long
Upper -
Shadow Long
Lower
+ Shadow

If a candlestick haslang upper shadow and short lower shaddws means that buyers
flexed their muscles and bid prices higher, butoioe reason or another, sellers came in and
drove prices back down to end the session backitsegpen price.

If a candlestick haslang lower shadow and short upper shaddiws means that sellers

flashed their washboard abs and forced price lolugrfor one reason or another, buyers
came in and drove prices back up to end the sebsickinear its open price.

Basic Candlestick Patterns
Spinning Tops

Candlesticks with a long upper shadow, long lovildew and small real bodies are called
spinning tops. The color of the real body is natneportant.

The pattern indicates thiedecision between the buyers and sellers.

Spinning Tops

]

The small real body (whether hollow or filled) shelititle movement from open to close, and
the shadows indicate that both buyers and sellers fighting but nobody could gain the
upper hand.

Even though the session opened and closed withditange, prices moved significantly
higher and lower in the meantime. Neither buyerssetiers could gain the upper hand, and
the result was a standoff.

If a spinning top forms during an uptrend, thisalsumeans there aren't many buyers left and
a possible reversal in direction could occur.



If a spinning top forms during a downtrend, thisalfy means there aren't many sellers left
and a possible reversal in direction could occur.

Marubozu

Sounds like some kind of voodoo magic, huh? "l walst the evil spell of the Marubozu on
you!" Fortunately, that's not what it means. Mazbbmeans there are no shadows from the
bodies. Depending on whether the candlestick's tljed or hollow, the high and low are
the same as its open or close. Check out the tpastgf Marubozus in the picture below.

Marubozu

White Black
Marubozo Marubozo

A White Marubozu contains a long white body with no shadows. ®pen price equals the
low price and theclose price equals the high priceThis is a very bullish candle as it shows
that buyers were in control the entire sessiouslially becomes the first part of a bullish
continuation or a bullish reversal pattern.

A Black Marubozu contains a long black body with no shadows. dpen equals the high
and theclose equals the lowThis is a very bearish candle as it shows thrsecontrolled
the price action the entire session. It usuallyliespbearish continuation or bearish reversal.
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Doji

Doji candlestickshave thesame open and close pricer at least their bodies are extremely
short. The Doji should have a very small body #ygtears as a thin line.

Doji candles suggest indecision or a struggleddrpositioning between buyers and sellers.
Prices move above and below the open price dun@géssion, but close at or very near the
open price.

Neither buyers nor sellers were able to gain coaind the result was essentially a draw.
There are four special types of Doji candlestidikee length of the upper and lower shadows

can vary and the resulting candlestick looks likeass, inverted cross or plus sign. The word
"Doji" refers to both the singular and plural form.



LONG-LEGGED DRAGONFLY GRAVESTONE FOUR PRICE
DOJI DoJI DoJI DOJI

When a Doji forms on your chart, pay special attento the preceding candlesticks.

If a Doji forms after a series of candlesticks wihg hollow bodies (like White Marubozus),
the Doji signals that the buyers are becoming estealiand weakening. In order for price to
continue rising, more buyers are needed but therétaanymore! Sellers are licking their
chops and are looking to come in and drive theepoeck down.

Long White Candle + Doji

‘t‘

If a Doji forms after a series of candlesticks wihg filled bodies (like Black Marubozus),
the Doji signals that sellers are becoming exhausiel weak. In order for price to continue
falling, more sellers are needed but sellers dragbed out! Buyers are foaming in the mouth
for a chance to get in cheap.

Long Black Candle + Doji

While the decline is sputtering due to lack of reellers, further buying strength is required
to confirm any reversal. Look for a white candlelstio close above the long black
candlestick's open.



In the next following sections, we will take a loakspecific candlestick formations and what
they are telling us. Hopefully, by the end of tl@sson on candlesticks, you would know how
to recognize candlestick patterns and make sowawlthty decisions based on them.

Lone Rangers - Single Candlestick Patterns

Hammer and Hanging Man
The hammer and hanging man look exactly alike bueltotally different meanings

depending on past price action. Both have cute hibdies (black or white), long lower
shadows, and short or absent upper shadows.

Hammer & Hanging Man

Hammer Hanging Man

*
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Thehammer is a bullish reversal pattern that forms durirdpavntrend. It is named because
the market is hammering out a bottom.

When price is falling, hammers signal that the dootis near and price will start rising again.
The long lower shadow indicates that sellers puginegs lower, but buyers were able to
overcome this selling pressure and closed neasgha.

Just because you see a hammer form in a downteahd mean you automatically place a
buy order! More bullish confirmation is needed befa's safe to pull the trigger.

A good confirmation example would be to wait fowhite candlestick to close above the
open of the candlestick on the left side of the imam



Recognition Criteria:

« The long shadow is about two or three times ofréa¢ body.
- Little or no upper shadow.

« The real body is at the upper end of the tradimgea

« The color of the real body is not important.

Thehanging manis a bearish reversal pattern that can also m#wk ar strong resistance
level. When price is rising, the formation of a geng man indicates that sellers are beginning
to outnumber buyers.

The long lower shadow shows that sellers pusheggtower during the session. Buyers
were able to push the price back up some but cedy the open.

This should set off alarms since this tells us thate are no buyers left to provide the
necessary momentum to keep raising the price.

Recognition Criteria:
« Along lower shadow which is about two or threedsf the real body.
« Little or no upper shadow.
« The real body is at the upper end of the tradimgea

« The color of the body is not important, though acklbody is more bearish than a
white body.
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Inverted Hammer and Shooting Star
The inverted hammer and shooting star also looktidal. The only difference between them

is whether you're in a downtrend or uptrend. Bathdtesticks have petite little bodies (filled
or hollow), long upper shadows, and small or abkemér shadows.

Inverted Hammer & Shooting Star

I



Inverted Hammer Shooting Star

"
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Theinverted hammer occurs when price has been falling suggests thsilpitity of a
reversal. Its long upper shadow shows that buyerd to bid the price higher.

However, sellers saw what the buyers were doind,"€#h heck no" and attempted to push
the price back down.

Fortunately, the buyers had eaten enough of theieaties for breakfast and still managed to
close the session near the open.

Since the sellers weren't able to close the pmnigd@wer, this is a good indication that
everybody who wants to sell has already sold. Arldere are no more sellers, who is left?
Buyers.

Theshooting staris a bearish reversal pattern that looks identa#he inverted hammer but
occurs when price has been rising. Its shape iteidhat the price opened at its low, rallied,
but pulled back to the bottom.

This means that buyers attempted to push the ppcbut sellers came in and overpowered
them. This is a definite bearish sign since theeen@ more buyers left because they've all
been murdered.

Double Trouble - Dual Candlestick Patterns



Engulfing Candles

Bullish Engulfing Bearish Engulfing
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Thebullish engulfing pattern is a two candle stick pattern that signals a stigm move may
be coming. It happens when a bearish candle is diatedy followed by a larger bullish
candle.

This second candle "engulfs" the bearish candles Mieans buyers are flexing their muscles
and that there could be a strong up move aftecentedlowntrend or a period of
consolidation.

On the other hand, theearish engulfing patternis the opposite of the bullish pattern. This
type of pattern occurs when bullish candle is imiawtedly followed by a bearish candle that

completely "engulfs" it. This means that sellerempowered the buyers and that a strong
move down could happen.

w adwvertisement

Tweezer Bottoms and Tops

The tweezers are dual candlestick reversal pattéms type of candlestick pattern could
usually be spotted after an extended up trend wnttend, indicating that a reversal will
soon occur.

Notice how the candlestick formation looks juselik pair of tweezers!
Amazing!

Tweezer Bottoms Tweezer Tops

I
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The most effective tweezers have the following abgaristics:

The first candle is the same as the overall trératice is moving up, then the first
candle should be bullish.

The second candle is opposite the overall trengkidke is moving up, then the second
candle should be bearish.

The shadows of the candles should be of equalieiigteezer tops should have the
same highs, while tweezer bottoms should haveahwdows.

Three's Not A Crowd - Triple Candlestick Patterns

Evening and Morning Stars

Morning Star Evening Star
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The morning star and the evening star are triptelestick patterns that you can usually find
at the end of a trend. They are reversal pattéatscain be recognized through these three
characteristics:

1. The first stick is a bullish candle, which is pafta recent uptrend.

2. The second candle has a small body, indicatingthiesé could be some indecision in
the market. This candle can be either bullish arisé.

3. The third candle acts as a confirmation that arsales in place, as the candle closes
beyond the midpoint of the first candle.

Three White Soldiers and Black Crows

Three White Three Black
Soldiers Crows
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Thethree white soldierspattern is formed when three long bullish canétdsw a

downtrend, signaling a reversal has occurred. tipis of candlestick pattern is considered as
one of the most potent in-yo-face bullish signatpecially when it occurs after an extended
downtrend and a short period of consolidation.

The first of the three soldiers is called the reaécandle. It either ends the downtrend or
implies that the period of consolidation that fatked the downtrend is over.

For the pattern to be considered valid, the secandle should be bigger than the previous
candle's body. Also, the second candle should ¢leaeits high, leaving a small or non-
existent upper wick.

For the three white soldiers pattern to be comgldtee last candle should be at least the same
size as the second candle and have a small oratmah

Thethree black crowscandlestick pattern is just the opposite of thheahwhite soldiers. It is
formed when three bearish candles follow a strgrtgend, indicating that a reversal is in the
works.

The second candle's body should be bigger thafirtheandle and should close at or very
near its low. Finally, the third candle should be same size or larger than the second
candle's body with a very short or no lower shadow.

Three Inside Up and Down

Three Inside Up Three Inside Down
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Thethree inside upcandlestick formation is a trend-reversal pattbat is found at the
bottom of a downtrend. It indicates that the doendk is possibly over and that a new uptrend
has started. For a valid three inside up candle&ienation, look for these properties:

1. The first candle should be found at the bottom dbantrend and is characterized by
a long bearish candlestick.

2. The second candle should at least make it up @iy up to the midpoint of the first
candle.

3. The third candle needs to close above the firstlleashigh to confirm that buyers
have overpowered the strength of the downtrend.



Conversely, théhree inside downcandlestick formation is found at the top of atrexpd. It
means that the uptrend is possibly over and thatnadowntrend has started. A three inside
down candle stick formation needs have the follgnaharacteristics:

1. The first candle should be found at the top of jpinand and is characterized by a long
bullish candlestick.
. The second candle should make it up all the wayndilve midpoint of the first candle.

2
3. The third candle needs to close below the firstkss low to confirm that sellers have
overpowered the strength of the uptrend.

Japanese Candlesticks Cheat Sheet

Did you click here first? If you did, stop readinght now and go through the entire Japanese
Candlesticks Lesson first!

If you're REALLY done with those, here's quick qrege reference cheat sheet for single,
dual, and triple candlestick formations to eadgritify what kind of pattern you are looking
at whenever you are trading.

Go ahead and bookmark this page... No need toye sh

Number of Bars Name Bullish or Bearish? What It Looks Like?

Single Spinning Top Neutral C

Doji Neutral T J -

White Marubozu Bullish

Black Marubozu Bearish



Hammer

Hanging Man

Inverted Hammer

Shooting Star

Number of
Name
Bars
Bullish Engulfing
Bearish Engulfing
Double

Tweezer Tops

Tweezer Bottoms

Bullish miwﬂ
(O
Bearish *‘*WD
DD
| ",
Bullish FD*@F
. “
Bearish DD'H-*D "
Bullish or What it Looks
Bearish? Like?
Bullish *.—F D
Bearish D* ++
i
Bearish
sl
I
Bullish *‘%

Q



Morning Star

Evening Star

Three White
Soldiers

Triple

Three Black Crows

Three Inside Up

Three Inside Down

Summary: Japanese Candlesticks

If the close is above the open, then a hollow astalk (usually displayed as white) is

drawn.

If the close is below the open, then a filled casttk (usually displayed as black) is

drawn.

The hollow or filled section of the candlesticlkcalled the "real body" or body.
The thin lines poking above and below the bodyldisthe high/low range and are

called shadows.

Bullish

Bearish

Bullish

Bearish

Bullish

Bearish

The top of the upper shadow is the "high".

The bottom of the lower shadow is the "low".

Long bodies indicate strong buying or selling. Téveger the body is, the more intense the

buying or selling pressure.

L
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Short bodies imply very little buying or sellingtaty. In street forex lingo, bulls mean
buyers and bears mean sellers.

Upper shadows signify the session high.

Lower shadows signify the session low.

There are many types of candlestick patterns,Hayt tan be categorized into how many bars

make up the candlestick pattern. There are sidgla, and triple candlestick formations. The
most common types of candlestick patterns aredt@afing:

Number of Candlestick Pattern
Bars
Sinale Spinning Tops, Dojis, Marubozu, Inverted Hammer,
9 Hanging Man, Shooting Star
Double Bullish and Bearish Engulfing, Tweezer Tops and
Bottoms
Triple Morning and Evening Stars, Three Black Crows and

Three White Soldiers, Three Inside Up and Down

Just refer to the Candlestick Cheat Sheet for ekqeiference on what these candlestick
patterns mean.

Combine candlestick analysis with support and tasce levels for best results.
And finally, here are some words of wisdom.

Just because candlesticks hint at a reversal dinc@ation, it doesn't mean it will happen for
sure! You must always consider market conditiorgs\ehat price action is telling you.

This is the forex market and nothing is set in ston

Fibonacci Who?

We will be using Fibonacci ratios a lot in our tiragiso you better learn it and love it like
your mother's home cooking. Fibonacci is a huggestiland there are many different
Fibonacci studies with weird-sounding names butengding to stick to two: retracement and
extension.

Let us first start by introducing you to the Fibmamself...Leonardo Fibonacci.

No, Leonardo Fibonacci isn't some famous chef. &btuhe was a famous Italian
mathematician, also known as a super duper uber gaek.



He had an "Aha!" moment when he discovered a simglies of numbers that created ratios
describing the natural proportions of things in tméverse.

The ratios arise from the following number seriesl, 2, 3, 5, 8, 13, 21, 34, 55, 89, 144...

This series of numbers is derived by starting Wifiollowed by 2 and then adding 1 + 2 to get
3, the third number. Then, adding 2 + 3 to geh&,fourth number, and so on.

After the first few numbers in the sequence, if yogasure the ratio of any number to the
succeeding higher number, you get .618. For exarBgleivided by 55 equals .618.

If you measure the ratio between alternate numymargget .382. For example, 34 divided by
89 = 0.382 and that's as far as into the explamatsowve'll go.

These ratios are called the "golden mean”. Okaysteaough mumbo jumbo. With all those
numbers, you could put an elephant to sleep. \\dstlicut to the chase; these are the ratios
you HAVE to know:

Fibonacci Retracement Levels
0.236, 0.382, 0.500, 0.618, 0.764

Fibonacci Extension Levels
0, 0.382, 0.618, 1.000, 1.382, 1.618

You won't really need to know how to calculateddlthis. Your charting software will do all
the work for you. Besides, we've got a nkgeonacci calculatothat can magically calculate
those levels for you. However, it's always gootieédamiliar with the basic theory behind the
indicator so you'll have the knowledge to impressndate.

Traders use the Fibonacci retracement levels anpalisupport and resistance areas

Since so many traders watch these same levelslacel lpuy and sell orders on them to enter
trades or place stops, the support and resistanetsltend to become a self-fulfilling
prophecy.

w advertizsameaent

Traders use the Fibonacci extension levelsra8t taking levels. Again, since so many
traders are watching these levels to place buysahidrders to take profits, this tool tends to
work more often than not due to self-fulfilling eeqiations.

Most charting software includes both Fibonacciaetment levels and extension level tools.
In order to apply Fibonacci levels to your chayts)'ll need to identify Swing High and
Swing Low points.

A Swing High is a candlestick with at least two Evhighs on both the left and right of itself.

A Swing Low is a candlestick with at least two regtiows on both the left and right of itself.

You got all that? Don't worry, we'll explain reteaments, extensions, and most importantly,
how to grab some pips using the Fib tool in théofeing sections.



Fibonacci Retracement

The first thing you should know about the Fibondoal is that it works best when the market
is trending.

The idea is to go long (or buy) on a retracement&bonacci support level when the market
is trending up, and to go short (or sell) on aaament at a Fibonacci resistance level when
the market is trending down.

In order to find these retracement levels, you Havend the recent significant Swing Highs
and Swings Lows. Then, for downtrends, click on$éng High and drag the cursor to the
most recent Swing Low.

For uptrends, do the opposite. Click on the Swinow land drag the cursor to the most recent
Swing High.

Got that? Now, let's take a look at some examptesoov to apply Fibonacci retracements
levels in the markets.

Uptrend

This is a daily chart of AUD/USD.
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Here we plotted the Fibonacci retracement Levelslicking on the Swing Low at .6955 on
April 20 and dragging the cursor to the Swing Hagh8264 on June 3. Tada! The software
magically shows you the retracement levels.

As you can see from the chart, the retracementdevere .7955 (23.6%), .7764 (38.2%),
.7609 (50.0%), .7454 (61.8%), and .7263 (76.4%).

Now, the expectation is that if AUD/USD retracesnfrthe recent high, it will find support at
one of those Fibonacci levels because traderdwifilacing buy orders at these levels as
price pulls back.



Now, let's look at what happened after the SwinghHiccurred.
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Price pulled back right through the 23.6% level aadtinued to shoot down over the next
couple of weeks. It even tested the 38.2% levellag unable to close below it.

Later on, around July 14, the market resumed igang move and eventually broke through
the swing high. Clearly, buying at the 38.2% Fibamndevel would have been a profitable

long term trade!

Downtrend

Now, let's see how we would use the Fibonacci cetreent tool during a downtrend. Below

is a 4-hour chart of EUR/USD.
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As you can see, we found our Swing High at 1.41®3anuary 26 and our Swing Low at
1.3854 a few days later on February 2. The retrao¢ievels are 1.3933 (23.6%), 1.3983
(38.2%), 1.4023 (50.0%), 1.4064 (61.8%) and 1.4¥544%).



The expectation for a downtrend is that if priceaees from this low, it will encounter
resistance at one of the Fibonacci levels becaaders will be ready with sell orders there.

Let's take a look at what happened next.
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Yowza, isn't that a thing of beauty?! T

he market did try to rally, stalled below the 38.BXel for a bit before testing the 50.0%
level. If you had some orders either at the 38.2%000% levels, you would've made some
mad pips on that trade.

w adwvertisement

In these two examples, we see that pfocendsome temporary support or resistance at
Fibonacci retracement levels. Because of all tlopleewho use the Fibonacci tool, those
levels become self-fulfillingupport and resistantevels.

One thing you should take note of is that price Walways bounce from these levels. They
should be looked at @aseas of interestor asCyclopiplikes to call them,KILL ZONES! "
We'll teach you more about that later on.

For now, there's something you should always reneermbout using the Fibonacci tool and
it's that they are not always simple to use! Ifythweere that simple, traders would always
place their orders at Fib levels and the marketslavvend forever.

In the next lesson, we'll show you what can happleen Fibonacci levels fail.

When Fibonacci Fails

Back in Grade 1, we said that support and resistiewels eventually break. Well, seeing as
how Fibonacci levels are used to find support asistance levels, this also applies to
Fibonacci!

Now, let's go through an example when the Fibonaatcacement tool fails.



Below is a 4-hour chart of GBP/USD.

Here, you see that the pair has been in downtsmgou decided to take out your Fibonacci
tool to help you spot a good entry point. You use$wing High at 1.5383, with a swing low
at 1.4799.

You see that the pair has been stalling at the?s0e@ el for the past couple of candles.

You say to yourself, "Oh man, that 50.0% Fib leved! holding baby! Time to short this
sucka!"

You short at market and start day dreaming thalllymeidriving down Rodeo Drive in your
new Maserati with Scarlett Johansson (or if yoa'tady trader, Robert Pattinson) in the
passenger seat...
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Now, if you really did put an order at that lewett only would your dreams go up in smoke,
but your account would take a serious hit if yodndi manage your risk properly!

Take a look at what happened.
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It turns out that that Swing Low was the bottonhe downtrend and market began to rally
above the Swing High point.

What's the lesson here?

While Fibonacci levels give you a higher probapibf success, like other technical tools,
they don't always work. You don't know if price Witverse to the 38.2% level before
resuming the trend.

Sometimes it may hit 50.0% or the 61.8% levels t@efarning around. Heck, sometimes
price will just ignore Mr. Fibonacci and blow paditthe levels just like how Lebron James
bullies his way through the lane with sheer force.

Remember, the market will not always resume itsamat after finding temporary support or
resistance, but instead continue to go past trente®wing High or Low.

w adwvertisement

Another common problem in using the Fibonacci teaetermining which Swing Low and
Swing High to use.

People look at charts differently, look at differéme frames, and have their own
fundamental biases. It is likely that Stephen fi@ipbuktu and the girl from Pipanema have
different ideas of where the Swing High and Swirgvlpoints should be.

The bottom line is that there is no absolute righy to do it, especially when the trend on the
chart isn't so clear. Sometimes it becomes a guggsime.

That's why you need to hone your skills and combtieeFibonacci tool with other tools in
your forex toolbox to help give you a higher proitigbof success.

In the next lesson, we'll show you how to use tieiracci tool in combination with other
forms of support and resistance levels and cancksst



Combining Fibs with Support and Resistance

Like we said in the previous section, using Fib@névels can be very subjective. However,
there are ways that you can help tilt the oddsour yavor.

While the Fibonacci tool is extremely useful, ibshdn't be used all by its lonesome self.

It's kinda like comparing it to NBA superstar KoBeyant. Kobe is one of the greatest
basketball players of all time, but even he coaldim those titles by himself. He needs some
backup.

Similarly, the Fibonacci tool should be used in bamation with other tools. In this section,
let's take what you've learned so far and try tolmoe them to help us spot some sweet trade
setups.

Are y'all ready? Let's get this pip show on thedtoa

One of the best ways to use the Fibonacci toa &pbt potentiadupport and resistantevels
and see if they line up with Fibonacci retracemewtls.

If Fib levels are already support and resistaneel$e and you combine them with other price
areas that a lot of other traders are watchingy the chances of price bouncing from those
areas are much higher.

Let's look at an example of how you can combingertipand resistance levels with Fib
levels. Below is a daily chart of USD/CHF.
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As you can see, it's been on an uptrend recenblyk lat all those green candles! You decide
that you want to get in on this long USD/CHF bandgara

But the question is, "When do you enter?" You lougtthe Fibonacci tool, using the low at
1.0132 on January 11 for the Swing Low and the high 0899 on February 19 for the Swing
High.



Now your chart looks pretty sweet with all thosb &vels.
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Now that we have a framework to increase our priibabf finding solid entry, we can
answer the question "Where should you enter?"

You look back a little bit and you see that the51@ price was good resistance level in the
past and it just happens to line up with the 50FPBaetracement level. Now that it's broken,
it could turn into support and be a good placeuy. b
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If you did set an order somewhere around the 5C=0#tevel, you'd be a pretty happy
camper!

There would have been some pretty tense momeipiscialy on the second test of the

support level on April 1. Price tried to piercedhgh the support level, but failed to close
below it. Eventually, the pair broke past the Switigh and resumed its uptrend.

w adwvertisement



You can do the same setup on a downtrend as wedlp®int is you should look for price
levels that seem to have been areas of interdéiseipast. If you think about it, there's a higher
chance that price will bounce from these levels.

Why?

First, as we discussed in Grade 1, previous sugpadsistance levels would be good areas to
buy or sell because other traders will also bergythese levels like a hawk.

Second, since we know that a lot of traders aleals Fibonacci tool, they may be looking
to jump in on these Fib levels themselves.

With traders looking at the same support and r@st&t levels, there's a good chance that there
are a ton of orders at those price levels.

While there's no guarantee that price will bounoenfthose levels, at least you can be more
confident about your trade. After all, there i®atth in numbers!

Remember that trading is all about probabilitiéyol stick to those higher probability
trades, then there's a better chance of cominglmad in the long run.

Combining Fibs with Trend Lines

Another good tool to combine with the Fibonacciltgdrend lineanalysis. After all,
Fibonacci levels work best when the market is timgpdso this makes a lot of sense!

Remember that whenever a pair is in a downtrengptyend, traders use Fibonacci
retracement levels as a way to get in on the tr8odvhy not look for levels where Fib levels
line up right smack with the trend?

Here's a 1-hour chart of AUD/JPY. As you can seegfas been respecting a short term
rising trend line over the past couple of days.
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You think to yourself, "Hmm, that's a sweet uptreigtht there. | wanna buy AUD/JPY, even
if it's just for a short term trade. | think I'luly once the pair hits the trend line again.”

Before you do that though, why don't you reachyfmur forex tool box and get that Fibonacci
tool out? Let's see if we can get a more exacyentice.
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Here we plotted the Fibonacci retracement leveladiyg the Swing low at 82.61 and the
Swing High at 83.84.

Notice how the 50.0% and 61.8% Fib levels are s&eted by the rising trend line.

Could these levels serve as potential supportd@vehere's only one way to find out!
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Guess what? The 61.8% Fib level held, as price éedithere before heading back up. If you
had set some orders at that level, you would hadeahperfect entry!

A couple of hours after touching the trend line¢c@rzoomed up like Astroboy on Red Bull,
bursting through the Swing High.



Aren't you glad you've got this in your forex tookonow?

w advertizement

As you can see, it does pay to make use of thenkitm tool, even if you're planning to
enter on a retest of the trend line. The combinadioboth a diagonal and a horizorgabport
or resistancéevel could mean that other traders are eyingehegels as well.

Take note though, as with other drawing tools, dngwrend lines can also get pretty
subjective.

You don't know exactly how other traders are drgwihem, but you can count on one thing -
that there's a trend!

If you see that a trend is developing, you sho@didoking for ways to go long to give you a
better chance of a profitable trade. You can usd-thonacci tool to help you find potential
entry points.

Combining Fibs with Candlesticks

If you've been paying attention in class, you'dwrry now that you can combine the
Fibonacci tool witrsupport and resistantevels andrend linesto create a simple but super
awesome trading strategy.

But we ain't done yet! In this lesson, we're gdimgeach you how to combine the Fibonacci
tool with your knowledge adapanese candlestick pattetimat you learned in Grade 2.

In combining the Fibonacci tool with candlesticktpens, we are actually looking for
exhaustive candlesticks. If you can tell when bgyon selling pressure is exhausted, it can
give you a clue of when price may continue trending

We here at BabyPips.com like to call them "Fibon&andlesticks," or "Fib Sticks" for
short. Pretty catchy, eh? Let's take a look atamgle to make this clearer.

Below is a 1-hour chart of EUR/USD.
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The pair seems to have been in a downtrend thengeet, but the move seems to have
paused for a bit. Will there be a chance to geininhis downtrend? You know what this
means. It's time to take the Fibonacci tool andgetork!

As you can see from the chart, we've set our Swigh at 1.3364 on March 5, with the
Swing Low at 1.2523 on March 7.

Since it's a Friday, you decided to just chill dake an early day off, and decide when you
wanna enter once you see the charts after the wdeke
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Whoa! By the time you popped open your charts, s@eithat EUR/USD has shot up quite a
bit from its Friday closing price.

While the 50.0% Fib level held for a bit, buyergetually took the pair higher. You decide to
wait and see whether the 61.8% Fib level holdserAdtl, the last candle was pretty bullish!
Who knows, price just might keep shooting up!
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Well, will you look at that? A long legged doji hitsmed right smack on the 61.8% Fib
level. If you paid attention in Grade 2, you'd knthat this is an "exhaustive candle." Has
buying pressure died down? Is resistance at théekéd holding? It's possible. Other traders
were probably eyeing that Fib level as well.

Is it time to short? You can never know for suréi@h is why risk management is so
important), but the probability of a reversal logkstty darn good!
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If you had shorted right after thabji had formed, you could have made some serioustgrofi
Right after the doji, price stalled for a bit befdreading straight down. Take a look at all
those red candles!

It seems that buyers were indeed pretty tired, whitowed sellers to jump back in and take
control. Eventually, price went all the way backahoto the Swing Low. That was a move of
about 500 pips! That could've been your trade efytar!

w adwvertisement



Looking for "Fib Sticks" can be really useful, &8y can signal whether a Fib level will hold.
If it seems that price is stalling on a Fib lewances are that other traders may have put
some orders at those levels. This would act as cmrBrmation that there is indeed some
resistance or support at that price.

Another nice thing about Fib Sticks is that you 'tlaeed to place limit orders at the Fib
levels. You may have some concerns whether thessuppresistance will hold since we are
looking at a "zone" and not necessarily specifiels.

This is where you can use your knowledge of camidleformations.

You could wait for a Fib Stick to form right belcaw above a Fib level to give you more
confirmation on whether you should put in an order.

If a Fib stick does form, you can just enter a¢ratimarket price since you now have more
confirmation that level could be holding.

Fibonacci Extensions

The next use of Fibonacci will be using them talfiargets.

Gotta always keep in mind "Zombieland Rules of 8@iw#22" - When in doubt, know your
way out! Let's start with an example in an uptrend.

In an uptrend, the general idea is to take profits long trade at a Fibonacci Price Extension
Level. You determine the Fibonacci extension lebgisising three mouse clicks.

First, click on a significant Swing Low, then dragur cursor and click on the most recent
Swing High. Finally, drag your cursor back down atidk on any of the retracement levels.

This will display each of the Price Extension Levshowing both the ratio and corresponding
price levels. Pretty neat, huh?

Let's go back to that example with the USD/CHF thar showed you in the previous lesson.
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The 50.0% Fib level held strongly as support aftdy ghree tests, the pair finally resumed its
uptrend. In the chart above, you can even see pse@bove the previous Swing High.

Let's pop on the Fibonacci extension tool to seere/would have been a good place to take

off some profits.
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Here's a recap of what happened after the retrateBvang Low occurred:

- Price rallied all the way to the 61.8% level, whitcted up closely with the previous

Swing High.
It fell back to the 38.2% level, where it found popt
« Price then rallied and found resistance at the 1[@344.

« A couple of days later, price rallied yet againdreffinding resistance at the 161.8%

level.

As you can see from the example, the 61.8%, 10094 &t4.8% levels all would have been

good places to take off some profits.



w adwvertisement

Now, let's take a look at an example of using Famznextension levels in a downtrend.

In a downtrend, the general idea is to take profits short trade at a Fibonacci extension
level since the market often finds support at tHegels.

Let's take another look at that downtrend on tiedr EUR/USD chart we showed you in the
Fib Sticks lesson.
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Here, we saw doji form just under the 61.8% Fib level. Price therersed as sellers jumped
back in, and brought price all the way back dowth®Swing Low.

Let's put up that Fib Extension tool to see wheoeld have been some good places to take
profits had we shorted at the 61.8% retracemem.lev
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Here's what happened after price reversed fronkith@nacci retracement level:




« Price found support at the 38.2% level

« The 50.0% level held as initial support, then bezam area of interest

+ The 61.8% level also became an area of interefsirdoprice shot down to test the
previous Swing Low

+ If you look ahead, you'll find out that the 100%emnsion level also acted as support

We could have taken off profits at the 38.2%, 50.0961.8% levels. All these levels acted
as support, possibly because other traders wepargan eye out for these levels for profit
taking as well.

The examples illustrate that price finds at leaste temporargupport or resistanc the
Fibonacci extension levels - not always, but ofanugh to correctly adjust your position to
take profits and manage your risk.

Of course, there are some problems to deal wité. her

First, there is no way to know which exact Fibona&xtension level will provide resistance.
Any of these levels may or may not act as supporsistance.

Another problem is determining which Swing Low tarsfrom in creating the Fibonacci
extension levels.

One way is from the last Swing Low as we did inélxamples; another is from the lowest
Swing Low of the past 30 bars. Again, the poirthet there is no one right way to do it, but
with a lot of practice, you'll make better decisaf picking Swing points.

You will have to use your discretion in using thbdhacci extension tool. You will have to
judge how much longer the trend will continue. laie, we will teach you methods to help
you determine the strength of a trend.

For now, let's move on to stop loss placement!

Placing Stops with Fibs

Probably just as important as knowing where toremtéake off profits is knowing where to
place your stop loss.

You can't just enter a trade based on Fib leveisout having a clue where to exit. Your
account will just go up in flames and you will feez blame Fibonacci, cursing his name in
Italian.

In this lesson, you'll learn a couple of technigtgeset your stops when you decide to use
them trusty Fib levels. These are simple ways ty@ar stop and the rationale behind each
method.

The first method is to set your stop just pastritet Fibonacci level.
If you were planning to enter at the 38.2% Fib letheen you would place your stop beyond

the 50.0% level. If you felt like the 50.0% levebwd hold, then you'd put your stop past the
61.8% level and so on and so forth. Simple, right?



Let's take another look at that 4-hour EUR/USD tharshowed you back in the Fibonacci

retracement lesson.
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If you had shorted at the 50.0%, you could havegaayour stop loss order just past the
61.8% Fib level.

The reasoning behind this method of setting stepisat you believed that the 50.0% level
would hold as a resistance point. Therefore, dgere to rise beyond this point, your trade
idea would be invalidated.

The problem with this method of setting stops & this entirely dependent on you having a
perfect entry.

Setting a stop just past the next Fibonacci retnare level assumes that you are really
confident that the support or resistance areahwill. And, as we pointed out earlier, using
drawing tools isn't an exact science.

The market might shoot up, hit your stop, and evalht go in your direction. This is usually
when we'd go to a corner, and start hitting oudhaathe wall.

We're just warning you that this might happen, somes a few times in a row, so make sure
you limit your losses quickly and let your winneus with the trend. It might be best if you
used this type of stop placement method for sleont tintraday trades.

Now, if you want to be a little safer, another wayset your stops would be to place them
past the recent Swing High or Swing Low.

This type of stop loss placement would give yoad& more room to breathe and give you a
better chance for the market to move in favor afryjtoade.
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If the market price were to surpass the Swing HigBwing Low, it may indicate that a
reversal of the trend is already in place. Thismsghat your trade idea or setup is already
invalidated and that you're too late to jump in.

Setting larger stop losses would probably be bsst dor longer term, swing-type trades, and
you can also incorporate this intoszaling it method, which you will learn later on in this
course.

Of course, with a larger stop, you also have toemiver to adjust your position size
accordingly.

If you tend to trade the same position size, yoy meur large losses, especially if you enter
at one of the earlier Fib levels.

This can also lead to some unfavoraigiard-to-riskratios, as you may have a wide stop that
isn't proportional to your potential reward.

w advertizsameaent

So which way is better?

The truth is, just like in combining the Fibonaoeiracement tool with support and resistance,
trend lines, and candlesticks to find a bettengntmwould be best to use your knowledge of
these tools to analyze the current environmenetp you pick a good stop loss point.

As much as possible, you shouldn't rely solely imlévels as support and resistance points
as the basis for stop loss placement.

Remember, stop loss placement isn't a sure thirtgf fpou can tilt the odds in your favor by
combining multiple tools, it could help give youetter exit point, more room for your trade
to breathe, and possibly a better reward-to-rigk teade.



Summary: Fibonacci

The key Fibonacci retracement levels to keep aroayare the 23.6%, 38.2%, 50.0%, 61.8%,
and 76.4%. The ones that seem to hold the mostivaig the 38.2%, 50.0%, and 61.8%
levels. These are normally included in the defaettings of any Fibonacci retracement
software.

If your trading software doesn't have a Fib toolworries - we've got Ribonacci calculator
that will do all the work for you!

Traders use the Fibonacci retracement levels anpalsupport and resistance Since
plenty of traders watch these same levels and flagend sell orders on them to enter trades
or place stops, the support and resistance levaystmcome a self-fulfilling prophecy.

They key Fibonacci extension levels are the 38 294)%, 61.8%, 100%, 138.2% and
161.8%.

Traders use the Fibonacci extension levels as patsapport and resistance areas to set

profit targets. Again, since so many traders arehwag these levels and placing buy and sell
orders to take profits, this tool tends to work de#-fulfilling expectations.
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In order to apply Fibonacci levels to your chayts)'ll need to identify Swing High and
Swing Low points.

A Swing High is a candlestick with at least two Ewvhighs on both the left and right of itself.
A Swing Low is a candlestick with at least two regtiows on both the left and right of itself.

Because many traders use the Fibonacci tool, fleusts tend to become self-fulfilling
support and resistance levels or areas of interest.

When using the Fibonacci tool, probability of susxeould increase when using the Fib tool
with other support and resistance levels, treneslimnd candlestick patterns for spotting entry
and stop loss points.

Silky Smooth Moving Averages

A moving average is simply a way to smooth outgaction over time. By "moving
average", we mean that you are taking the averageng price of a currency pair for the last
X' number of periods. On a chart, it would lodkelithis:



moving average of closing
prices of the last 10 periods.

Like every indicator, a moving average indicatonsed to help us forecast future prices. By
looking at the slope of the moving average, youlzstter determine the potential direction of
market prices.

As we said, moving averages smooth out price action

There are different types of moving averages act eathem has their own level of
"smoothness".

Generally, the smoother the moving average, theesld is to react to the price movement.
The choppier the moving average, the quickertid iact to the price movement. To make a

moving average smoother, you should get the averlagang prices over a longer time
period.
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Now, you're probably thinking, "C'mon, let's getthe good stuff. How can | use this to
trade?"

In this section, we first need to explain to yoa ttvo major types of moving averages:

1. Simple
2. Exponential

We'll also teach you how to calculate them and ¢ireepros and cons of each. Just like in
every other lesson in the BabyPips.com School pg&ogy, you need to know the basics
first!

After you've got that on lockdown like Argentiniaaccer player Lionel Messi's ball-handling
skills, we'll teach you the different ways to useuving averages and how to incorporate them
into your trading strategy.

By the end of this lesson, you'll be just as smastiMessi's!



Are you ready?
If you are, give us a "Heck yeah!"
If not, go back and reread the intro.

Once you're pumped and ready to go, head to thepage.

Simple Moving Averages

A simple moving average is the simplest type of mg\average (DUH!). Basically, a simple
moving average is calculated by adding up the"MSperiod's closing prices and then
dividing that number by X.

Confused???

Don't worry, we'll make it crystal clear.

If you plotted a 5 period simple moving averageadirhour chart, you would add up the
closing prices for the last 5 hours, and then d@ivltht number by 5. Voila! You have the
average closing price over the last five hourshgtthose average prices together and you get

a moving average!

If you were to plot a 5-period simple moving averan a 10-minute chart, you would add up
the closing prices of the last 50 minutes and thenle that number by 5.

If you were to plot a 5 period simple moving averag a 30 minute chart, you would add up
the closing prices of the last 150 minutes and theide that number by 5.

If you were to plot the 5 period simple moving age on the 4 hr. chart... Okay, okay, we
know, we know. You get the picture!

Most charting packages will do all the calculatiémsyou. The reason we just bored you
(yawn!) with a "how to" on calculating simple mogiaverages is because it's important to
understand so that you know how to edit and twhkakrtdicator.

Understanding how an indicator works means youachimst and create different strategies as
the market environment changes.

Now, just like almost any other indicator out ther®ving averages operate with a delay.
Because you are taking the averages of past pgt&yy you are really only seeing the
general path of the recent past and the genegadtdin of "future” short term price action.

Disclaimer: Moving averages will not turn you intoMs. Cleo the psychic!

Here is an example of how moving averages smodtkheiprice action.
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On chart above, we've plotted three different SMMAghe 1-hour chart of USD/CHF. As you
can see, the longer the SMA period is, the madiagg behind the price.

Notice how the 62 SMA is farther away from the eatrprice than the 30 and 5 SMAs.

This is because the 62 SMA adds up the closinggmd the last 62 periods and divides it by
62. The longer period you use for the SMA, the gloivis to react to the price movement.
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The SMAs in this chart show you the overall sentitred the market at this point in time.
Here, we can see that the pair is trending.

Instead of just looking at the current price of tharket, the moving averages give us a
broader view, and we can now gauge the generaltitireof its future price. With the use of
SMAs, we can tell whether a pair is trending upntting down, or just ranging.

There is one problem with the simple moving averaugit's that they are susceptible to
spikes. When this happens, this can give us fagals. We might think that a new trend
may be developing but in reality, nothing changed.

In the next lesson, we will show you what we mesang also introduce you to another type of
moving average to avoid this problem.

Exponential Moving Average

As we said in the previous lesson, simple movingrages can be distorted by spikes. We'll
start with an example.

Let's say we plot a 5-period SMA on the daily cldfEUR/USD.
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The closing prices for the last 5 days are as\dlo

Day 1: 1.3172
Day 2: 1.3231
Day 3: 1.3164
Day 4: 1.3186
Day 5: 1.3293

The simple moving average would be calculated bove:

(1.3172 + 1.3231 + 1.3164 + 1.3186 + 1.3293) /153209

Simple enough, right?

Well what if there was a news report on Day 2 ttaatses the euro to drop across the board.
This causes EUR/USD to plunge and close at 1.3061& see what effect this would have on
the 5 period SMA.

Day 1: 1.3172

Day 2:1.3000

Day 3: 1.3164

Day 4: 1.3186

Day 5: 1.3293

The simple moving average would be calculated bowe:

(1.3172 +1.3000+ 1.3164 + 1.3186 + 1.3293) / 513194

The result of the simple moving average would be dower and it would give you the

notion that the price was actually going down, whereality, Day 2 was just a one-time
event caused by the poor results of an economartep

w adwvertisement



The point we're trying to make is that sometimesdimple moving average might be too
simple. If only there was a way that you couldfilout these spikes so that you wouldn't get
the wrong idea. Hmm... Wait a minute... Yep, thera way!

It's called théExponential Moving Averagé
Exponential moving averages (EMA) give more weighthe most recent periods. In our
example above, the EMA would put more weight onghees of the most recent days, which

would be Days 3, 4, and 5.

This would mean that the spike on Day 2 would blesder value and wouldn't have as big an
effect on the moving average as it would if we baltulated for a simple moving average.

If you think about it, this makes a lot of sensedese what this does is it puts more emphasis
on what traders are doing recently.

Let's take a look at the 4-hour chart of USD/JPYighlight how an SMA and EMA would
look side by side on a chart.
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Notice how the red line (the 30 EMA) seems to lmset price than the blue line (the 30
SMA). This means that it more accurately represesasnt price action. You can probably
guess why this happens.

It's because the EMA places more emphasis on vdsabéen happening lately. When
trading, it is far more important to see what tradee doing NOW rather what they were
doing last week or last month.



SMAvs. EMA

By now, you're probably asking yourself, which &tbr? The simple or the exponential
moving average?

First, let's start with the exponential moving agg. When you want a moving average that
will respond to the price action rather quicklyemha short period EMA is the best way to go.

These can help you catch trends very early (morthisrater), which will result in higher
profit. In fact, the earlier you catch a trend, kbieger you can ride it and rake in those profits
(boo yeah!).

The downside to using the exponential moving aweiaghat you might get faked out during
consolidation periods (oh no!).

Because the moving average responds so quickhetprice, you might think a trend is
forming when it could just be a price spike. Thisuld be a case of the indicator being too
fast for your own good.

With a simple moving average, the opposite is ttMbaen you want a moving average that is
smoother and slower to respond to price actiom ghiwnger period SMA is the best way to

go.

This would work well when looking at longer timeaines, as it could give you an idea of the
overall trend.

Although it is slow to respond to the price actitrtould possibly save you from many fake
outs. The downside is that it might delay you tmag, and you might miss out on a good
entry price or the trade altogether.

An easy analogy to remember the difference betweiwo is to think of a hare and a
toirtoise.




The tortoise is slow, like the SMA, so you mighissibut on getting in on the trend early.
However, it has a hard shell to protect itself, amdilarly, using SMAs would help you avoid
getting caught up in fakeouts.

On the other hand, the hare is quick, like the EMAelps you catch the beginning of the
trend but you run the risk of getting sidetrackgddkeouts (or naps if you're a sleepy trader).

Below is a table to help you remember the proscamd of each.
SMA EMA

uick Moving and is good
at showing recent price
swings.
Slow moving, which may cause More prone to cause
Cons alagin buying and selling  fakeouts and give errant
signals signals.

Displays a smooth chart whichQ

Pros eliminates most fakeouts.

So which one is better?
It's really up to you to decide.
Many traders plot several different moving averagegive them both sides of the story.

They might use a longer period simple moving avetadgind out what the overall trend is,
and then use a shorter period exponential moviega@e to find a good time to enter a trade.

w advertizement

There are a number of trading strategies that aiteasound the use of moving averages. In
the following lessons, we will teach you:

1. How to use moving averages to determine the trend
2. How to incorporate the crossover of moving averaggsyour trading system
3. How moving averages can be used as dynamic sugpontesistance

Time for recess! Go find a chart and start playwiiln some moving averages! Try out

different types and try experimenting with diffet@eriods. In time, you will find out which
moving averages work best for you.

Using Moving Averages
One sweet way to use moving averages is to helggtermine the trend.

The simplest way is to just plot a single movingrage on the chart. When price action tends
to stay above the moving average, it would sighat price is in a general uptrend.

If price action tends to stay below the moving agey, then it would indicate that it is in a
downtrend.
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The problem with this is that it's too simplistic.

Let's say that USD/JPY has been in a downtrenda Imatwvs report comes out causing it surge
higher.
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You see that the price is now above the movingameerYou think to yourself:
"Hmmm... It looks like this pair is about to shifitection. Time to buy this sucker!"

So you do just that. You buy a billion units cayea're confident that USD/JPY is going to
rise.
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Bammm! You got faked out! As it turns out, tradgrst reacted to the news but the trend
continued and price kept heading lower!

w adwvertisement

What some traders do - and what we suggest yos dek - is that they plot a couple of
moving averages on their charts instead of just ©his gives them a clearer signal of
whether the pair is trending up or down dependmghe order of the moving averages. Let
us explain.

In an uptrend, the "faster" moving average shoeldliove the "slower" moving average and
for a downtrend, vice versa. For example, let'svgayave two MAs: the 10-period MA and
the 20-period MA. On your chart, it would look likais:
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Above is a daily chart of USD/JPY. Throughout tipgrend, the 10 SMA is above the 20
SMA. As you can see, you can use moving averageslposhow whether a pair is trending
up or down. Combining this with your knowledge centd lines, this can help you decide
whether to go long or short a currency.



You can also try putting more than two moving agesaon your chart. Just as long as lines
are in order (fastest to slowest in an uptrendyessat to fastest in an uptrend), then you can
tell whether the pair is in an uptrend or in a dowend.

Moving Average Crossover Trading

By now, you know how to determine the trend by gt on some moving averages on your
charts. You should also know that moving averageshelp you determine when a trend is
about to end and reverse.

All you have to do is plop on a couple of movingegges on your chart, and wait for a
crossover. If the moving averages cross over onthan it could signal that the trend is
about to change soon, thereby giving you the chamget a better entry. By having a better
entry, you have the chance to bag mo' pips!

If Allen Iverson made a living by having a killerossover move, why can't you?

Let's take another look at that daily chart of UBE®Y to help explain moving average
crossover trading.
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From around April to July, the pair was in a niggrand. It topped out at around 124.00,
before slowly heading down. In the middle of Julg see that the 10 SMA crossed below the
20 SMA.

And what happened next?

A nice downtrend!



If you had shorted at the crossover of the movwerages you would have made yourself
almost a thousand pips!
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Of course, not every trade will be a thousand-piner, a hundred-pip winner, or even a 10-
pip winner.

It could be a loser, which means you have to canghings like where to place your stop loss
or when to take profits. You just can't jump inlvatt a plan!

What some traders do is that they close out thesitijpn once a new crossover has been made
or once price has moved against the position agpeeaiined amount of pips.

This is what Huck does in hetLHB system She either exits when a new crossover has been
made, but also has a 150-pip stop loss just in case

The reason for this is you just don't know whenrtagt crossover will be. You may end up
hurting yourself if you wait too long!

One thing to take note of with a crossover systethat while they work beautifully in a
volatile and/or trending environment, they don'rkveo well when price is ranging.

You will get hit with tons of crossover signals ayali could find yourself getting stopped out
multiple times before you catch a trend again.

Dynamic Support and Resistance

Another way to use moving averages is to use thedyaamic support and resistance levels.

We like to call it dynamic because it's not likeuydraditional horizontal support and
resistance lines. They are constantly changingra#pg on recent price action.

There are many traders out there who look at theseng averages as key support or
resistance. These traders will buy when price dipbtests the moving average or sell if price
rises and touches the moving average.

Here's a look at the 15-minute chart of GBP/USD oyl on the 50 EMA. Let's see if it
serves as dynamic support or resistance.
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It looks like it held really well! Every time pricagpproached 50 EMA and tested it, it acted as
resistance and price bounced back down. Amazirty? hu

One thing you should keep in mind is that thesguatelike your normal support and
resistance lines.

This means that price won't always bounce perféatiy the moving average. Sometimes it
will go past it a little bit before heading backtire direction of the trend.

There are also times when price will blast paattagether. What some traders do is that they
pop on two moving averages, and only buy or sateqorice is in the middle of the space
between the two moving averages.

You could call this area "the zone".

Let's take another look at that 15-minute chaGBP/USD, but this time let's use the 10 and
20 EMAs.
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From the chart above, you see that price wenttjiglast the 10 EMA a few pips, but
proceeded to drop afterwards.

There are some traders who use intraday stratpgiekke this. The idea is that just like your
horizontal support and resistance areas, thesenmavierages should be treated like zones or
areas of interest.

The area between moving averages could therefol@ked upon as a zone of support or
resistance.

Breaking through Dynamic Support and Resistance

Now you know that moving averages can potentiailyaa support and resistance. Combining
a couple of them, you can have yourself a nicke [#bne. But you should also know that they
can break, just like any support and resistancel!lev

Let's take another look at the 50 EMA on GBP/USIBgnin chart.
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In the chart above, we see that the 50 EMA held stsong resistance level for a while as
GBP/USD repeatedly bounced off it.

However, as we've highlighted with the red box¢g@rinally broke through and shot up. Price
then retraced and tested the 50 EMA again, whiokigat to be a strong support level.

So there you have it folks!

Moving averages can also act as dynamic supportesistance levels.

One nice thing about using moving averages isthlitre always changing, which means
that you can just leave it on your chart and doante to keep looking back in time to spot

potential support and resistance levels.

You know that the line most likely represent a nmgvarea of interest. The only problem of
course is figuring out which moving average to use!



Summary: Moving Averages

« There are many types of moving averages. The twat owmmon types are a simple
moving average and an exponential moving average.

- Simple moving averages are the simplest form ofingpaverages, but they are
susceptible to spikes.

« Exponential moving averages put more weight torfepdace, which means they place
more emphasis on what traders are doing now.

« Itis much more important to know what tradersdomg now than to see what they
did last week or last month.

- Simple moving averages are smoother than expohemt&ng averages.

« Longer period moving averages are smoother thareshmeriod moving averages.

- Using the exponential moving average can help yot & trend faster, but is prone to
many fake outs.

- Smooth moving averages are slower to respond ¢e jpGtion but will save you from
spikes and fake outs. However, because of theiw sdaction, they can delay you
from taking a trade and may cause you to miss ggwod opportunities.

« You can use moving averages to help you defingrémel, when to enter, and when
the trend is coming to an end.

« Moving averages can be used as dynamic supporesigiance levels.

- One of the best ways to use moving averages ibtalgferent types so that you can
see both long term movement and short term movement

You got all of that? Why don't you open up yourrting software and try popping up some
moving averages.

Remember, using moving averages is easy. The laardspletermining which one to use!
That's why you should try them out and figure ottcl best fits your style of trading. Maybe
you prefer a trend-following system. Or maybe yantwise them as dynamic support and

resistance.

Whatever you choose to do, make sure you read dip@some testing to see how it fits into
your overall trading plan.

Bollinger Bands



Congratulations on making it to the 5th grade! Eacie you make it to the next grade you
continue to add more and more tools to your tradedlbox.

"What's a trader's toolbox?" you ask.
Simple!

Let's compare trading to building a house. You waliluse a hammer on a screw, right? Nor
would you use a buzz saw to drive in nails. Theagisoper tool for each situation.

Just like in trading, some trading tools and inticeare best used in particular environments
or situations. So, the more tools you have, theebgbu can adapt to the ever changing
market environment.

Or if you want to focus on a few specific tradinygonments or tools, that's cool too. It's
good to have a specialist when installing yourteleity or plumbing in a house, just like it's
cool to be a Bollinger band or Moving Average exper

There are a million different ways to grab somespip

For this lesson, as you learn about these indisatioink of each as a new tool that you can
add to that toolbox of yours.

You might not necessarily use all of these toals,its always nice to have plenty of options,
right? You might even find one that you understand comfortable enough to master on its
own. Now, enough about tools already!

Let's get started!

Bollinger Bands

Bollinger bands are used to measure a market'silitgla

Basically, this little tool tells us whether the mket is quiet or whether the marketi®UD !
When the market is quiet, the bands contract arehwithe market iEOUD, the bands

expand.

Notice on the chart below that when price is qulet,bands are close together. When price
moves up, the bands spread apart.



Makin' some
LOUD noise!

Shh, quiet...

That's all there is to it. Yes, we could go on Aode you by going into the history of the
Bollinger band, how it is calculated, the mathegatformulas behind it, and so on and so
forth, but we really didn't feel like typing it adlut.

In all honesty, you don't need to know any of fhak. We think it's more important that we
show you some ways you can apply the Bollinger baad/our trading.

Note: If you really want to learn about the caltwlias of a Bollinger band, then you can go to
www.bollingerbands.com

The Bollinger Bounce

One thing you should know about Bollinger bandht price tends to return to the middle of
the bands. That is the whole idea behind the Byglirbounce. By looking at the chart below,
can you tell us where the price might go next?

price reached the top
of the band...

If you said down, then you are correct! As you saa, the price settled back down towards
the middle area of the bands.



price bounces back
towards the middie!

What you just saw was a classic Bollinger bounde feason these bounces occur is because
Bollinger bands act like dynamic support and resiseé levels.

The longer the time frame you are in, the stronigese bands tend to be. Many traders have
developed systems that thrive on these bouncethanstrategy is best used when the market
is ranging and there is no clear trend.

Now let's look at a way to use Bollinger bands wtienmarketioestrend.

Bollinger Squeeze

The Bollinger squeeze is pretty self-explanatorjneWWthe bands squeeze together, it usually
means that a breakout is getting ready to happen.

If the candles start to break out above the topl piren the move will usually continue to go
up. If the candles start to break out below thedibland, then price will usually continue to
go down.

candle
breaks
upper
band
bands
squeeze

together...



Looking at the chart above, you can see the bajusezing together. The price has just
started to break out of the top band. Based onrnfasmation, where do you think the price
will go?

price shoots

If you said up, you are correct again!

This is how a typical Bollinger squeeze works.

This strategy is designed for you to catch a meveaaly as possible. Setups like these don't
occur every day, but you can probably spot theewatimes a week if you are looking at a
15-minute chart.

There are many other things you can do with Bodimgands, but these are the 2 most

common strategies associated with them. It's torut this in your trader's toolbox before
we move on to the next indicator.

Moving Average Convergence Divergence (MACD)



MACD is an acronym foM oving AverageConvergenc®ivergence. This tool is used to
identify moving averages that are indicating a memnd, whether it's bullish or bearish. After
all, our top priority in trading is being able tad a trend, because that is where the most
money is made.
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MACD

Histogram

With an MACD chart, you will usually see three nuenbthat are used for its settings.

- The first is the number of periods that is usedaiculate the faster moving average.

« The second is the number of periods that is uséakeislower moving average.

« And the third is the number of bars that is usecaloulate the moving average of the
difference between the faster and slower movingaaes.

For example, if you were to see "12, 26, 9" asMiA&D parameters (which is usually the
default setting for most charting packages), thisaw you would interpret it:

- The 12 represents the previous 12 bars of therfagiging average.

- The 26 represents the previous 26 bars of the sloweging average.

« The 9 represents the previous 9 bars of the difterdetween the two moving
averages. This is plotted by vertical lines calidustogram (the green lines in the
chart above).

There is a common misconception when it comesddities of the MACD. The two lines
that are drawn are NOT moving averages of the pinstead, they are the moving averages
of theDIFFERENCE between two moving averages.

In our example above, the faster moving averagjfeeisnoving average of the difference
between the 12 and 26-period moving averages. [bBiaeesmoving average plots the average



of the previous MACD line. Once again, from our myde above, this would be a 9-period
moving average.

This means that we are taking the average of gt®lperiods of the faster MACD line and
plotting it as our slower moving average. This stheas out the original line even more,
which gives us a more accurate line.

The histogram simply plots the difference betwdenfast and slow moving average. If you
look at our original chart, you can see that, asttto moving averages separate, the
histogram gets bigger.

This is called divergence because the faster maawegage is "diverging” or moving away
from the slower moving average.

As the moving averages get closer to each othehigtogram gets smaller. This is called
convergence because the faster moving averagenséoging" or getting closer to the slower
moving average.

And that, my friend, is how you get the narivpving AverageConvergencéivergence!
Whew, we need to crack our knuckles after that one!

Ok, so now you know what MACD does. Now we'll shgou what MACD can do for YOU.

- advertizsement

How to Trade Using MACD

Because there are two moving averages with difté'sgreeds”, the faster one will obviously
be quicker to react to price movement than the stawme.

When a new trend occurs, the fast line will reast ind eventually cross the slower line.

When this "crossover” occurs, and the fast lingsta "diverge" or move away from the
slower line, it often indicates that a new trend famed.
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From the chart above, you can see that the fastliossed under the slow line and correctly
identified a new downtrend. Notice that when timedi crossed, the histogram temporarily
disappears.

This is because the difference between the lindseaime of the cross is 0. As the downtrend
begins and the fast line diverges away from the $ilee, the histogram gets bigger, which is
good indication of a strong trend.

Let's take a look at an example.

Data
EURUSD, 60 min - Euro vs US Dollar
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In EUR/USD's 1-hour chart above, the fast line sedsabove the slow line while the
histogram disappeared. This suggested that thedoventrend would eventually reverse.

From then, EUR/USD began shooting up as it staxteew uptrend. Imagine if you went
long after the crossover, you would've gained atr@08 pips!

There is one drawback to MACD. Naturally, movingeages tend to lag behind price. After
all, it's just an average of historical prices.

Since the MACD represents moving averagestlbér moving averages and is smoothed out
by another moving average, you can imagine thaetisequite a bit of lag. However, MACD
is still one of the most favored tools by many &

Parabolic SAR

Up until now, we've looked at indicators that mgifdcus on catching the beginning of new
trends. Although it is important to be able to itipnew trends, it is equally important to be
able to identify where a trend ends. After all, Wmhaod is a well-timed entry without a well-
timed exit?



Parabolic SAR

One indicator that can help us determine whereradtmight be ending is the Parabolic SAR
(Stop And Reversal). A Parabolic SAR places dots, or pointsa ahart that indicate potential
reversals in price movement.

From the image above, you can see that the ddtdreim being below the candles during the
uptrend to above the candles when the trend reva@rsea downtrend.

How to Trade Using Parabolic SAR

The nice thing about the Parabolic SAR is that really simple to use. We mean REALLY
simple.

Basically, when the dots are below the candlas,atbuy signal; and when the dots are above
the candles, it is a sell signal.
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Simple?

Yes, we thought so.

This is probably the easiest indicator to interjppetause it assumes that the price is either

going up or down. With that said, this tool is bestd in markets that are trending, and that

have long rallies and downturns.

You DON'T want to use this tool in a choppy mankéere the price movement is sideways.
w adwvertisement

Using Parabolic SAR to exit trades

You can also use Parabolic SAR to help you detegminether you should close your trade
or not.

Check out how the Parabolic SAR worked as an éyiiad in EUR/USD's daily chart above.

[Data
EURUSD, Daily - Euro vs US Dollar
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When EUR/USD started sliding down in late Aprilséemed like it would just keep droppin’
like it's hot. A trader who was able to short tbésr has probably wondered how low it can

go.

In early June, three dots formed at the bottonmefgrice, suggesting that the downtrend was
over and that it was time to exit those shorts.

If you stubbornly decided to hold on to that traldi@king that EUR/USD would resume its
drop, you would've probably erased all those wigsisince the pair eventually climbed back
near 1.3500.



Stochastic
The Stochastic is another indicator that helpsaterchine where a trend might be ending.
By definition, a Stochastic is an oscillator thataaures overbought and oversold conditions

in the market. The 2 lines are similar to the MA@i2s in the sense that one line is faster
than the other.

Stochastic

How to Trade Using the Stochastic

As we said earlier, the Stochastic tells us whemtlarket is
H* overbought or oversold. The Stochastic is scalech d to 100.

When the Stochastic lines are above 80 (the reeédibbe in the
chart above), then it means the market is overbo¥ghen the
Stochastic lines are below 20 (the blue dotted Jithen it means
that the market is oversold.

As a rule of thumb, we buy when the market is asersand we

I.*ﬁﬁlmnhw*mﬁ sell when the market is overbought.

Looking at the chart above, you can see that thehastic has
been showing overbought conditions for quite saome.tBased
on this information, can you guess where the pnaght go?




overbought

If you said the price would drop, then you are &litety correct! Because the market was
overbought for such a long period of time, a realensas bound to happen.

w advertizement

That is the basics of the Stochastic. Many tradeesthe Stochastic in different ways, but the
main purpose of the indicator is to show us whireenharket conditions could be overbought
or oversold.

Over time, you will learn to use the Stochastifitgour own personal trading style.

Okay, let's move on to RSI.

Relative Strength Index

Relative Strength Index, or RSI, is similar to ftechastic in that it identifies overbought and
oversold conditions in the market. It is also sddtem O to 100. Typically, readings below
30 indicate oversold, while readings over 70 ingicaverbought.
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Relative Strength Index
(RSI)

overbought

oversold

How to Trade Using RSI

RSI can be used just like the stochastic. We cantus pick potential tops and bottoms
depending on whether the market is overbought ersmid.

Below is a 4-hour chart of EUR/USD.

| T
W
N

4 1.2000

T Mo
I | m‘x‘l"*“”' |

|

oversold
12 00:00 |20 08:00 |24 D4:00 26 02:00 |28 08:00 [1 0S:00 2 08:00 |7 02:00 5] 08100 It 0800 s 08:00 27 ps:00 [21 D4:00

EUR/USD had been dropping the week, falling ab® gips over the course of two weeks.
On June 7, it was already trading below the 1.2fyxlle. However, RSI dropped below 30,

signalling that there might be no more sellersilethe market and that the move could be
over. Price then reversed and headed back up loeereixt couple of weeks.

w adwvertisement



Determining the Trend using RSI
RSl is a very popular tool because it can alsodeg wo confirm trend formations. If you
think a trend is forming, take a quick look at B8l and look at whether it is above or below
50.

If you are looking at a possible uptrend, then make the RSl is above 50. If you are
looking at a possible downtrend, then make surd&tBeis below 50.

Ulﬁﬁm |
'WI Dt nues

i

f

!

RSI crosses 50 70

In the beginning of the chart above, we can seegtipassible uptrend was forming. To avoid
fake outs, we can wait for RSI to cross above Sotdirm our trend. Sure enough, as RSI
passes above 50, it is a good confirmation thatpdrend has actually formed.

Average Directional Index

The Average Directional Index, or ADX for shortasother example of an oscillator. It
fluctuates from 0 to 100, with readings below 2@igating a weak trend and readings above
50 signaling a strong trend.

Unlike the stochastic, ADX doesn't determine whethe trend is bullish or bearish. Rather,
it merely measures the strength of the currenttrBecause of that, ADX is typically used to
identify whether the market is ranging or startengew trend.

Take a look at these neat charts we've pulled up:
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In this first example, ADX lingered below 20 fromié September until early December. As
you can see from the chart, EUR/CHF was stuck enaidange during that time. Beginning in
January though, ADX started to climb above 50, aligig that a strong trend could be waiting

in the wings.

And would you look at that! EUR/CHF broke below th&tom of the range and went on a

21 lze DPana 11 e l2s Feb1 fo

strong downtrend. Ooh, that'd be around 400 pipkarbag.

Book it, baby!

Now, let's look at this next example:
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Just like in our first example, ADX hovered belo@far quite a while. At that time,

EUR/CHF was also ranging. Soon enough, ADX roseata® and EUR/CHF broke above

the top of its range.



Tada!
A strong uptrend took place. That'd be 300 pigmesl, sealed, and delivered!
Looks simple enough, right?

If there's one problem with using ADX, it's thatliesn't exactly tell you whether it's a buy or
a sell. What it does tell you is whether it'd b@ayko jump in an ongoing trend or not.

Once ADX starts dropping below 50 again, it coulelam that the uptrend or downtrend is
starting to weaken and that it might be a good tionleck in profits.

w advertizsameaent

How to Trade Using ADX

One way to trade using ADX is to wait for breakafitst before deciding to go long or short.
ADX can be used as confirmation whether the paitaccpossibly continue in its current trend
or not.

Another way is to combine ADX with another indicatparticularly one that identifies
whether the pair is headed downwards or upwards.

ADX can also be used to determine when one shdost @ trade early.

For instance, when ADX starts to slide below 5@dlicates that the current trend is losing
steam. From then, the pair could possibly movevggs, so you might want to lock in those
pips before that happens.

Ichimoku Kinko Hyo

Yes, you're still in the right place. You're stillthe School of Pipsology and not in some
Japanese pop fan girl site (although Huck may desagith the rest of the FX-Men on that).
No, "Ichimoku Kinko Hyo" ain't Japanese for "Mayethips be with you," but it can help you
grab those pips nonetheless.

Ichimoku Kinko Hyo (IKH) is an indicator that gawg&iture price momentum and
determines future areas of support and resist&Nms.that's 3-in-1 for y'all! Also know that
this indicator is mainly used on JPY pairs.

To add to your Japanese vocab, the wondnokutranslates to "a glance&kinko means
"equilibrium”, whilehyois Japanese for "chart.” Putting that all togettter phraséechimoku
kinko hyostands for "a glance at a chart in equilibriumuhiHwhat does all that mean?

A chart might make things easier to explain...



Dltll
EURUSD, 240 min - Eun] vs US Dollar

Whoops. That didn't help. A few more lines and'lihissemble a seismograph.
Before you go off and call this gibberish, letistiv find out what each of the lines is for.

Kijun Sen (blue line): Also called standard line or base Jithis is calculated by averaging
the highest high and the lowest low for the pasp@6ods.

Tenkan Sen(red line): This is also known as the turning larel is derived by averaging the
highest high and the lowest low for the past nieeqals.

Chikou Span (green line): This is called the lagging lineisltoday's closing price plotted 26
periods behind.

Senkou Span(orange lines): The first Senkou line is calcudaby averaging the Tenkan Sen
and the Kijun Sen and plotted 26 periods ahead s€bhend Senkou line is determined by
averaging the highest high and the lowest lowHiergast 52 periods and plotted 26 periods
ahead.
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Got it? Well, it's not really necessary for youtemorize how each of the lines is computed.
What's more important is for you to know how tcenmpiret these fancy lines.

w adwvertisement
How to Trade Using Ichimoku Kinyo Hyo
Let's take a look at the Senkou span first.

If the price is above the Senkou span, the topdarees as the first support level while the
bottom line serves as the second support level.

If the price is below the Senkou span, the bottiove florms the first resistance level while the
top line is the second resistance level. Got it?

Meanwhile, the Kijun Sen acts as an indicator tdife: price movement. If the price is higher
than the blue line, it could continue to climb heghlf the price is below the blue line, it could
keep dropping.

The Tenkan Sen is an indicator of the market trértte red line is moving up or down, it
indicates that the market is trending. If it mohesizontally, it signals that the market is
ranging.

Lastly, if the Chikou Span or the green line cregbe price in the bottom-up direction, that's
a buy signal. If the green line crosses the priemfthe top-down, that's a sell signal.

Here's that line-filled chart once more, this tiwiéh the trade signals:
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It sure looks complicated at first but this balgo$ support and resistance levels, crossovers,
oscillators, and trend indicators all in one go! @&img, right?

Okey dokey, we've already covered a smorgasboirttiafators. Let's see how we can put all
of what you just learned together...

Putting It All Together

Now that you know how some of the most common dhnaitators work, you're ready to get
down and dirty with some examples. Better yets letmbine some of these indicators and
see how their trade signals pan out.

In a perfect world, we could take just one of thiesicators and trade strictly by what that
indicator told us. The problem is that we DON"Telim a perfect world, and each of these
indicators has imperfections.

That is why many traders combine different indicatogether so that they can "screen" each
other. They might have 3 different indicators amelytwon't trade unless all 3 indicators give
them the same signal.

In this first example, we've got the Bollinger barathd the Stochastic on EUR/USD's 4-hour
chart. Since the market seems to be ranging ormgaideways, we'd better watch out for the
Bollinger bounce.
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Check out that those sell signals from the Bollimggnds and the Stochastic. EUR/USD
climbed until the top of the band, which usuallysaas a resistance level.

At the same time, the Stochastic reached the ougtiiarea, suggesting that the price could
drop down soon.

And what happened next?

EUR/USD fell by around 300 pips and you would'vedma hefty profit if you took that short
trade.

Later on, the price made contact with the bottorthefband, which usually serves as a
support level. This means that the pair could beunfrom there. With the Stochastic in the
oversold area, it means we should go long.

If you took that trade, you would have gotten aidA0 pips! Not bad!

Here's another example, with the RSI and the MARIB time.
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When the RSI reached the overbought area and gse# signal, the MACD soon followed
with a downward crossover, which is also a selaigAnd, as you can see, the price did
move downhill from there.

Hooray for our indicators!

Later on, the RSI dipped to the oversold regiongane a buy signal. A few hours after, the
MACD made an upward crossover, which is also adigiyal. From there, the price made a
steady climb. More pips for us, yipee!

You probably noticed in this example that the Ri8ég signals ahead of the MACD. Because
of the various properties and magic formulas fertéchnical indicators, some really do give
early signals while others are a bit delayed.

You'll learn more about this in sixth grade.
w adwvertisement

As you continue your journey as a trader, you digicover which indicators work best for
you. We can tell you that we like using MACD, this&hastic, and RSI, but you might have a
different preference.

Every trader out there has tried to find the "magimbination” of indicators that will give
them the right signals all the time, but the tnstthat there is no such thing.

We urge you to study each indicator on its ownlwywatii know the tendencies of how it
behaves relative to price movement, and then cqmeitin your own combination thgbu
understand and that fits your trading style.

Later on in the course, we will show you an exangbla system that combines different
indicators to give you an idea of how they can clement each other.



Summary: Common Chart Indicators

Everything you learn about trading is like a tdwttis being added to your trader's toolbox.
Your tools will give you a better chance of makgwpd trading decisions when you use the
right tool at the right time.

Bollinger Bands.

« Used to measure the market's volatility.
« They act like mini support and resistance levels.

Bollinger Bounce

« A strategy that relies on the notion that pricedgeto always return to the middle of
the Bollinger bands.

« You buy when the price hits the lower Bollinger dan

« You sell when the price hits the upper Bollingendba

« Best used in ranging markets.

Bollinger Squeeze

- A strategy that is used to catch breakouts early.

« When the Bollinger bands "squeeze", it means tlettarket is very quiet, and a
breakout is eminent. Once a breakout occurs, wer ertrade on whatever side the
price makes its breakout.

MACD

« Used to catch trends early and can also help udrgmal reversals.

- It consists of 2 moving averages (1 fast, 1 slomg) zertical lines called a histogram,
which measures the distance between the 2 movieiggss.

- Contrary to what many people think, the moving agerlines are NOT moving
averages of the price. They are moving averagethef moving averages.

« MACD's downfall is its lag because it uses so maoying averages.

+ One way to use MACD is to wait for the fast line'tnoss over" or "cross under" the
slow line and enter the trade accordingly becasigmnals a new trend.

Parabolic SAR

« This indicator is made to spot trend reversalschehe name Parabolic Stop And
Reversal (SAR).

« This is the easiest indicator to interpret becatusely gives bullish and bearish
signals.

« When the dots are above the candles, it is aigelk

« When the dots are below the candles, it is a byryasi

« These are best used in trending markets that ¢afdeng rallies and downturns.

Stochastic

« Used to indicate overbought and oversold conditions



When the moving average lines are above 80, it st the market is overbought
and we should look to sell.

When the moving average lines are below 20, it mélaat the market is oversold and
we should look to buy.

Relative Strength Index (RSI)

Similar to the stochastic in that it indicates dogarght and oversold conditions.
When RSl is above 70, it means that the marketestmught and we should look to
sell.

When RSl is below 30, it means that the markevessold and we should look to
buy.

RSI can also be used to confirm trend formatioingoll think a trend is forming, wait
for RSl to go above or below 50 (depending on ii'g@looking at an uptrend or
downtrend) before you enter a trade.

Average Directional Index (ADX)

The ADX measures how strong a trend is.

It fluctuates from 0 to 100, with readings belowi@0icating a weak trend and
readings above 50 signaling a strong trend.

ADX can be used as confirmation whether the paitdpossibly continue in its
current trend or not.

ADX can also be used to determine when one shdas® @ trade early. For instance,
when ADX starts to slide below 50, it indicatestttiee current trend is losing steam.

Ichimoku Kinko Hyo

Ichimoku Kinko Hyo (IKH) is an indicator that gawg&iture price momentum and
determines future areas of support and resistance.

Ichimokutranslates to "a glance&kinkomeans "equilibrium”, whil@yois Japanese

for "chart". Putting that all together, the phragd@moku kinko hyo stands for "a
glance at a chart in equilibrium."

If the price is above the Senkou span, the topdarees as the first support level
while the bottom line serves as the second supgeet. If the price is below the
Senkou span, the bottom line forms the first rasise level while the top line is the
second resistance level.

The Kijun Sen acts as an indicator of future pnag/ement. If the price is higher than
the blue line, it could continue to climb highdrtHe price is below the blue line, it
could keep dropping.

The Tenkan Sen is an indicator of the market trérttie red line is moving up or
down, it indicates that the market is trendingt thoves horizontally, it signals that
the market is ranging.

The Chikou Span is the lagging line. If the Chiltime crosses the price in the bottom-
up direction, that's a buy signal. If the greee lanosses the price from the top-down,
that's a sell signal.

Each indicator has its imperfections. This is wtaglers combine many different indicators to
"screen” each other. As you progress through yauwlirig career, you will learn which
indicators you like the best and can combine themway that fityour trading style.



Leading vs. Lagging Indicators

We've already covered a lot of tools that can elpanalyze potential
trending and range bound trade opportunities. &ithg great so far?

l Awesome! Let's move on.

\ ’
Let's discuss some concepts first. There are tpestyf indicatordeading

Where is that trend? and |agg|ng'

In this lesson, we're going to streamline your efsthese chart indicators.

We want you to fully understand the strengths ardkmesses of each tool,
so you'll be able to determine which ones workyfaw and which ones don't.

A leading indicator gives a signdlefore the new trend or reversal occurs.

A lagging indicator gives a signalfter the trend has started and basically informs yoey'H
buddy, pay attention, the trend has started antfeymissing the boat."

You're probably thinking, "Ooooh, I'm going to geh with leading indicators!" since you
would be able to profit from a new trend rightla start.

You're right.

You would "catch” the entire trend every singledint the leading indicator was correct
every single time. But it won't be.

When you use leading indicators, you will expergeadot of fakeouts. Leading indicators are
notorious for giving bogus signals which could "le&l" you.

Get it? Leading indicators that "mislead" you?
Haha. Man we're so funny we even crack ourselves up
w adwvertisement
The other option is to use lagging indicators, \whacen't as prone to bogus signals.

Lagging indicators only give signals after the prahange is clearly forming a trend. The
downside is that you'd be a little late in enter@ngosition.

Often the biggest gains of a trend occur in th& few bars, so by using a lagging indicator
you could potentially miss out on much of the profind that sucks.

It's kinda like wearing bell-bottoms in the 1980sl dhinking you're so cool and hip with
fashion....

For the purpose of this lesson, let's broadly eaieg all of our technical indicators into one
of two categories:

1. Leading indicators or oscillators



2. Lagging, trend-following, or momentum indicators
While the two can be supportive of each other, 'tkayore likely to conflict with each other.

We're not saying that one or the other should lee exclusively, but you must understand
the potential pitfalls of each.

Leading Indicators (Oscillators)

An oscillator is any object or data that moves bac#t forth between two points.

In other words, it's an item that is going to al&#gil somewhere between point A and point
B. Think of when you hit the oscillating switch gaur electric fan.

Think of our technical indicators as either being™ or "off". More specifically, an oscillator
will usually signal "buy" or "sell", with the onlgxception being instances when the oscillator
is not clearly at either end of the buy/sell range.

Does this sound familiar? It should!

The Stochastic, Parabolic SAR, and Relative Strehgtex (RSI) are all oscillators. Each of
these indicators is designed to signal a posséversal, where the previous trend has run its
course and the price is ready to change direction.

Let's take a look at a couple of examples.

We've slapped on all three oscillators on GBP/USIAIs/ chart shown below. Remember
when we discussed how to work the Stochastic, BacaBAR, and RSI?

If you don't, we're sending you back to fifth graide

Anyway, as you can see on the chart, all threecatdrs gave buy signals towards the end of
December. Taking that trade would've yielded arotd@ pips in gains. Ka-ching!
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Then, during the third week of January, the StamtiaBarabolic SAR, and RSI all gave sell
signals. And, judging from that long 3-month drdfeavards, you would've made a whole lot
of pips if you took that short trade.

Around mid-April, all three oscillators gave anatisell signal, after which the price made
another sharp dive.

Now let's take a look at the same leading osciléahoessing up, just so you know these
signals aren't perfect.

In the chart below, you can see that the indicatotdd give conflicting signals.

For instance, the Parabolic SAR gave a sell signalid-February while the Stochastic
showed the exact opposite signal. Which one shyaddollow?

Well, the RSI seems to be just as undecided asg®since it didn't give any buy or sell
signals at that time.
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Looking at the chart above, you can quickly seéttere were a lot of false signals popping
up.

During the second week of April, both the Stocltaatid the RSI gave sell signals while the
Parabolic SAR didn't give one. The price kept climgtfrom there and you could've lost a
bunch of pips if you entered a short trade rightyaw

You would've had another loss around the middIglay if you acted on those buy signals
from the Stochastic and RSI and simply ignoredseilesignal from the Parabolic SAR.

w adwvertisement

What happened to such a good set of indicators?

The answer lies in the method of calculation farheane.



Stochastic is based on the high-to-low range ofithe period (in this case, it's hourly), yet
doesn't account for changes from one hour to tké ne

The Relative Strength Index (RSI) uses the charaye dne closing price to the next.
Parabolic SAR has its own unique calculations tlaatfurther cause conflict.

That's the nature of oscillators. They assumeahgarticular price movement always results
in the same reversal. Of course, that's hogwash.

While being aware of why a leading indicator mayveng, there's no way to avoid them.

If you're getting mixed signals, you're better@fing nothing than taking a "best guess”. If a
chart doesn't meet all your criteria, don't fottee trade!

Move on to the next one that does meet your caiteri

Lagging Indicators (Momentum Indicators)
So how do we spot a trend?
The indicators that can do so have already beenifiel as MACD and moving averages.

These indicators will spot trends once they hawnlestablished, at the expense of delayed
entry.

The bright side is that there's less chance ofgoenong.
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On GBP/USD's daily chart above, we've put on th&MA (blue), 20 EMA (red), and the
MACD.

Around October 15, the 10 EMA crossed above thENM®, which is a bullish crossover.

Similarly, the MACD made an upward crossover angegabuy signal.



If you jumped in on a long trade back then, you ldtme enjoyed that nice uptrend that
followed.

Later on, both the moving averages and MACD gaseuple of sell signals.

And judging from the strong downtrends that ocatirtaking those short trades would've
given huge profits.

We can see those dollar signs flashing in yourleyes

w adwvertisement

Now let's look at another chart so you can see these crossover signals can sometimes
give false signals. We like to call them "fakeouts.
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On March 15, the MACD made a bullish crossover attile moving averages gave no signal
whatsoever.

If you acted on that buy signal from the MACD, )jast suffered a fake out, buddy.
Similarly, the MACD's buy signal by the end of Magsn't accompanied by any moving
average crossover. If you entered a long trade tigin and there, you might've set yourself

up for a loss since the price dipped a bit aftat.th

Bummer!

Summary: Leading and Lagging Indicators
Here's a quick recap of what we discussed in #ssdn:
There are two types of indicatoteading andlagging.

1. A leadingindicator or an oscillator gives a sigmefore the new trend or reversal
occurs.



2. Alaggingindicator or a momentum indicator gives a sigftdr the trend has started.
If you're able to identify the type of market yae @rading in, you can pinpoint which
indicators could give accurate signals and whiobsaare worthless at that time.
So, how do you figure out when to use oscillatarsiomentum indicators, or both?
That's another million dollar question! After alle know they don't always work in tandem.
We'll give you a million dollars really soon...
Oh wait! We meant the million dollar answer!

w adwvertisement

For now, just know that once you're able to idgritife type of market you are trading in, you
will then know which indicators will give accuraggnals, and which ones are worthless at
that time.

This is no piece of cake. But it's a skill you valbwly improve upon as your experience
grows.

Besides...
You're not at it alone!

In the future sections, we're going to teach yow tcorrectly identify the market
environment you are trading in to better use thedieators!

Chart Patterns Schmatterns

By now you have an arsenal of weapons to use wberbgttle the market. In this lesson, you
will add yet another weapo@HART PATTERNS!

Think of chart patterns as a land mine detectoabge, once you finish this lesson, you will
be able to spot "explosions" on the charts befloeg even happen, potentially making you a
lot of money in the process.

Chart patterns are like that funny feeling youigetour tummy right before you let a fart
explode.

Don't you wish you had a chart to detect this esiolio?



In this lesson, we will teach you basic chart pageind formations. When correctly
identified, it usually leads to an explosive breatkso watch out!

Remember, our goal is to spot big movements befaye happen so that we can ride them
out and rake in the cash. After all, who doesnlitwa have a pool of cash to swim in like
Richie Rich?

w adwvertisement

Chart formations will greatly help us spot condisavhere the market is ready to break out.
They can also indicate whether the price will cound in its current direction or reverse so
we'll also be devising some nifty trade stratefpeshese patterns.

Don't worry, we'll give you a neat little cheat sh& help you remember all these cool
patterns and strategies!

Here's the list of patterns that we're going toecov

« Double Top and Double Bottom

« Head and Shoulders and Inverse Head and Shoulders
- Rising and Falling Wedges

« Bullish and Bearish Rectangles

- Bearish and Bullish Pennants

« Triangles (Symmetrical, Ascending, and Descending)

Doubles

Double Top

A double top is a reversal pattern that is formieerdahere is an extended move up. The
"tops" are peaks which are formed when the pritedcertain level that can't be broken.

After hitting this level, the price will bounce affslightly, but then return back to test the
level again. If the price bounces off of that leaghin, then you have a DOUBLE top!



one top...
P two tops!
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In the chart above you can see that two peakops™twere formed after a strong move up.

Notice how the second top was not able to breakidje of the first top. This is a strong sign
that a reversal is going to occur because it imgels that the buying pressure is just about

finished.

With the double top, we would place our entry ordelow the neckline because we are
anticipating a reversal of the uptrend.
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Wow! We must be psychic or something because wayaweem to be right!

Looking at the chart you can see that the pricaks¢he neckline and makes a nice move
down. Remember that double tops are a trend rdversaation so you'll want to look for
these after there is a strong uptrend.

You'll also notice that the drop is approximatdlg same height as the double top formation.
Keep that in mind because that'll be useful inrsgtrofit targets.

- advertizement

Double Bottom

The double bottom is also a trend reversal formatoot this time we are looking to go long
instead of short. These formations occur afterredéd downtrends when two valleys or
"bottoms" have been formed.



neckline
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You can see from the chart above that after theigue downtrend, the price formed two
valleys because it wasn't able to go below a aceltadel.

Notice how the second bottom wasn't able to sigaifily break the first bottom. This is a
sign that the selling pressure is about finished, that a reversal is about to occur.

price moves ﬁ

o

neckline
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The price broke the neckline and made a nice mpve u

Will you look at that!

See how the price jumped by almost the same hagftitat of the double bottom formation?



Remember, just like double tops, double bottomsks® trend reversal formations. You'll
want to look for these after a strong downtrend.

Head and Shoulders

Head and Shoulders

A head and shoulders pattern is also a trend raviengnation.

It is formed by a peak (shoulder), followed by ghar peak (head), and then another lower
peak (shoulder). A "neckline" is drawn by connegtihe lowest points of the two troughs.

The slope of this line can either be up or dowrpi@ally, when the slope is down, it produces
a more reliable signal.

head

shoulder shoulder

ll P

uptrend...

In this example, we can easily see the head andddrs pattern.

The head is the second peak and is the highedtipdime pattern. The two shoulders also
form peaks but do not exceed the height of the .head

With this formation, we put an entry order below tieckline.

We can also calculate a target by measuring the gognt of the head to the neckline. This
distance is approximately how far the price willva@fter it breaks the neckline.



head

shoulder

’

neckline

KABOOM!
Price dropped...
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You can see that once the price goes below thdineégkmakes a move that is at least the
size of the distance between the head and theineckl

We know you're thinking to yourself, "the price kempoving even after it reached the target.”
And our response isDON"T BE GREEDY! "

- advertizsement
Inverse Head and Shoulders

The name speaks for itself. It is basically a hexad shoulders formation, except this time it's
upside down.

A valley is formed (shoulder), followed by an evewer valley (head), and then another
higher valley (shoulder). These formations occteragxtended downward movements.

downtrend
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Here you can see that this is just like a headstwodlders pattern, but it's flipped upside
down. With this formation, we would place a longrgrorder above the neckline.

Our target is calculated just like the head andiklers pattern. Measure the distance between
the head and the neckline, and that is approxim#tel distance that the price will move after
it breaks the neckline.
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You can see that the price moved up nicely afterake the neckline.

If your target is hit, then be happy with your pte@fHowever, there are trade management
techniques where you can lock in some of your {g@fnd still keep your trade open in case
the price continues to move your way.

You will learn about those later on in the course.

Wedges

Wedges signal a pause in the current trend. Wharegoounter this formation, it signals that
traders are still deciding where to take the paxtn

Wedges could serve as either continuation or raVeedterns.
Rising Wedge

A rising wedge is formed when price consolidatetsvben upward sloping support and
resistance lines.

Here, the slope of the support line is steeper thanof the resistance. This indicates that
higher lows are being formed faster than higheh&id his leads to a wedge-like formation,
which is exactly where the chart pattern getsatsia from!

With prices consolidating, we know that a big splascoming, so we can expect a breakout
to either the top or bottom.



If the rising wedge forms after an uptrend, it'salk/ a bearish reversal pattern.

On the other hand, if it forms during a downtreib@dpuld signal a continuation of the down
move.

Either way, the important thing is that, when ypotst, you're ready with your entry orders!

higher highs

...even higher lows!

U H uptrend

In this first example, a rising wedge formed atehe of an uptrend. Notice how price action
is forming new highs, but at a much slower pace tlihen price makes higher lows.

price makes a nice
move down... T

See how price broke down to the downside? That mreare are more traders desperate to
be short than be long!

They pushed the price down to break the trend intB¢ating that a downtrend may be in the
cards.

Just like in the other chart patterns we discusselier, the price movement after the
breakout is approximately the same magnitude akelght of the formation.



- advertizsement

Now let's take a look at another example of a gisuedge formation. Only this time it acts
as a bearish continuation signal.

As you can see, the price came from a downtrenoréebonsolidating and sketching higher
highs and even higher lows.

price broke
down, |

—_— downtrend
resumes...

In this case, the price broke to the down sidethadlowntrend continued. That's why it's
called a continuation signal yo!

See how the price made a nice move down that'saime height as the wedge?

What did we learn so far?

A rising wedge formed after an uptrend usually etada reversal (downtrend) while a rising
wedge formed during a downtrend typically resuita icontinuation (downtrend).



Simply put, a rising wedge leads to a downtrendclvimeans that it's a bearish chart pattern!
Falling Wedge
Just like the rising wedge, the falling wedge ciiineg be a reversal or continuation signal.

As a reversal signal, it is formed at a bottom dbantrend, indicating that an uptrend would
come next.

As a continuation signal, it is formed during anrapd, implying that the upward price action
would resume. Unlike the rising wedge, the faligdge is a bullish chart pattern.

downtrend

lower lows

In this example, the falling wedge serves as arsa¥signal. After a downtrend, the price
made lower highs and lower lows.

Notice how the falling trend line connecting thghs is steeper than the trend line connecting
the lows.

huge upside ﬁ
breakout! __ u




Upon breaking above the top of the wedge, therpatte a nice move upwards that's
approximately equal to the height of the formatimnthis case, the price rally went a few
more pips beyond that target!

Let's take a look at an example where the falliegige serves as a continuation signal. Like
we mentioned earlier, when the falling wedge fodusng an uptrend, it usually signals that
the trend will resume later on.

lower highs

lower lows

uptrend

i

In this case, the price consolidated for a bitradtetrong rally. This could mean that buyers
simply paused to catch their breath and probaldsureed more people to join the bull camp.

Hmm, it looks like the pair is revving up for astg move. Which way would it go?

price
breaks,
uptrend
resumes

See how the price broke to the top side and wemd aiimb higher?



If we placed an entry order above that falling ttdéine connecting the pair's highs, we
would've been able to jump in on the strong uptr@mdi caught some pips! A good upside
target would be the height of the wedge formation.

If you want to go for more pips, you can lock inmms®profits at the target by closing down a
portion of your position, then letting the restyolur position ride.

Rectangles

A rectangle is a pattern formed when price is bedlnoly parallel support and resistance
levels.

A rectangle exhibits a period of consolidationradecision between buyers and sellers as they
take turns throwing punches but neither has taken. o

The price will "test" the support and resistanaele several times before eventually breaking

out. From there, the price could trend in the dioecof the breakout, whether it is to the
upside or downside.

resistance

Tlﬁ mﬂ T*

In the example above, we can clearly see thatditenas bounded by two key price levels
which are parallel to one another. We just hawedi until one of these levels breaks and go
along for the ride! Remember, when you spot a regea THINK OUTSIDE THE BOX!



Bearish Rectangle

A bearish rectangle is formed when the price cadatds for a while during a downtrend.
This happens because sellers probably need to padseatch their breath before taking the

pair any lower.

downtrend
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In this example, price broke the bottom of thearagte and continued to shoot down. If we
had a short order just below the support levelywgald have made a nice profit on this trade.

il g
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price falls by the h#ﬁi

same height... __ |
and more! Y

Here's a tip: Once the pair falls below the suppbténds to make a move that is about the
size of the pattern. In the example above, themaired beyond the target so there would

have been a chance to catch more pips!

w advertizemeaent



Bullish Rectangle

Here's another example of a rectangle, a bullightbis time. After an uptrend, the price
paused to consolidate for a bit. Can you guessenther price is headed next?

rectangle
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If you answered up, then you're right! Check oat thice upside breakout right there!

price pops up by D
the same height...
and so much

more!
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Notice how the price moved all the way up afteralieg above the top of the rectangle. If we
had a long order on top of the resistance levelwmeld've caught some pips on the trade!

Just like in the bearish rectangle example, oneg#ir breaks, it will usually make a move
that's AT LEAST the size of its previous range.



Pennants

Bearish Pennants

Similar to rectangles, pennants are continuatigtepss formed after strong moves.

After a big upward or downward move, buyers oresslusually pause to catch their breath
before taking the pair further in the same diretti®ecause of this, the price usually

consolidates and forms a tiny symmetrical triangleich is called a pennant.

While the price is still consolidating, more buyerssellers usually decide to jump in on the
strong move, forcing the price to bust out of teamant formation.

A bearish pennant is formed during a steep, alwesical, downtrend. After that sharp drop
in price, some sellers close their positions wbilger sellers decide to join the trend, making
the price consolidate for a bit.

]
*I downtrend

brief consolidation

As soon as enough sellers jump in, the price brbal®v the bottom of the pennant and
continues to move down.



l*l \downtrend
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downtrend
resumes

As you can see, the drop resumed after the prickeradreakout to the bottom. To trade this
chart pattern, we'd put a short order at the bottbthe pennant with a stop loss above the
pennant. That way, we'd be out of the trade riglgyain case the breakdown was a fake out.

m
'i

Unlike the other chart patterns wherein the sizéhefnext move is approximately the height
of the formation, pennants signal much strongeresolsually, the height of the earlier
move (also known as the mast) is used to estirhatsize of the breakout move.

- advertizsement

Bullish Pennant

Bullish pennants, just like its name suggests,agthat bulls are about to go a-chargin’
again. This means that the sharp climb in priceldvoesume after that brief period of
consolidation, when bulls gather enough energwglke the price higher again.

consolidation

uptrend




In this example, the price made a sharp verticallzbefore taking a breather. | can hear the
bulls stomping and revving up for another run!

uptrend
continues

m uptrend

Just like we predicted, the price made anothengtroove upwards after the breakout. To
play this, we'd place our long order above the pahand our stop below the bottom of the
pennant to avoid fake outs.

Like we discussed earlier, the size of the breakwoaxte is around the height of the mast (or

the size of the earlier move). You see, pennanislmeamall in size but they could signal
huge price moves so don't underestimate ‘em!

Triangles

Symmetrical Triangle

A symmetrical triangle is a chart formation whdre slope of the price's highs and the slope
of the price's lows converge together to a poineneht looks like a triangle.

What's happening during this formation is thatrtteket is making lower highs and higher
lows. This means that neither the buyers nor therseare pushing the price far enough to
make a clear trend.

If this were a battle between the buyers and sgltben this would be a draw.

This is also a type of consolidation.



lower highs... ’

higher lows...

In the chart above, we can see that neither therBuor the sellers could push the price in
their direction. When this happens we get lowehsignd higher lows.

As these two slopes get closer to each other, @nsi¢ghat a breakout is getting near. We don't
know what direction the breakout will be, but weladmw that the market withost likely

break out. Eventually, one side of the market giile in.

So how can we take advantage of this?

Simple.

We can place entry orders above the slope of therlbighs and below the slope of the

higher lows. Since we already know that the précgding to break out, we can just hitch a
ride in whatever direction the market moves.

Whee, price surged up! ﬁ:]ﬁ

In this example, if we placed an entry order abitneeslope of the lower highs, we would've
been taken along for a nice ride up.



If you had placed another entry order below theelof the higher lows, then you would
cancel it as soon as the first order was hit.

- advertizsement
Ascending Triangle
This type of formation occurs when there is a tasise level and a slope of higher lows.
What happens during this time is that there isrtagelevel that the buyers cannot seem to

exceed. However, they are gradually starting tdghe price up as evident by the higher
lows.

resistance

In the chart above, you can see that the buyerstaréng to gain strength because they are
making higher lows. They keep putting pressurehai tesistance level and as a result, a
breakout is bound to happen.

Now the question is, "Which direction will it go?iN\the buyers be able to break that level or
will the resistance be too strong?"

Many charting books will tell you that in most casthe buyers will win this battle and the
price will break out past the resistance.

However, it has been our experience that this islveays the case. Sometimes the resistance
level is too strong, and there is simply not enobgiing power to push it through.

Most of the time, the price will in fact go up. Theint we are trying to make is that you
should not be obsessed with which direction thegpgioes, but you should be ready for
movement in EITHER direction.

In this case, we would set an entry order abovedsistance line and below the slope of the
higher lows.



price drops by
almost the same
height!
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In this scenario, the buyers lost the battle aedptiice proceeded to dive! You can see that
the drop was approximately the same distance asdlight of the triangle formation.

If we set our short order below the bottom of thenigle, we could've caught some pips off
that dive.

Descending Triangle

As you probably guessed, descending trianglesharexact opposite of ascending triangles
(we knew you were smart!). In descending trianglesre is a string of lower highs which
forms the upper line. The lower line is a suppevel in which the price cannot seem to
break.

‘ support

In the chart above, you can see that the priceaduglly making lower highs which tell us
that the sellers are starting to gain some grogiaghat the buyers.

Now most of the time, and we do say MOST, the prideeventually break the support line
and continue to fall.



However, in some cases the support line will bestoong, and the price will bounce off of it
and make a strong move up.

The good news is that we don't care where the goes. We just know that it's about to go

somewhere. In this case, we would place entry srdeove the upper line (the lower highs)
and below the support line.

In this case, the price ended up breaking aboveothef the triangle. After the upside
breakout, it proceeded to surge higher, by arobadgame vertical distance as the height of
the triangle.

Placing an entry order above the top of the triaragld going for a target as high as the height
of the formation would've yielded nice profits.

How to Trade Chart Patterns

That's a whole lot of chart patterns we just tawyghi right there. We're pretty tired so it's
time for us to take off and leave it to you fronréne

Just playin'! We ain't leaving you till you're read
In this section, we'll discuss a bit more how te tieese chart patterns to your advantage.

It's not enough to just know how the tools work;weegot to learn how to use them. And with
all these new weapons in your arsenal, we'd bgéethose profits fired up!

Let's summarize the chart patterns we just leaameldcategorize them according to the
signals they give.

Reversal

Reversal patterns are those chart formations iaalsthat the ongoing trend is about to
change course.



If a reversal chart pattern forms during an uptrénkints that the trend will reverse and that
the price will head down soon. Conversely, if aersal chart pattern is seen during a
downtrend, it suggests that the price will movdatpr on.

In this lesson, we covered six chart patternsdheg reversal signals. Can you name all six of
them?

Double Top

Double Bottom

Head and Shoulders

Inverse Head and Shoulders
Rising Wedge

Falling Wedge

QA LNE

If you got all six right, brownie points for you!

Double Top Head and Shoulders Rising Wedge
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Double Bottom Inverse Head and Shoulders Falling Wedge
— target T target
f’ !

| ——target
]

/
neckline  _—L_ entry [

]
neckline —L— entry —L— entry

stop

stop stop

To trade these chart patterns, simply place arrdrelgond the neckline and in the direction
of the new trend. Then go for a target that's atrttessame as the height of the formation.

For instance, if you see a double bottom, plaang brder at the top of the formation's
neckline and go for a target that's just as higthaglistance from the bottoms to the neckline.

In the interest of proper risk management, domgedoto place your stops! A reasonable stop
loss can be set around the middle of the chartdaon.

For example, you can measure the distance of theleldottoms from the neckline, divide
that by two, and use that as the size of your stop.

- advertizsement
Continuation

Continuation patterns are those chart formatioasgtgnal that the ongoing trend will
resume.



Usually, these are also known as consolidatiorepatbecause they show how buyers or
sellers take a quick break before moving furtheéhasame direction as the prior trend.

We've covered several continuation patterns, nathelyvedges, rectangles, and pennants.
Note that wedges can be considered either reversaintinuation patterns depending on the
trend on which they form.

Falling Wedge Bullish Rectangle Bullish Pennant
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—— target ] [
[ !

[}

/ —L— entry !
r“ T entry
entry
stop stop
stop
Rising Wedge Bearish Rectangle Bearish Pennant
stop
stop
entry stop
\\ —— entry
—\ target —— entry \

\ \\
\ \
—— target

target

To trade these patterns, simply place an ordereabobelow the formation (following the
direction of the ongoing trend, of course). Therfagoa target that's at least the size of the
chart pattern for wedges and rectangles.

For pennants, you can aim higher and target ttghhef the pennant's mast.

For continuation patterns, stops are usually pladexve or below the actual chart formation.

For example, when trading a bearish rectanglegepfaar stop a few pips above the top or
resistance of the rectangle.

Bilateral

Bilateral chart patterns are a bit more tricky heseathese signal that the price can move
either way.

Huh, what kind of a signal is that?!

This is where triangle formations fall in. Rememiadren we discussed that the price could
break either to the topside or downside with trlesg
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To play these patterns, you should consider bathaos (upside or downside breakout) and
place one order on top of the formation and anah#ére bottom of the formation.

If one order gets triggered, you can cancel therabhe. Either way, you'd be part of the
action.

Double the possibilities, double the fun!

The only problem is that you could catch a falssakrif you set your entry orders too close to
the top or bottom of the formation.

So be careful and don't forget to place your stops

Chart Patterns Cheat Sheet

Like we promised, here's a neat little cheat steebelp you remember all those chart patterns
and what they signal.

We've listed most of the chart patterns, when #Hreyformed, what type of signal they give,
and what the next price move will be. Check it out!

Chart Pattern Forms During Type of Signal Next Move
Double Top Uptrend Reversal Down
Double Bottom Downtrend Reversal Up
Head and Shoulders Uptrend Reversal Down
Inverse Head and Shoulders Downtrend Reversal Up
Rising Wedge Downtrend Continuation Down
Rising Wedge Uptrend Reversal Down
Falling Wedge Uptrend Continuation Up
Falling Wedge Downtrend Reversal Up
Bearish Rectangle Downtrend Continuation Down
Bullish Rectangle Uptrend Continuation Up
Bearish Pennant Downtrend Continuation Down
Bullish Pennant Uptrend Continuation Up

You also might want to add this page to your boakm&n case you need to double-check
those chart patterns' signals before you risk yawmd-earned cash on a trade.



You never know when you're gonna need to cheat,Babvkmark this thing yo!
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As you probably noticed, we didn't include therigke formations (symmetrical, ascending,
and descending) in this cheat sheet.

That's because these patterns can form either apteeand or downtrend and can signal either
a continuation or reversal.

Like we mentioned, it's tough to tell where thecprwill breakout.

What's important is that you have your entry ordesasly so that you can be part of the action
either way!

Forex Pivot Points

Are you all excited? It's your last year in juniogh before you head off to high school!
Professional traders and market makers use pivotsp identify potential support and
resistance levels. Simply put, a pivot point asdsiipport/resistance levels are areas at which
the direction of price movement can possibly change

The reason why pivot points are so enticing?

It's because they a@BJECTIVE .

Unlike some of the other indicators that we've tdaygu about already, there's no discretion
involved.

In many ways, pivot points are very similar to Faboci levels. Because so many people are
looking at those levels, they almost become séfilting.

The major difference between the two is that wittoRacci, there is still some subjectivity
involved in picking Swing Highs and Swing Lows. Witivot points, traders typically use the
same method for calculating them.

Many traders keep an eye on these levels and ymuldasthoo.

Pivot points are especially useful to short-teraadérs who are looking to take advantage of
small price movements. Just like normal supportrasistance levels, traders can choose to
trade the bounce or the break of these levels.

Range-bound traders use pivot points to identify reersal points. They see pivot points as
areas where they can place their buy or sell orders

Breakout traders use pivot points to recognize kelevels that need to be brokerfor a
move to be classified as a real deal breakout.

Here is an example of pivot points plotted on aoirf EUR/USD chart:
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As you can see here, horizontal support and resistievels are placed on your chart. And
look - they're marked out nicely for you! How conient is that?!
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Here's quick rundown on what those acronyms mean:
PP stands for Pivot Point.
S stands for Support.
R stands for Resistance.

But don't get too caught up in thinking "S1 haséosupport” or "R1 has to be resistance."”
We'll explain why later.

In the following lessons, you will learn how to callate pivot points, the different types of
pivot points and most importantly, how you can adebt points to your trading toolbox!

How to Calculate Pivot Points

The first thing you're going to learn is how toatdate pivot point levels.

The pivot point and associated support and resistiavels are calculated by using the last
trading session's open, high, low, and close. Smrex is a 24-hour market, most traders use
the New York closing time of 4:00pm EST as the pes day's close.

The calculation for a pivot point is shown below:

Pivot point (PP) = (High + Low + Close) / 3

Support and resistance levels are then calculdtédeopivot point like so:

First level support and resistance:



First resistance (R1)= (2 x PP) - Low
First support (S1) = (2 x PP) - High

Second level of support and resistance:

Second resistance (R2} PP + (High - Low)
Second support (S2F PP - (High - Low)

Third level of support and resistance:

Third resistance (R3)= High + 2(PP - Low)
Third support (S3) = Low - 2(High - PP)

Keep in mind that some charting software plot imediate levels or mid-point levels. These
are basically mini levels between the main pivahpand support and resistance levels.
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If you hated algebra, have no fear because you dawvé to perform these calculations
yourself. Most charting softwares will automatigadio this for you. Just make sure you
configure your settings so that it uses the corckading time and price.
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We here at BabyPips.com also have our very Bwnot Point Calculatdr

The awesome part is, just like everything on thésite, it's FREE!

The calculator can come in handy, especially if waunt to do a little back testing to see how
pivot point levels have held up in the past. Rememdine of the advantages of using pivot
points is that it is objective, so it's very totthew price reacted to them.

Next up, we'll teach you the various ways in whyoln can incorporate pivot points into your
trading strategy.



Range Trading with Pivot Points

The simplest way to use pivot point levels is te tieem just like your regular support and
resistance levels. Just like good ole support asstance, price will test the levels
repeatedly.

The more times a currency pair touches a pivotl lnen reverses, the stronger the level is.
Actually, "pivoting" simply means reaching a sugparresistance level and then reversing.

If you see that a pivot level is holding, this abgive you some good trading opportunities.

If price is nearing the upper resistance level, gould sell the pair and place a stop just
above the resistance.

If price was nearing a support level, you would bag put your stop just below the level.
See? Just like you're regular support and resistaathing hard about that!

Let's take a look at an example so you can visaidlfis. Here's a 15-minute chart of
GBP/USD.
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In the chart above, you see that price is testiegx1 support level. If you think it will hold,
what you can do is buy at market and then put@lsts order past the next support level.

If you're conservative, you can set a wide stoplpetow S2. If price reaches past S2, chances
are it won't be coming back up, as both S1 andosidecome resistance levels.

If you're a little more aggressive and confidemtt ttupport at S1 would hold, you can set your
stop just below S1.

As for your take profit points, you could target ®R1, which could also provide some sort
of resistance. Let's see what happened if you bdaatgharket.
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And bam! Looks like S1 held as support! What's mrgou had targeted PP as your take
profit point, you would have hit your PT! Woohoakl cream and pizza for you!
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Of course, it ain't always that simple. You shotildely only on the pivot point levels. You
should note whether pivot point levels line up wihmer support and resistance levels.

You can also incorporate candlestick analysis dahdrdypes of indicators to help give you
more confirmation.

For example, if you see that a doji has formed @&Zror that the stochastic is indicating
oversold conditions, then the odds are higher$iaill hold as support.

Also, most of the time, trading normally takes pldetween the first support and resistance
levels. Occasionally, price will test the secongele and every once in a while, the third
levels will be tested.

Lastly, you should also fully understand that somes, price will just break through all the
levels like how Roger Federer breezes through dngpetition in Wimbledon.

What will you do when that happens? Continue ta lawito your trade and be a sucker and
watch your account dwindle away? Or will you takieantage and get back some pips?

In the next lesson, we'll teach you how to takesatilvge when these levels break down.

Playing the Breaks with Pivot Points

Just like your normal support and resistance ley@l®t point levels won't hold forever.

Using pivot points for range trading will work, bt all the time. In those times that these
levels fail to hold, you should have some toolslyei® take advantage of the situation!



As we showed you earlier, there are two main waysaide breakouts: the aggressive way or
the safe way.

Either method will work just fine. Just always renteer that if you take the safe way, which
means waiting for a retest of support or resistapge may miss out on the initial move.

Let's take a look at a chart to see potential lwettcades using pivot points. Below is a 15-
minute chart of EUR/USD.
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Here we see EUR/USD made a strong rally througtimutlay. We see that EUR/USD
opened by gapping up above the pivot point. Priadera strong move up, before pausing
slightly at R1.
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Eventually, resistance broke and the pair jumpebtypO pips!

If you had taken the aggressive method, you woalcttaught the initial move and been
celebrating like you just won the Super Bowl.

On the other hand, if you had taken the safe walywaaited for a retest, you would have been
one sad little trader. The price did not retestrafireaking R1. In fact, the same thing
happened for both R1 and R2!

Notice how EUR/USD bulls tried to make a run for &3well.

However, if you had taken the aggressive method,would have gotten caught up in a fake
out as the price failed to sustain the initial Brdayour stop was too tight, then you would
have gotten stopped out.

Later on though, you'll see that the price evehyuabke through. Notice how there was also
a retest of the broken resistance line.

Also, observe how when the pair reversed latehénday and broke down past R3. There was
an opportunity to take a short on the retest agtasce-turned support - turned resistance
(read that again if you have to!).



Remember that, when support levels break, theyllyduan into resistance levels.
This concept ofrble reversal' also applies for broken resistance levels whigtdme

support levels. These would have been good opptdsiho take the "I think I'll play it safe”
method.
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Placing stops and targets with breakouts
One of the difficult things about taking breakawaides is picking a spot to place your stop.
Unlike range trading where you are looking for liseaf pivot point support and resistance

levels, you are looking for strong fast moves.

Once a level breaks, in theory, that level wilelkbecome "support-turned-resistance" or
“resistance-turned-support.”

If you were going long and price broke R1, you daollace your stop just below R1.

Let's go back to that EUR/USD chart to see wheregguld place your stops.

As for setting targets, you would typically aim the next pivot point support or resistance
level as your take profit point. It's very rarettpace will break past all the pivot point levels,

unless a big economic event or surprise news caonmes

Let's go back to that EUR/USD chart to see wherewould put those stops and take profit
points.
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In this example, once you saw price break R1, youldvhave set your stop just below R1. If
you believed that price would continue to rise, gould keep your position and move your
stop manually to see if move would continue. Ydade to watch carefully and adjust
accordingly. You'll learn more about this in lalEessons.

As with any method or indicator, you have to be @ the risks with taking breakout
trades.



First of all, you have no idea whether or not thevenwill continue. You might enter thinking
that price will continue to rise, but instead yaiah a top or bottom, which means that you've
been faked out!

Second, you won't be sure if it's a true breakouijtist wild moves caused by the release of
important news. Spikes in volatility are a commaowrence during news events, so be sure
to keep up with breaking news and be aware of wloatthe forex calendar for the day or
week.

Lastly, just like in range trading, it would be b&spop on other key support and resistance
levels. You might be thinking that R1 is breakibgt you failed to notice a strong resistance
level just past R1. Price may break past R1, kestdsistance and just fall back down.

You should make use of your knowledge of suppadtrasistance, candlestick patterns, and
momentum indicators to help you give stronger dgyaa to whether the break is for real or
not.

Using Pivot Points to Determine Market Sentiment

There is one other way to incorporate pivot points your trading strategy, and that's to use
it to gaugemarket sentiment

What this means is that you can tell whether tredee more inclined to buy or sell the pair.
All you would need to do is to keep an eye on tivetgpoint. You could treat it like the 50
yard line of a football field. Depending on whidldesthe ball (in this case, price) is on, you
can tell whether buyers or sellers have the uppedh

If the price breaks through the pivot point to thp, it's a sign that traders are bullish on the
pair and you should start buying the pair likeat®rispy Kreme donut. Here's an example of
what happened when the price stayed above the jporot.
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In this example, we see that EUR/USD gapped upaeded above the pivot point. The
price then rose higher and higher, breaking thraalbthe resistance levels.



Now, if price breaks through the pivot point to thatom, then you should start selling the
pair like it's Enron stock. The price being beldw pivot point would signal bearish
sentiment and that sellers could have the uppeat farthe trading session.

Let's take a look at a chart of GBP/USD.
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In the chart above, we see that the price teseegitiot point, which held as a resistance
level. Next thing you know, the pair keeps goingéo and lower. If you had taken the clue
that price remained below the pivot point and sbé&lpair, you would have made some nice
moolah. GBP/USD dropped almost 300 pips!
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Of course, it doesn't always work out like thisef@are times when you think that traders are
bearish on a pair, only to see that the pair regeasid breaks through to the top!
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In this example, if you saw price breaking lowemfrthe pivot point and sold, you would
have had a sad, sad day. Later on during the Eanogession, EUR/USD popped higher,



eventually breaking through the pivot point. What@re, the pair stayed above the pivot
point, showing how buyers were rockin' away.

The lesson here?
Traders are fickle!

How traders feel about a currency can shift draca#lyi day to day, even session to session.
This is why you cannot simply buy when price is\abthe pivot point or sell when it is
below it.

Instead, if you choose to use pivot point analysihis way, you should combine it with
other indicators to help you determine overall neadentiment.

Other Pivot Point Calculation Methods

While we suggest that you stick to the standarchotetf calculating pivot points, you should
know that there are other ways to calculate fooppoints. In this lesson, we will talk about
these other methods, as well as give you the fashoh how to calculate for these levels.

Woodie Pivot Point

R3 = C + (High - Low)
R2 = C + (High - Low)
R1 = C + (High - Low)
PP=(H+L+2C)/4
S1 =C - (High - Low)
S2 =C - (High - Low)
S3 =C - (High - Low)
C - Closing Price, H - High, L - Low

In the formulas above, you'll notice that the pigotnt calculation is very different from the
standard method.

Also, in order the calculate for the correspondingport and resistance levels, you would use
the difference between the previous day's highlanwgdotherwise known as the range.

Here's a chart example of the Woodie pivot poifdudation applied on EURUSD. The
Woodie pivot point, support levels, and resistaegels are the solid lines while the dotted
lines represent the levels calculated through téwedsrd method.
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Because they have different formulas, levels okeththrough the Woodie calculations are
very different from those gotten through the stadaaethod.

Some traders prefer to use the Woodie formulasusectihey give more weight to the closing
price of the previous period. Others prefer thadéad formulas because many traders make
use of those, which could make them self-fulfilling

In any case, since resistance turns into suppodt {&ce versa), if you choose to use the
Woodie formulas, you should keep an eye on thess#das they could become areas of
interest. Whatever floats your boat!

Camarrilla Pivot Point

R4 = C + ((H-L) x 1.5000)

R3 = C + ((H-L) x 1.2500)

R2 =C + ((H-L) x 1.1666)

R1 =C + ((H-L) x 1.0833)
PP=(H+L+C)/3

S1=C - ((H-L) x 1.0833)

S2=C - ((H-L) x 1.1666)

S3 =C - ((H-L) x 1.2500)

S4 = C - ((H-L) x 1.5000)

C - Closing Price, H - High, L - Low

The Camarilla formulas are similar to the Woodierfala. They also use the previous day's
close and range to calculate the support and aesistievels.

The only difference is that you should calculate8anajor levels (4 resistance and 4
support), and each of these levels should be ntellippy a multiplier.

The main concept of Camarilla pivot points is tihéd based on the idea that price has a
natural tendency to revert back to the mean (séamdiar?), or in this case, the previous
day's close.



The idea is that you should buy or sell when prézeches either the third support or
resistance level. However, if price were to bunsbtigh S4 or R4, it would mean that the
intraday trend is strong, and it's about time youp on that bandwagon!

Check out how the Camarilla calculation gives défe levels (solid lines) compared to the
standard method's levels (dotted lines)!
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As you can see from the chart abovere emphasis is given to the closing price as
opposed to the pivot point Because of this, it's possible that resistaneeldecould be below
the pivot point or support levels could be above it

See how all the support and resistance levelstareeathe Camarilla pivot point?
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Fibonacci Pivot Point

R3 = PP + ((High - Low) x 1.000)
R2 = PP + ((High - Low) x .618)

R1 = PP + ((High - Low) x .382)
PP=(H+L+C)/3

S1 =PP - ((High - Low) x .382)

S2 = PP - ((High - Low) x .618)

S3 = PP - ((High - Low) x 1.000)

C - Closing Price, H - High, L - Low

Fibonacci pivot point levels are determined bytfaalculating the pivot point like you would
the standard method.

Next, multiply the previous day's range with itsregponding Fibonacci level. Most traders
use the 38.2%, 61.8% and 100% retracements indakeiulations.

Finally, add or subtract the figures you get togh@t point and voila, you've got your
Fibonacci pivot point levels!



Look at the chart below to see how the levels dated through the Fibonacci method (solid
lines) differ from those calculated through theng&rd method (dotted lines).
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The logic behind this is that many traders likengghe Fibonacci ratios. People use it for
retracement levels, moving averages, etc.

Why not use it for pivot points as well?

Remember that both Fibonacci and pivot points keaed used to find support and resistance.
With so many traders looking at these levels, ttwyactually become self-fulfilling.

Which method is best?

The truth is, just like all the variations of allet other indicators that you've learned so far,
there is no single best method. It really all dejseon how you combine your knowledge of
pivot points with all the other tools in your traditoolbox.

Just know that most charting software that do aatentalculations normally use the
standard method in calculating for the pivot pdavels.

But now that you know how to calculate for theseels on your own, you can give them all a
swing and see which one works best for you. Piwatyad

Summary: Pivot Points

Here are some easy-to memorize tips that will elpto make smart pivot point trading
decisions:

« Pivot points are a technique used by traders {o thelermine potential support and
resistance areas.

« There are four main ways to calculate for pivoinpsi Standard, Woodie, Camarilla,
and Fibonacci.

« Pivots can be extremely useful in forex since maunyency pairs usually fluctuate
between these levels. Most of the time, price rarmggween R1 and S1.



« Pivot points can be used by range, breakout, &mdi trraders.

« Range-bound traders will enter a buy order neantified levels of support and a sell
order when the pair nears resistance.

- Pivot points also allow breakout traders to idgrkiey levels that need to be broken
for a move to qualify as a strong momentum move.

« Sentiment (or trend) traders use pivot points 1p determine the bullishness or
bearishness of a currency pair.

« The simplicity of pivot points definitely makes thea useful tool to add to your
trading toolbox. It allows you to see possible ardat are likely to cause price
movement. You'll become more in sync to market moyats and make better trading
decisions.

« Using pivot point analysis alone is not always egtou_earn to use pivot points along
with other technical analysis tools such as camidlepatterns, MACD crossover,
moving averages crossovers, the stochastic, RSIThe greater the confirmation, the
greater your probability of a successful trade!

Summer School

Elliott Wave Theory

Back in the old school days of the 1920-30s, theas this mad
genius and professional accountant named Ralploh&Hiott.

By analyzing closely 75 years worth of stock d&iiptt
discovered that stock markets, thought to beha@esomewhat
chaotic manner, actually didn't.

When he hit 66 years old, he finally gathered ehoagdence
(and confidence) share his discovery with the world

He published his theory in the book entitlHte Wave Principle

According to him, the market traded in repetitiyeles, which he pointed out were the
emotions of investors caused by outside influeifg@eem, CNBC, Bloomberg, ESPN) or the
predominant psychology of the masses at the time.

Elliott explained that the upward and downward g8iim price caused by the collective
psychology always showed up in the same repetiaterns.

He called these upward and downward swings "waves".

He believes that, if you can correctly identify tiepeating patterns in prices, you can predict
where price will go (or not go) next.



This is what makes Elliott waves so appealingadédrs. It gives them a way to identify
precise points where price is most likely to reeeta other words, Elliott came up with a
system that enables traders to catch tops andm®tto

So, amidst all the chaos in prices, Elliott foumdes. Awesome, huh?

Of course, like all mad geniuses, he needed tandlais observation and so he came up with
a super original name: The Elliott Wave Theory.

But before we delve into the Elliott waves, you dhée first understand whéactals are.

w adwvertisement

Fractals

Basically, fractals are structures that can be spb parts, each of which is a very similar
copy of the whole. Mathematicians like to call threperty "self-similarity”.

You don't need to go far to find examples of frict@hey can found all over nature!

2
AR .
L‘*]_lv-‘,;)))
=5 1N
,-// > a-;
)
)

A sea shell is a fractal. A snow flake is a frackatloud is a fractal. Heck, a lightning bolt is
a fractal.

So why are fractals important?

One important quality of Elliott waves is that therg fractals. Much like sea shells and snow
flakes, Elliott waves could be further subdividetbismaller Elliot waves.

Ready to be an Elliottician now? Read on!

The 5 - 3 Wave Patterns

Mr. Elliott showed that a trending market movesvimt he calls a 5-3 wave pattern.
The first 5-wave pattern is call@pulse waves
The last 3-wave pattern is calledrrective waves

In this pattern, Waves 1, 3, 5 amdtive, meaning they go along with the overall trend,levhi
Waves 2 and 4 aorrective.

Do not confuse Waves 2 and 4 with the ABC correcpattern (discussed in the next section)
though!



Let's first take a look at the 5-wave impulse patté's easier if you see it as a picture:

That still looks kind of confusing. Let's splashreocolor on this bad boy.

Ah magnifico! It's so pretty! We like colors, so we color-coded each wave along with its
wave count.

w adwvertisement

Here is a short description of what happens dugangh wave.

We're going to use stocks for our example sincekstare what Mr. Elliott used but it really
doesn't matter what it is. It can easily be cunesydonds, gold, oil, or Tickle Me Elmo dolls.
The important thing is the Elliott Wave Theory adso be applied to the foreign exchange
market.



Wave 1

The stock makes its initial move upwards. Thisgsally caused by a relatively small number
of people that all of the sudden (for a varietyedsons, real or imagined) feel that the price
of the stock is cheap so it's a perfect time ta Ginys causes the price to rise.

Wave 2

At this point, enough people who were in the ordjiwave consider the stock overvalued and
take profits. This causes the stock to go down. éi@s, the stock will not make it to its
previous lows before the stock is considered adaragain.

Wave 3

This is usually the longest and strongest wave.stbek has caught the attention of the mass
public. More people find out about the stock anatia buy it. This causes the stock's price
to go higher and higher. This wave usually excekedigh created at the end of wave 1.

Wave 4

Traders take profits because the stock is considexpensive again. This wave tends to be
weak because there are usually more people thatitteullish on the stock and are waiting
to "buy on the dips."

Wave 5

This is the point that most people get on the stukis most driven by hysteria. You usually
start seeing the CEO of the company on the frogé jmd major magazines as the Person of
the Year. Traders and investors start coming up udticulous reasons to buy the stock and
try to choke you when you disagree with them. Thishen the stock becomes the most
overpriced. Contrarians start shorting the stockclvistarts the ABC pattern.

Extended Impulse Waves

One thing that you also need to know about th@&ENvave Theory is that one of the three
impulse waves (1, 3, or 5) will always be "exterd&Imply put, there will always be one
wave that is longer than the other two, regardiéskegree.

According to Elliott, it is usually the fifth wawehich is extended. As time went by, this old
school style of wave labeling has changed becawse and more people started labeling the
third wave as the extended one.

ABC Correction

The 5-wave trends are then corrected and revess8daave countertrends. Letters are used
instead of numbers to track the correction. Chethklis example of a smokin' hot corrective
3-wave pattern!



Just because we've been using a bull market agimgny example doesn't mean the Elliott
Wave Theory doesn't work on bear markets. The gahevave pattern can look like this:

Types of Corrective Wave Patterns
According to Elliott, there are 21 corrective AB@terns ranging from simple to complex.

"Uh 217 | can't memorize all of that! The basicshef Elliott Wave Theory are already mind-
blowing!"

Take it easy, young padawan. The great thing aBlhott Wave is you don't have to be
above the legal drinking age to trade it! You dbiave to get a fake ID or memorize all 21
types of corrective ABC patterns because theyusiemade up of three very simple easy-to-
understand formations.

- advertizsement



Let's take a look at these three formations. Tlzergtes below apply to uptrends, but you can
just invert them if you're dealing with a downtrend

The Zig-Zag Formation

Zig-zags

Zig-zag formations are very steep moves in prieg¢ gloes against the predominant trend.
Wave B is typically shortest in length compareitaves A and C. These zig-zag patterns
can happen twice or even thrice in a correctioto 2 zig-zag patterns linked together). Like
with all waves, each of the waves in zig-zag pateould be broken up into 5-wave patterns.

The Flat Formation

Flats
d
Flat formations are simple sideways corrective waueflats, the lengths of the waves are

GENERALLY equal in length, with wave B reversing wave A'svsenand wave C undoing
wave B's move. We say generally because wave Baaetimes go beyond the beginning of

wave A.



The Triangle Formation

Triangles

Triangle formations are corrective patterns thattarund by either converging or diverging
trend lines. Triangles are made up of 5-wavesrtiate against the trend in a sideways
fashion. These triangles can be symmetrical, deliegnascending, or expanding.

Waves Within a Wave

Like we mentioned earlier, Elliott waves are fré&t&ach wave is made of sub-waves. Huh?
Let me show you another picture. Pictures are gegah't they? Yee-haw!

Do you see how Waves 1, 3, and 5 are made uprogles 5-wave impulse pattern while
Waves 2 and 4 are made up of smaller 3-wave coreggattern?

Always remember that each wave is comprised oflemakve patterns. This pattern repeats
itself...

FOREVER!



To make it easy to label these waves, the Ellica/&/Theory has assigned a series of
categories to the waves in order of the largettécsmallest. They are:

- Grand Supercycle
« Supercycle

« Cycle

« Primary

« Intermediate
« Minor

« Minute

« Minuette

« Sub-Minuette

A Grand Supercycle is made up of Supercycle waveshns made up of Cycle waves which
is made up Primary waves, which is made up of inégeliate waves which is made up of
Minor waves which is made up of Minute waves whgmade up of Minuette waves which
is made up of Sub-Minuette waves. Did you getradt?

w adwvertisement

Okay, to make things much clearer, let's see howwliéwit Wave looks in real life.
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As you can see, waves aren't shaped perfecthalrdife. You'll also learn it's sometimes
difficult to label waves. But the more you starelaarts the better you'll get.

Besides, we're not going to let you go at it aldnethe following sections, we'll give you
some tips on how to correctly and easily identives as well as teach you how to trade
using Elliott Waves. Surf's up!



The 3 Cardinal Rules and Some Guidelines

Wave 2
can Wave 4
NEVER - can 3
NEVER ¢

go
begond cross into \j
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Wave 1. area as
~ Wave 1

As you may have guessed, the key in using thetEW@ve Theory in trading is all about
being able to correctly identify waves.

By developing the right eye in recognizing what @adlwe market is in, you will be able to
find out which side of the market to trade on, lamghort.

There are three cardinal cannot-be-broken rulésbi@ling waves. So, before you jump right
in to applying the Elliott Wave Theory to your trag, you must take note of the rules below.

Failing to label wave correctly can prove disassrtmyour account.

3 Cardinal Rules of the Elliott Wave Theory

+ Rule Number 1: Wave 3 can NEVER be the shortestiisgpwvave
« Rule Number 2: Wave 2 can NEVER go beyond the staifave 1
+ Rule Number 3: Wave 4 can NEVER cross in the samce prea as Wave 1

w advertizsameaent

Then, there are the guidelines that help you ineotlly labeling waves. Unlike the three
cardinal rules, these guidelines can be brokere ey are:

« Conversely, sometimes, Wave 5 does not move betyenend of wave 3. This is
called truncation.

« Wave 5, more often than not, goes beyond or "brdaksigh” the trend line drawn off
Wave 3 parallel to a trend line connecting thetsth¥Waves 3 and 5.

« Wave 3 tends to be very long, sharp, and extended.

«  Waves 2 and 4 frequently bounce off Fibonacci cetngent levels.

Riding Elliott's Waves



This is probably what you all have been waiting-fdrumroll please - using the Elliott Wave
Theory in trading! In this section, we will look sdme setups and apply our knowledge of
Elliott Wave to determine entry, stop loss, and prints. Let's get it on!

Hypothetical, will-most-probably-be-right scenario:

Let's say you wanted to begin your wave count. Seeithat price seems to have bottomed
out and has began a new move upwards. Using yawlkdge of Elliott Wave, you label
this move up as Wave 1 and the retracement as RAave
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In order to find a good entry point, you head bixthe School of Pipsology to find out
which of the three cardinal rules and guidelines gould apply. Here's what you found out:

+ Rule Number 2: Wave 2 can NEVER go beyond the sfafave 1
- Waves 2 and 4 frequently bounce off Fibonacci oetngent levels

So, using your superior Elliott Waving trading $kilyou decide to pop the Fibonacci tool to
see if price is at a Fib level. Holy mama! Pric@ust chillin’ like ice cream fillin' around the
50% level. Hmm, this could be the start of Wave/Bich is a very strong buy signal.
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Since you're a smart trader, you also take your istio consideration.

Cardinal rule number 2 states that Wave 2 can rgwvéeyond the start of Wave 1 so you set
your stop below the former lows.

If price retraces more than 100% of Wave 1, theur yaave count is wrong.

Let's see what happens next...
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Your Elliott Wave analysis paid off and you caughtuge upward move! You go to Vegas
(or Macau), blow all your profits on roulette, agad right back where you started. Lucky for
you we have another hypothetical scenario wherecgmuearn imaginary money again...
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Scenario 2:

This time let's use your knowledge on correctiveegpattterns to grab those pips.
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You begin counting the waves on a downtrend andntice that the ABC corrective waves
are moving sideways. Hmm, is this a flat formatiothe works? This means that price may
just begin a new impulse wave once Wave C ends.
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Trusting your Elliott Wave skills, you go ahead aadl at market in hopes of catching a new
impulse wave.

You place your stop just a couple of pips abovesthe of Wave 4 just incase your wave
count is wrong.
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Because we like happy endings, your trade idea svouk and nets you a couple thousand
pips on this day, which is not always the case.

You have also learned your lesson this time ar@engou skip Vegas and decide to use your
profits to grow your trading capital instead.

Summary: Elliott Wave Theory

- Elliott Waves are fractals. Each wave can be spgiit parts, each of which is a very
similar copy of the whole. Mathematicians like &l this property "self-similarity".

« Atrending market moves in a 5-3 wave pattern.

- The first 5-wave pattern is called impulse wave.

- One of the three impulse waves (1, 3, or 5) wila}s be extended. Wave 3 is usually
the extended one.

- The second 3-wave pattern is called corrective wiaetters are used instead of
numbers to track the correction.

- Waves 1, 3 and 5, are made up of a smaller 5-wapealse pattern while Waves 2 and
4 are made up of smaller 3-wave corrective pattern.

« There are 21 types of corrective patterns but #reyust made up of three very
simple, easy-to-understand formations.

- The three fundamental corrective wave patterngigreags, flats, and triangles.

w adwvertisement

» There are three cardinal rules in labeling waves:

« Rule Number 1: Wave 3 can NEVER be the shortestisgpwave
+ Rule Number 2: Wave 2 can NEVER go beyond the sftafave 1
« Rule Number 3: Wave 4 can NEVER cross in the sance prea as Wave 1

* If you look hard enough at a chart, you'll sest the market really does move in waves.

» Because the market never moves in text book geidshion, it will take many, many
hours of practice analyzing waves before you staget comfortable with Elliott waves. Stay
diligent and never give up!



Harmonic Price Patterns

Now that you've got the basic chart patterns dothaitime to move on and add some more
advanced tools to your trading arsenal.

In this lesson, we'll be looking at harmonic pnigterns. These bad boys may be a little
harder to grasp but once you spot these setuge) iead to some very nice profits!

The whole idea of these patterns is that they petjple spot possible retracements of recent
trends. In fact, we'll make use of other tools wediready covered - the Fibonacci
retracement and extensions!

Combining these wonderful tools to spot these hairmpatterns, we'll be able to distinguish
possible areas for a continuation of the overahdi

w advertizement

In this lesson, we're going to discuss the follgyitarmonic Price Patterns:

« ABCD Pattern

« Three-Drive Pattern
« Gartley Pattern

« Crab Pattern

- Bat Pattern

- Bultterfly Pattern

Phew! That's quite a lot to cover!
But don't you worry... Once you get the hang afgisi it'll be as easy as 1-2-3! We'll start off
with the more basic ABCD and three-drive patteref®te moving on to Gartley and the

animals.

After learning about them, we'll take a look at thels you need in order to trade these
patterns successfully.

For all these harmonic patterns, the point is td feathe entire pattern to complete before
taking any short or long trades. You'll see whatevialking about later on so let's get started!



The ABCD and the Three-Drive

The ABCD

Let's start this lesson with the simplest harmgaittern, and what could be more basic than
your good ole ABC's? We'll just pop in anotherdetight there (because we're cool like that)
and we've got the ABCD chart pattern!

To spot this chart pattern, all you need are wdtrarp hawk eyes and the handy-dandy
Fibonacci tool.

For both the bullish and bearish versions of theCBBchart pattern, the lines AB and CD are
known as the legs while BC is called the correctioretracement. If you use the Fibonacci
retracement tool on leg AB, the retracement BC khaach until the 0.618 level. Then, the
line CD should be the 1.272 Fibonacci extensioB©f

Simple, right? All you have to do is wait for thetiee pattern to complete (reach point D)
before taking any short or long positions.

Bearish ABCD Bullish ABCD

\'-11'1_ -

Oh, but if you want to be extra strict about itredhare a couple more rules for a valid ABCD
pattern:

The length of line AB should be equal to the lengjthine CD.
« The time it takes for the price to go from A to lBsld be equal to the time it takes for
the price to move from C to D.

- advertizsement
Three-Drive
The three-drive pattern is a lot like the ABCD pattexcept that it has three legs (now known
as drives) and two corrections or retracementsy Bapie! In fact, this three-drive pattern is

the ancestor of the Elliott Wave pattern.

As usual, you'll need your hawk eyes, the Fibontami and a smidge of patience on this
one.



Bearish Three-Drive _ Bullish Three-Drive

As you can see from the charts above, point A shbalthe 61.8% retracement of drive 1.
Similarly, point B should be the 0.618 retracenwrdrive 2. Then, drive 2 should be the
1.272 extension of correction A and drive 3 shdagdhe 1.272 extension of correction B.

By the time the whole three-drive pattern is cortgléhat's when you can pull the trigger on
your long or short trade. Typically, when the pnieaches point B, you can already set your
short or long orders at the 1.272 extension soytiatvon't miss out!

But first, it'd be better to check if these rulésozhold true:

- The time it takes the price to complete drive 2uithidbe equal to the time it takes to
complete drive 3.
« Also, the time to complete retracements A and Bikhbe equal.

The Gartley and the Animals

Once upon a time, there was this insanely smatetrdude named Harold McKinley Gartley.

He had a stock market advisory service in the n9i80% with a huge following. This service
was one of the first to apply scientific and stated methods to analyze the stock market
behavior.

According to Gartley, he was finally able to sotwa of the biggest problems of traders:
what and when to buy.

Soon enough, traders realized that these patteuid also be applied to other markets. Since
then, various books, trading software, and oth&éepas (discussed below) have been made
based on the Gartleys.

Gartley a.k.a. "222" Pattern

The Gartley "222" pattern is named for the pagelmemit is found on in H.M. Gartleys book,
Profits in the Stock MarkeGartleys are patterns that include the basic Ap@iern we've
already talked about, but are preceded by a sogmfihigh or low.

Now, these patterns normally form when a correatibtne overall trend is taking place and
look like 'M' (or '"W' for bearish patterns). Thessterns are used to help traders find good
entry points to jump in on the overall trend.



Bearish Gartley Bullish Gartley

A Gartley forms when the price action has beengoima recent uptrend (or downtrend) but
has started to show signs of a correction.

What makes the Gartley such a nice setup whemntdas the reversal points are a Fibonacci
retracement and Fibonacci extension level. Thisga stronger indication that the pair may
actually reverse.

This pattern can be hard to spot and once you @¢aniget confusing when you pop up all
those Fibonacci tools. The key to avoiding all ¢tbafusion is to take things one step at a
time.

In any case, the pattern contains a bullish orifle@®&BCD pattern, but is preceded by a point
(X) that is beyond point D. The "perfect” Gartlegtfern has the following characteristics:

1. Move AB should be the .618 retracement of move XA.

2. Move BC should be either .382 or .886 retraceméniave AB.

3. If the retracement of move BC is .382 of move At CD should be 1.272 of move
BC. Consquently, if move BC is .886 of move AB,nheD should extend 1.618 of
move BC.

4, Move CD should be .786 retracement of move XA

- advertizement

The Animals

As time went by, the popularity of the Gartley pattgrew and people eventually came up
with their own variations.

For some odd reason, the discoverers of thesetiosisadecided to name them after animals
(Maybe they were part of PETA?).Without further adere comes the animal pack...



The Crab

Bearish Crab Bullish Crab

In 2000, Scott Carney, a firm believer in harmaprice patterns, discovered the "Crab".

According to him, this is the most accurate amdhtha harmonic patterns because of how
extreme the Potential Reversal Zone (sometimesd:4tirice better reverse or imma gonna
lose my shirt" point) from move XA.

This pattern has a high reward-to-risk ratio beeaumi can put a very tight stop loss. The
"perfect” crab pattern must have the following atsge

1. Move AB should be the .382 or .618 retracement a¥enXA.

2. Move BC can be either .382 or .886 retracementmfamAB.

3. If the retracement of move BC is .382 of move Afrt CD should be 2.24 of move
BC. Consquently, if move BC is .886 of move AB,rheD should be 3.618 extension
of move BC.

4. CD should be 1.618 extension of move XA.

The Bat
Bearish Bat Bullish Bat
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Come 2001, Scott Carney founded another Harmomee Pattern called the "Bat." The Bat
is defined by the .886 retracement of move XA a®R@l Reversal Zone. The Bat pattern
has the following qualities:

1. Move AB should be the .382 or .500 retracement a¥enxA.
2. Move BC can be either .382 or .886 retracementmfaAB.



3. If the retracement of move BC is .382 of move Airt CD should be 1.618
extension of move BC. Consquently, if move BC B6.8f move AB, then CD should
be 2.618 extension of move BC.

4. CD should be .886 retracement of move XA.

The Butterfly

Bearish Butterfly Bullish Butterfly

A

Then, there is the Butterfly pattern. Like MuhamnAdid if you spot this setup, you'll surely
be swinging for some knockout-sized pips!

Created by Bryce Gilmore, the perfect Butterflytpat is defined by the .786 retracement of
move AB with respect to move XA. The Butterfly caimis these specific characteristics:

1. Move AB should be the .786 retracement of move XA.

2. Move BC can be either .382 or .886 retracementmfarAB.

3. If the retracement of move BC is .382 of move Afrt CD should be 1.618
extension of move BC. Consquently, if move BC B6.8f move AB, then CD should
extend 2.618 of move BC.

4. CD should be 1.27 or 1.618 extension of move XA.

3 Steps in Trading Harmonic Price Patterns

As you may have guessed, profiting off Harmonic®®atterns is all about being able to spot
those "perfect” patterns and buying or sellinglairtcompletion.

There are three basic steps in spotting Harmonoe Patterns:
- Step 1: Locate a potential Harmonic Price Pattern
« Step 2: Measure the potential Harmonic Price Patter

- Step 3: Buy or sell on the completion of the Harmano Price Pattern

By following these three basic steps, you can Righ probability setups that will help you
grab those oh-so-lovely pips.

Let's see this process in action!

Step 1: Locate a potential Harmonic Price Pattern



Oh wow, that looks like a potential Harmonic Pritatern! At this point in time, we're not
exactly sure what kind of pattern that is. It LOOK& a three-drive, but it could be a Bat or
a Crab...

Heck, it could even be a Moose! In any case, l@tsl| those reversal points.

Step 2: Measure the potential Harmonic Price Patter

Using the Fibonacci tool, a pen, and a piece oépdpt us list down our observations.



1. Move BC is .618 retracement of move AB.
2. Move CD is 1.272 extension of move BC.
3. The length of AB is roughly equal to the lengthGid.
This pattern qualifies for a bullish ABCD pattewhich is a strong buy signal.
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Step 3: Buy or sell on the completion of the Harman Price Pattern



Once the pattern is complete, all you have to despond appropriately with a buy or sell
order.

In this case, you should buy at point D, whichis 1.272 Fibonacci extension of move CB,
and put your stop loss a couple of pips below ymiry price.

Is it really that easy?
Not exactly.

The problem with harmonic price patterns is thaltare so perfect that they are so difficult
to spot, kind of like a diamond in the rough.

More than knowing the steps, you need to have Héwleyes to spot potential harmonic
price patterns and a lot of patience to avoid jurgghe gun and entering before the pattern is
completed.

Summary: Harmonic Price Patterns

Harmonic price patterns enable us to distinguisssiide areas for a continuation of the
overall trend.

There are six harmonic price patterns:

- The ABCD Pattern

« The Three-Drive Pattern
« The Gartley Pattern

« The Crab Pattern

« The Bat Pattern

- The Butterfly Pattern
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The three basic steps in spotting harmonic pri¢eepe are the following

« Step 1: Locate a potential harmonic price pattern
- Step 2: Measure the potential harmonic price patter
« Step 3: Buy or sell on the completion of the hariognice pattern

Again, harmonic price patterns are so perfecttthey are very difficult to spot.
More than knowing the steps, you need to have Héwleyes to spot potential harmonic
price patterns and a lot of patience to avoid jurggthe gun and entering before the pattern is

completed.

With enough practice and experience, trading usargnonic price patterns can yield a lot of
pips!

High School



Divergence Trading

What if there was a low risk way to sell near thye or buy near the bottom otr@nd?

What if you were already in a long position and gould know ahead of time the perfect
place to exit instead of watching your unrealizathg, a.k.a your potential Aston Martin
down payment, vanish before your eyes becausetsamle reverses direction?

What if you believe a currency pair will continuefall but would like to short at a better
price or a less risky entry?

Well guess what? There is a way! It's caltileergence trading
In a nutshell, divergence can be seen by comparicg action and the movement of an
indicator. It doesn't really matter what indicayou use. You can ugeS|, MACD, the

stochasticCCl, etc.

The great thing about divergences is that you sarntlhem as kading indicatgrand after
some practice it's not too difficult to spot.

When traded properly, you can be consistently fable with divergences. The best thing
about divergences is that since you're usuallyrgugiear the bottom or selling near the top.
This makes the risk on your trades are very sme#tive to your potential reward.
Cha-ching!

Higher Highs and Lower Lows

Just think "higher highs" and "lower lows".

Price and momentum normally move hand in handHikasel and Gretel, Batman and Robin,
Serena and Venus Williams, salt and pepper...Yothgepoint.
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If price is makinghigher highs, the oscillator should also be makimgher highs. If price is
makinglower lows, the oscillator should also be makiogver lows.

If they are NOT, that means price and tiseillatorare diverging from each other. And that's
why it's called "divergence.”

w adwvertisement



Divergence trading is an awesome tool to have ur yaolbox because divergences signal to
you that something fishy is going on and that yloouwsd pay closer attention.

Using divergence trading can be useful in spottingeakening trend oeversain
momentum. Sometimes you can even use it as a $gralrend to continue!

There areTWO types of divergence:

1. Regular
2. Hidden

In this grade, we will teach you how to spot thdsergences and how to trade them. We'll
even have a sweet surprise for you at the end.

Regular Divergence

A regular divergence is used as a possible siga fognd reversal.

If price is making lower lows (LL), but the osciita is making higher lows (HL), this is
considered to be regular bullish divergence.

This normally occurs at the end of a down trendeA¢stablishing a second bottom, if the
oscillatorfails to make a new low, it is likely that the geiwill rise, as price and momentum
are normally expected to move in line with eacleath

Below is an image that portrays regular bullishedgence.

Now, if the price is making a higher high (HH), lthé oscillator is lower high (LH), then you
have regular bearish divergence.

This type of divergence can be found in an uptréfbr price makes that second high, if the
oscillator makes a lower high, then you can propakpect price to reverse and drop.

In the image below, we see that price reverses iafé&ing the second top.



As you can see from the images above, the regidargence is best used when trying to pick
tops and bottoms. You are looking for an area wpece will stop and reverse.

The oscillators signal to us that momentum is isigto shift and even though price has made
a higher high (or lower low), chances are thatohtwbe sustained.
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Did you get all of that? Pretty simple eh?

Now that you've got a hold on regular divergentetime to move and learn about the
second type of divergence - hidden divergence.

Don't worry, it's not super concealed like the Chanof Secrets and it's not that tough to
spot. The reason it's called "hidden" is becausdidling inside the current trend.

We'll explain more in the next section. Read on!

Hidden Divergence

Divergences not only signal a potential trend reakithey can also be used as a possible sign
for a trend continuation. Always remember, ttendis your friend, so whenever you can get
a signal that the trend will continue, then goodyiou!

Hidden bullish divergence happens when price isingg& higher low (HL), but the oscillator
is showing a lower low (LL).

This can be seen when the pair is in an uptrende@rice makes a higher low, look and see
if the oscillator does the same. If it doesn't arakes a lower low, then we've got some
hidden divergence in our hands.



Lastly, we've got hidden bearish divergence. Thiguos when price makes a lower high

(LH), but the oscillator is making a higher highHH By now you've probably guessed that
this occurs in a downtrend. When you see hiddendsedivergence, chances are that the pair
will continue to shoot lower and continue the downd.

Let's recap what you've learned so far about hidtilrgence.

If you're a trend follower, then you should dedécabme time to spot some hidden
divergence.

If you do happen to spot it, it can help you jumghe trend early.
Sounds good, yes?

» adwertizement
Okay, now you know about both regular and hiddererdjence.

We hope you got it all down pat. Keep in mind tresgular divergences are possible signals
for trend reversalghile hidden divergences signal trend continuation

In the next lesson we'll show you some real-woxaneples of when divergences existed and
how you could have traded them.



How To Trade Divergences

Now it's time to put those Jedi-divergence minckiito work and force the markets to give
you some pips!

Here we'll show you some examples of when therediessgence between price and
oscillatormovements.

First up, let's take a look at regular divergermsmow is a daily chart of USD/CHF.
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We can see from the fallirigend linethat USD/CHF has been in a downtrend. However,
there are signs that the downtrend will be comagrt end.

While price has registered lower lows, gtechastiqour indicator of choice) is showing a
higher low.

Something smells fishy here. Is tteyersalcoming to an end? Is it time to buy this sucker?

Data
USDCHF, Daily - US Dollar vs Swiss Frank ‘I‘*
E 1 1.0800

1 1.0700

former

4 1.0600

new up trend! AR

1.0500
4 1.0400

it turns out that it was a { 10200

bottom and trend reversed! ] Lozgo

4 1.0100

4 1.0000

I did you notice the tweezer bottoms?
Stochastic|

Ppuns Ti6 23 ER) ful7  id 21 28 [fug 4 i1 18 [25 Bep1 B



If you had answered yes to that last question, yleerwould have found yourself in the
middle of the Caribbean, soaking up margaritayoasvould have been knee deep in your
pip winnings!

It turns out that the divergence between the s&tehand price action was a good signal to
buy. Price broke through the falling trend line dmed a new uptrend. If you had bought
near the bottom, you could have made more thaonws#nd pips, as the pair continued to
shoot even higher in the following months.

Now can you see why it rocks to get in on the tready?!

Before we move on, did you notice the tweezer loagtthat formed on the second low?
Keep an eye out for other clues that a reversalpgace. This will give you more
confirmation that a trend is coming to an end, igwou even more reason to believe in the
power of divergences!
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Next, let's take a look at an example of some mdtieergence. Once again, let's hop on to
the daily chart of USD/CHF.
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Here we see that the pair has been in a downtMwtite how price has formed a lower high
but the stochastic is printing higher highs.

According to our notes, this is hidden bearish djeace! Hmmm, what should we do? Time
to get back in the trend?

Well, if you ain't sure, you can sit back and watchthe sidelines first.
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If you decided to sit that one out, you might béakl as Professor Xavier because you pulled
out all your hair.

Why?
Well the trend continued!
Price bounced from the trend line and eventualbpded almost 2000 pips!

Imagine if you had spotted the divergence and swras a potential signal for a
continuation of the trend?

Not only would you be sipping those margaritashim €aribbean, you'd have your own
pimpin’ yacht to boot!

Momentum Tricks

While using divergences is a great tool to hawgour trading toolbox, there are times when

you might enter too early because you didn't waitniore confirmation. Below are a couple

of tricks that you can make use of so that you mgee confirmation that the divergence will
work out in your favor.

Walit for a crossover

This ain't so much a trick as it is a rule. Jusit W& a crossover of the momentum indicator.
This would indicate a potential shift in momentwmonh buying to selling or vice versa. The
main reasoning behind this is that you are waitorgop or bottom and these can't be formed
unless a crossover is made!
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In the chart above, the pair showed lower highdenthie stochastic already made higher
highs. Now that's a bearish divergence there aswré is tempting to short right away.

But, you know what they say, patience is a virttie.be better to wait for the stochastic to
make a downward crossover as confirmation thapé#ueis indeed headed down.

lower highs

higher highs

A couple of candles later, the stochastic did nthké crossover. Playing that bearish
divergence would've been pip-tastic!

What's the main point here? Just be patient! Donto jump the gun because you don't quite

know when momentum will shift! If you aren't patieyou might just get burned as one side
keeps dominating!



Moving out of overbought / oversold

Another trick would be to wait for momentum highsldows to hit overbought and oversold
conditions, and wait for the indicator to move ofithese conditions.

The reason for doing this is similar to that of tivey for a crossover - you really don't have
any idea when momentum will begin to shift.

Let's say you're looking at a chart and you ndtieg the stochastic has formed a new low
while price hasn't.
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You may think that it's time to buy because thedatbr is showing oversold conditions and
divergence has formed. However, selling pressungneraain strong and price continues to
fall and make a new low.

You would have been pretty bummed out as trendtdidntinue. In fact, a new downtrend is
probably in place as the pair is now forming loWwighs. And if you were stubborn, you
might have missed out on this down move too.

If you had waited patiently for more confirmatidrat the divergence had formed, then you
could have avoided losing and realized that a memdtwas developing.
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Draw trend lines on the momentum indicators themsel ves

This might sound a little ridiculous since you weaumlormally draw trend lines only on price
action. But this is a nifty lil' trick that we waarshare with you. After all, it doesn't hurt to
have another weapon in the holster right? You nkrew when you might use it!

This trick can be particularly useful especiallyamiooking for reversals or breaks from a
trend. When you see that price is respecting altlier, try drawing a similar trend line on
your indicator.
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You may notice that the indicator will also respie trend line. If you see both price action
and the momentum indicator break their respectemdtlines, it could signal a shift in power
from buyers to sellers (or vice versa) and thatéed could be changing. Oh yeah! Break it
down like a Michael Jackson video!

9 Rules for Trading Divergences

Before you head out there and start looking foeptél divergences, here are nine cool rules
for trading divergences.

Learn 'em, memorize 'em (or keep coming back happly 'em to help you make better
trading decisions. Ignore them and go broke.

1. Make sure your glasses are clean
In order for divergence to exist, price must haitieee formed one of the following:

« Higher high than the previous high
« Lower low than the previous low

« Double top

« Double bottom

Don't even bother looking at an indicator unlessEQiIthese four price scenarios have
occurred. If not, you ain't trading a divergenaggdy. You're just imagining things.
Immediately go see your optometrist and get someglasses.
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no obvious extreme tops or bottom here.
just crappy consolidation.

2. Draw lines on successive tops and bottoms

Okay now that you got some action (recent priceoadhat is), look at it. Remember, you'll
only see one of four things: a higher high, aliligh, a lower low, or a flat low.

Now draw a line backward from that high or low be fprevious high or low. It HAS to be on

successive major tops/bottom. If you see any littlenps or dips between the two major
highs/lows, do what you do when your significaritestshouts at you - ignore it.

3. Do Tha Right Thang - Connect TOPS and BOTTOMS on ly

Once you see two swing highs are established, gooexrt the TOPS. If two lows are made,
you connect the BOTTOMS.

Don't make the mistake of trying to draw a lingh&t bottom when you see two higher highs.
It sounds dumb but really, peeps regularly get aused.
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just crappy consolidation.

4. Eyes on the Price

So you've connected either two tops or two bottwitis a trend line. Now look at your
preferred indicator and compare it to price actidinichever indicator you use, remember
you are comparing its TOPS or BOTTOMS. Some indisasuch as MACD or Stochastic
have multiple lines all up on each other like tega with raging hormones. Don't worry
about what these kids are doing.
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5. Be Fly like Pip Diddy

If you draw a line connecting two highs on priceuyMUST draw a line connecting the two
highs on the indicator as well. Ditto for lows alfoyou draw a line connecting two lows on
price, you MUST draw a line connecting two lowstba indicator. They have to match!
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6. Keep in Line

The highs or lows you identify on the indicator MUBe the ones that line up
VERTICALLY with the price highs or lows. It's juike picking out what to wear to the club
- you gotta be fly and matchin' yo!

| ey
AUDUS uso price high
matches
vertically ] =
with !“
oscillator
' high F f
| 0
7 ol il ‘ j
“iﬁ |'H, ”“! | imnl Jfll m!
LU M | i N
#“! ¥ ' price high 1 oo
matches
vertically
with 1 as00]
oscillator

high
| =) =
T 7 e 7 :
s = NS =3 3 B e L A S 20.
E
Pecze BL SR T T = Feba BT era T % B




7. Ridin' the slopes

Divergence only exists if the SLOPE of the line mecting the indicator tops/bottoms
DIFFERS from the SLOPE of the line connection ptaas/bottoms. The slope must either
be: Ascending (rising) Descending (falling) Flda(f
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8. If the ship has sailed, catch the next one

*II.J.

If you spot divergence but the price has alreagignged and moved in one direction for some
time, the divergence should be considered playédYamu missed the boat this time. All you
can do now is wait for another swing high/low tonfioand start your divergence search over.
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9. Take a step back

Divergence signals tend to be more accurate olotigeer time frames. You get less false
signals. This means fewer trades but if you stmecyour trade well, then your profit potential
can be huge. Divergences on shorter time framé®uglr more frequently but are less
reliable.

We advise only look for divergences on 1-hour chartlonger. Other traders use 15-minute
charts or even faster. On those time frames, thgrst too much noise for our taste so we just
stay away.
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So there you have it kiddos - 9 rules you MUSTdwllif you want to seriously consider
trading using divergences. Trust us, you don't wamignoring these rules. Your account
will take more hits than BabyPips.corfFacebook fan page

Follow these rules, and you will dramatically inase the chances of a divergence setup
leading to a profitable trade.

Now go scan the charts and see if you can spot soraggences that happened in the past as
a great way to begin getting your divergence skifigo par!

Divergence Cheat Sheet

Let's review!
There are two types of divergences:

1. Regular divergence
2. Hidden divergence

Each type of divergence will contain either a tahilbias or a bearish bias.
Since you've all be studying hard and not beenngutiass, we've decided to help y'all out

(cause we're nice like that) by giving you a clsegtet to help you spot out regular and hidden
divergences quickly.

Oscillator
Indicates underlying strength. Bears are
Bullish Lower Higher exhausted.
Low Low Warning of possible trend direction change fro
downtrend to uptrend.
Regular
Indicates underlying weakness. Bulls are Foner High
. Higher Lower exhausted. lr"'"“'"i [ J’T i
Bearish, . . : . o h "I,
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Whew! That's quite a lot to remember, isn't it? Négve you two options:

1. You can write this all down in your palm and loakck on it while trading. If you're
the type who gets sweaty palms when you're nerwaeisyouldn't recommend this.

2. You can simply bookmark this page and just revtisithen you mix up those higher
lows, lower highs, lower lows, and higher highsu¥on't want to make a wild guess
while coming up with a trade, do you?

Summary: Divergences

Please keep in mind that we use divergence asdaator, not a signal to enter a trade!

It wouldn't be smart to trade basely solely on djeaces since too many false signals are
given. It's not 100% foolproof, but when used atap condition and combined with
additional confirmation tools, your trades havaghtprobability of winning with relatively
low risk.

There are a bunch of ways to take advantage oéttiogrgences.

One way is to look dtend linesor candlestick formationt confirm whether a reversal or
continuation is in order.

Another way is to make use of momentum tricks bychvag out for an actual crossover or
waiting for theoscillatorto move out of the overbought/oversold region. ¥aun also try
drawing trend lines on the oscillator too.

With these nifty tricks, you can guard yourselfiagafalse signals and filter out those that'll
be very profitable.

On the flip side, it is just as dangerous traderesgadhis indicator.

If you're unsure about which direction to tradeall @ut on the sidelines.

Remember that taking no position is a trading degis itself and it's better to hold on to
your hard-earned cash than bleed Benjamins onky stade idea.

Divergences don't appear that often, but when tleegppear, it'd behoove you to pay
attention.



Regular divergencesan help you collect a big chunk of profit becayse're able to get in
right when the trend changes.

Hidden divergencesan help you ride a trade longer resulting in brgiipan-expected profits
by keeping you on the correct side of a trend.

The trick is to train your eye to spot divergenad®n they appear AND choose the proper
divergences to trade.

Just because you see a divergence, it doesn'tsagitgsnean you should automatically jump
in with a position. Cherry pick your setups and'{jao well.

Trendspotting

When two people go to war, the foolish man alwayhes blindly into battle without a plan,
much like a starving man at his favorite buffettspo

The wise man, on the other hand, will always gatuation report first to know the
surrounding conditions that could affect how th#lbaglays out.

(i
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Like in warfare, we must also get a situation réporthe market we are trading. This means
we need to know what kind of market environmentaneeactually in. Some traders cry
saying that their system sucks.

Sometimes the system does in fact, suck. Othestithe system is potentially profitable, but
it is being utilized in the wrong environment.

Seasoned traders try to figure out the appropsiaétegy for the current market environment
they are trading in.

Is it time to bust out those Fibs and look fetracemen® Or are ranges holding?

Just as the coach comes up with different playpdoticular situations or opponents, you
should also be able to decide which strategy tadepending on market environment.

By knowing what market environment we are tradimgne can choose a trend-based strategy
in a trending market or a range-bound strategyramging market.

Are you worried about not getting to use your bigasinge-bound strategy? How about your
Bring-Home-Da-Bacon trend-based system?

Have no fear!



The forex market provides many trending and rangipygortunities across different time
frames wherein these strategies can be implemented.

By knowing which strategies are appropriate, yollifimid it easier to figure out which
indicators to pull out from your toolbox.

For instance, Fibs artdend linesare useful in trending markets whi&/ot points support
and resistance levetse helpful when the market is ranging.

Before spotting those opportunities, you have tallle to determine the market environment.
The state of the market can be classified intoetlsenarios:

Trending up

Trending down
Ranging

What is a Trending Market?

A trending market is one in which price is generally movingne direction.

Sure, price may go against the trend every nowtlagra, but looking at the longer time
frames would show that those were jiegtacements

1 16500

Downtrend IMI

Trends are usually noted by "higher highs" andhbrdows" in aruptrend and "lower
highs" and "lower lows" in downtrend.

When trading a trend-based strategy, traders yspiak the major currencies as well as any
other currency utilizing the dollar because thesiespgend to trend and be more liquid than
other pairs.

Liquidity is important in trend-based strategiekeTmore liquid a currency pair, the more
movement (a. k. a/olatility ) we can expect.



The more movement a currency exhibits, the morexppities there are for price to move
strongly in one direction as opposed to bouncigiad within small ranges.

Other than eyeballing price action, you can als&emsse of technical tools you have learned
in previous sections to determine whether a cuyrg@adr is trending or not.

ADX in a Trending Market

A way to determine if the market is trending isotingh the use of thaverage Directional
Index indicatoror ADX for short.

Developed by J. Welles Wilder, this indicator ugakies ranging from 0-100 to determine if
price is moving strongly in one direction, i.e.rndéng, or simply ranging.

Values more than 25 usually indicate that pricdegsding or is already in a strong trend.
The higher the number is, the stronger the trend.

However, the ADX is a lagging indicator which med#mat it doesn't necessarily predict the
future. It also is a non-directional indicator, wiimeans it will report a positive figure

whether price is trending up or down.

Take a look at this example. Price is clearly treg@lownwards even though ADX is greater
than 25.
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ADX > 25 usually indicates a trend
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Moving Averages in a Trending Market

If you're not a fan of the ADX, you can also malse vfsimple moving average€heck this
out!

Place a 7 period, a 20 period, and a 65 period I8iMpving Average on your chart. Then,
wait until the three SMA's compress together argirbt fan out.



If the 7 period SMA fans out on top of the 20 pdr®MA, and the 20 SMA on top of the 65
SMA, then price is trending up.

MA's compress
together and
fan out
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On the other hand, if the 7 period SMA fans oubbeihe 20 period SMA, and the 20 SMA
is below the 65 SMA, then price is trending down.

7 SMA = RED
65 SMA = éLUE U! b
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Uptrend
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Bollinger Bands in a Trending Market

One tool that is often used for range-bound strasecan also be helpful in trend discovery.
We're talking abouBollinger bandsor just Bands.

One thing you should know about trends is that tireyactually quite rare. Contrary to what
you might think, prices really range 70-80 peraafthe time. In other words, it is the norm
for price to range.

So, if prices deviate from the "norm" then they traesin a trend right? What is one of the
best technical tools we have mentioned in the pressgrades that measure deviation?



If you said a ruler, we give you mad props for dffo

If you said Bollinger bands, we'll give you cybeilkrand cookies! Here, take some.

$e

Bollinger bands actually contain the standard deiagdormula. But don't worry about being
a nerd and figuring out what that is.

Here's how we can use Bollinger bands to deterthi@érend! Prepare for the craziness.
Place Bollinger bands with a standard deviatioh ahd another set of bands with a standard

deviation of 2. You will see three set of price esnthe sell zone, the buy zone, and the "No-
man's Land."
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Thesell zoneis the area between the two bottom bands of Hreard deviation 1 (SD 1) and
standard deviation 2 (SD 2) bands. Bear in mintigthae has to close within the bands in
order to be considered in the sell zone.

Thebuy zoneis the area between the two top bands of the 82d1SD 2 bands. Like the sell
zone, price has to close within the two bands depto be considered in the buy zone.

The area in between the standard deviation 1 harafsarea in which the market struggles to
find direction. Price will close within this arefgrice is really in'No-Man's Land". Price
direction is pretty much up for grabs.

The Bollinger bands make it easier to confirm adreisually.

Downtrends can be confirmed when price is in thiezeae.

Uptrends can be confirmed when price is in the Zane.



What is a Ranging Market?

A ranging market is one in which price bounces in betwespegific high price and low
price. The high price acts as a major resistanad la which price can't seem to break
through.

Likewise, the low price acts as major support lemnelhich price can't seem to break as well.
Market movement could be classified as horizontaideways.

| am rubber you are glue, whatever you say
bounces off me and sticks to you!
A 1.5250

Ranging

ADX in a Ranging Market

One way to determine if the market is ranging iage the sam@DX that we discussed
earlier. A market is said to be ranging when theXAB below 25. Remember, as the value of
the ADX diminishes, the weaker trend is.
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Bollinger Bands in a Ranging Market

In essenceBollinger bandsontract when there is less volatility in the medraind expand
when there is more volatility. Because of that,llBgker bands provide a good tool for
breakout strategies.

When the bands are thin and contracted, volatsitpw and there should be little movement
of price in one direction. However, when bandststaexpand, volatility is increasing and
more movement of price in one direction is likely.
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Generally, range trading environments will contsamewhat narrow bands compared to
wide bands and form horizontally. In this case,cap see that the Bollinger bands are
contracted, as price is just moving within a tigimge.

The basic idea of a range-bound strategy is teatr@ncy pair has a high and low price that it
normally trades between.

By buying near the low price, the trader is hogimgake profit around the high price. By
selling near the high price, the trader is hopmtpke profit around the low price. Popular
tools to use arehannelsuch as the one shown above and Bollinger bands.

Using oscillators, lik&tochastior RSI, will help increase the odds of you finding a fam
point in a range as they can identify potentialhgrsold and overbought conditions. Here's an
example using GBP/USD.
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Bonus tip: The best pairs for trading range-bound strategfiesurrency crosses. By crosses,
we mean those pairs that do not include the US@nhaf the currencies in the pair.

One of the most well-known pair for trading rangethe EUR/CHF. The similar growth rates
shared by th&uropean UniomndSwitzerlandpretty much keep the exchange rate of the
EUR/CHF stable.

Conclusion

Whether you're trading a pair that's in a trendinganging environment, you should take
comfort in knowing that you can profit whatever tase may be.

By knowing what a trending environment and a raggnvironment are and what they look
like, you'll be able to employ a specific stratégyeach.

As the old wise man in Central Park says, "Onlga tips his cookies in habanero salsa!"

Retracement or Reversal?

Have you ever been in this situation before?
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It looks as though price action may be rallying artally trade is in order.

WRONG!

Data] | _iNDEX

WTH! What 4 15300
happened to my

4 15200

4 15100

1 15000

'l?ﬁ' l‘ NI |

830
[1119:00 T14 16:00 [1520:00 [16 20:00 [17 20:00 [18 20:00 [21 16:00 [22 20:00 [23 20:00 [24 20:00

You've been hit by the "Smooth Retracement!”

Nobody likes to be hit the "Smooth Retracement’, batlly, it does happen.
Why?

In the above example, the trader failed to recagthe difference betweenetracemenand
a reversal. Instead of being patient and ridingoverall downtrend, the trader believed that a
reversal was in motion and set a long entry. Whothigse goes his money!

In this lesson, you will learn the characterisbEsetracements and reversals, how to
recognize them, and how to protect yourself frolsefaignals.

- advertizsement



What are Retracements?

A retracement is defined as a temporary price mevermagainst the established trend.
Another way to look at it is an area of price moeatrthat moves against the trend but

returns to continue the trend.

Overall Trend
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Easy enough? Let's move on...

What are Reversals?

Reversals are defined as a change in the ovegalliof price. When an uptrend switches to a
downtrend, a reversal occurs. When a downtrenccbestto an uptrend, a reversal also

occurs. Using the same example as above, here's neversal looks like.

Reversal point

Uptrend
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What Should You Do?
When faced with a possible retracement or reveysal have three options:

1. If in a position, you coulthold onto your position. This could lead to losse$é t
retracement turns out to be a longer term reversal.

2. You couldclose your positionandre-enter if the price starts moving with the overall
trend again. Of course there could be a missee wagortunity if price sharply
moves on one-direction. Money is also wasted oeag}® if you decide to re-enter.

3. You couldclose permanently This could result in a loss (if price went agaiysu)
or a huge profit (if you closed at a top or bottarepending on the structure of your
trade and what happens after.

Because reversals can happen at any time, chot&rigest option isn't always easy. This is
why using trailing stop loss points can be a grisktmanagement technigwénen trading
with the trend. You can employ it to protect yownftis and make sure that you will always
walk away with some pips in the event that a loergatreversal happens.

ldentifying Reversals

Properly distinguishing between retracements anersals can reduce the number of losing
trades and even set you up with some winning trades

Classifying a price movement as a retracementreversal is very important. It's up there
with paying taxes *cough*.

There are several key differences in distinguislangmporary price change retracement from
a long-term trend reversal. Here they are:

Retracements Reversals
Usually occurs after huge price Can occur at anytime.
movements.
Short-term, short-lived reversal. Long-term pricevement
Fundamentals DO change, which is
Fundamentals don't change. usually the catalyst for the long-term
reversal.

In an uptrend, there is very little buyi
making it likely for price to rally. In a interest forcing the price to fall lower.

.k . In a downtrend, there is very little
downtrend, selling interest is present, . - : . .
T . ) Selling interest forcing the price to rise
making it likely for price to decline.

further.

In an uptrend, buying interest is prest

Identifying Retracements

A popular way to identify retracements is to &ggonacci levels




For the most part, price retracements hang ardum@8&.2%, 50.0% and 61.8%bonacci
retracement levelgefore continuing the overall trend.

If price goes beyond these levels, it may signal éreversal is happening. Notice how we
didn't say will. As you may have figured out by naachnical analysigsn't an exact science,
which means nothing certain... especially in farerkets.
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In this case, price took a breather and resteliea1.8% Fibonacci retracement level before
resuming the uptrend. After a while, it pulled bagain and settled at the 50% retracement
level before heading higher.

- advertizement
Another way to see if price is staging a reversabiusegivot points
In an uptrend, traders will look at the lowgpportpoints (S1, S2, S3) and wait for it to

break. In a downtrend, traders will look at theh@gresistancepoints (R1, R2, R3) and wait
for it to break.

If broken, a reversal could be in the making! Fareninformation or another refresher, check
out thePivot Points Lessdn
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The last method is to use trend lines. When a ntisgad lineis broken, a reversal may be in

effect.

By using this technical tool in conjunction withndlestick chart pattermscussed earlier, a

trader may be able to get a high probability ofersal.
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Broken trend line,
possible reversal?
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While these methods can identify reversals, thep'aithe only way. At the
nothing can substitute for practice and experience.

With enough screen time, you can find a methodgh#s your trading personality in

identifying retracements and reversals.

end of the day,



Protect Yo Self From Reversals

WheneveHappy Pipgoes swimming at the beach or the pool, she alwagss her hot pink
rubber ducky floaters. Whenever she tragdisacementsshe usestop losgpoints.

Pink rubber ducky floaters aliée savers Stop loss points a@&pital savers

As we said before, reversals can happen at any Reteacements can turn into reversals
without warning.

This makes using trailing stopstiending environmentgery important. With trailing stop
loss points, you can effectively prevent yoursedfti exiting a position too early during a
retracement and exit a reversal in a pinch.

Conclusion

You don't have to be shot down by the "Smooth Retreent”. You don't have to lose all
those pips. And you most certainly don't need tarnvnk arm floaties (although if pink's
your favorite color, it's okay - we don't judge).

Just know how to distinguish retracements from r&als. This is part of growing up as a
trader. Having the ability to do so will effectiyaleduce your losses and prevent winners
from turning into losers.

With lots of practice and experience, you'll finauyself being able to trade accordingly to
retracements and exit with a profit more times than

Trading Breakouts



What are breakouts and how can | take advantage of  them?

Unlike the breakouts you might have had as a temnagbreakout in the trading world is a
little different!

A breakout occurs when the price "breaks out" {@¢tof some kind of consolidation or
trading range.

A breakout can also occur when a specific pricellesbreached such as support and
resistance levels, pivot points, Fibonacci levets,

With breakout trades, the goal is to enter the etaiight when the price makes a breakout
and then continue to ride the trade until volatitites down.

Volatility, Not Volume

You'll notice that unlike trading stocks or futurésere is no way for you to see the volume of
trades made in the forex market.

With stock or future trades, volume is essentiahfi@aking good breakout trades so not having
this data available in the forex leaves us at adliantage.



Because of this disadvantage, we have to rely migtan good risk management, but also on
certain criteria in order to position ourselvesdagood potential breakout.

If there is large price movement within a short amtoof time then volatility would be
considered high.

On the other hand, if there is relatively little wement in a short period of time then volatility
would be considered low.

While it's tempting to get in the market when itmsving faster than a speeding bullet, you
will often find yourself more stressed and anxiansking bad decisions as your money goes
in and then goes right back out.

This high volatility is what attracts a lot of tiexg, but it's this same volatility that kills a tft
them as well.

The goal here is to use volatility to your advaetag

Rather than following the herd and trying to jumpnihen the market is super volatile, it
would be better to look currency pairs with voigtithat is very low.

This way, you can position yourself and be readyfoen a breakout occurs and volatility
flies out the roof!

Ways to Measure Volatility

Volatility is something that we can use when logkiar good breakout trade opportunities.

Volatility measures the overall price fluctuatiamger a certain time and this information can
be used to detect potential breakouts.

There are a few indicators that can help you gaugar's current volatility. Using these
indicators can help you tremendously when lookorgoireakout opportunities.

1. Moving Average

Moving averages are probably the most common italicgsed by traders and although it is a
simple tool, it provides invaluable data.

Simply put, moving averages measures the averagemment of the market for an X amount
of time, where X is whatever you want it to be.

For example if you applied a 20 SMA to a daily ¢ha&mwould show you the average
movement for the past 20 days.

There are other types of moving averages suchmmextial and weighted, but for the
purpose of this lesson we won't go too much inidetathem.

For more information on moving averages or if yost jneed to refresh yourself on them,
check out our lesson gnoving averages
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2. Bollinger Bands

Bollinger bands are excellent tools for measurialgtility because that is exactly what it was
designed to do.

Bollinger bands are basically 2 lines that aretptb® standard deviations above and below a
moving average for an X amount of time, where Mitever you want it to be.

So if we set it at 20, we would have a 20 SMA amd dther lines. One line would be plotted
+2 standard deviations above it and the othendioeld be plotted -2 standard deviations
below.

When the bands contract, it tells us that volgtitlow.

When the bands widen, it tells us that volatilgyhigh.

For a more thorough explanation, check outBueitinger bands lesson
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3. Average True Range (ATR)
Last on the list is the ATR.

The ATR is an excellent tool for measuring volatilbecause it tells us the average trading
range of the market for X amount of time, wheresXvhatever you want it to be.

So if you set ATR to 20 on a daily chart, it woglidbw you the average trading range for the
past 20 days.
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High ATR = More volatility

When ATR is falling, it is an indication that valay is decreasing. When ATR is rising, it is
an indication that volatility has been on the rise.

Types of Breakouts

When trading breakouts it is important to realizat there are two main types:

1. Continuation breakouts
2. Reversal breakouts

Knowing what type of breakout you are seeing wallghyou make sense of what is actually
happening in the big picture of the market.

Breakouts are significant because they indicateaage in the supply and demand of the
currency pair you are trading. This change in seeit can cause extensive moves that
provide excellent opportunities for you to grab gnips.



Continuation Breakouts

Sometimes when there is an extensive move in aeetdin the market will often take a
breather. This occurs when buyers and sellers gausse what they should do next. As a
result, you will see a period of range-bound mowvetnealled consolidation.
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If traders decide that the initial trend was ttghtidecision, and continue to push the price in
the same direction, the result is a continuati@akout. Just think of it as a "continuation" of
the initial trend.... You're so smatrt!
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Reversal Breakouts

Reversal breakouts start off the same way as awation breakouts in the fact that after a
long trend, there tends to be a pause or consalidat
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The only difference is that after this consolidatitraders decide that the trend is exhausted
and push the price in the opposite or "reversedation. As a result, you have what is called a
"reversal breakout". You catch on quick!
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In reversal breakouts, traders feel that the
initial trend was wrong and begin to push { o250
the price in the opposite direction.

False Breakouts

Now we know by now you are super excited to stadihg breakouts (please tell us you
haven't already started trading!) but you also hauee careful. Just like Kobe Bryant can
fake out defenders in the NBA, the market can fakeout as well producing false breakouts.

False breakouts occur when the price breaks pastain level (support, resistance, triangle,
trend line, etc.) but doesn't continue to accedeirathat direction. Instead, what you might've
seen was a short spike followed by the price mobck into its trading range.
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A good way to enter on a breakout is to wait uhi price retraces back to the original
breakout level and then wait to see if it bouncasklio create a new high or low (depending
on which direction you are trading).
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Another way to combat fake outs is by not takingfirst breakout you see. By waiting to see
if the price will continue to move in your intenddulection, you give yourself a better chance
of taking a profitable trade. The downside to thithat you may miss out on some trades in
which the price moves quickly without any hesitatio

Spotting Breakouts

Just like breakouts on your face, the nice thingualbreakout trading is that opportunities are
pretty easy to spot with the naked eye! Unlikeftrener, you don't even have to look in the
mirror!

Once you start getting used to the signs of bretakgou'll be able to spot good potential
trades fairly quickly.



Chart Patterns

By now you should be accustomed to looking at shantd recognizing familiar patterns that
indicate a reversal breakout. Here are just a few:

« Double Top/Bottom
- Head and Shoulders
« Triple Top/Bottom

For more information check out our lesson on cpatterns.

In addition to chart patterns there are severdstand indicators you can use to supplement
your case for a reversal breakout.

Trend Lines

The first way to spot a possible breakout is tandirnd lines on a chart. To draw a trend line
you simply look at a chart and draw a line thatyeéh the current trend.
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When drawing trend lines it is best if you can cectrat least two tops or bottoms together.
The more tops or bottoms that connect, the strotigetrend line.

So how can you use trend lines to your advantageénvthe price approaches your trend line,
only two things can happen. The price could eittemce off the trend line and continue the
trend OR price could breakout through the trend &nd cause a reversal. We want to take
advantage of that breakout!

Looking at the price is not enough however. Thigl®re using one or more of the indicators
mentioned earlier in this lesson could help yom&adously.
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Notice that as EUR/USD broke the trend line MACDswgowing bearish momentum. Using
this information we can safely say that the breakall continue to push the euro down and
as traders, we should short this pair.

Channels

Another way to spot breakout opportunities is @awdtrend channels. Drawing trend channels
are almost the same as drawing trend lines exbaptfter you draw a trend line you have to
add the other side.
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Channels are useful because you can spot breako@isher direction of the trend. The
approach is similar to how we approach trend lindbat we wait for the price to reach one
of the channel lines and look at the indicatorkdlp us make our decision.
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Notice that the MACD was showing strong bearish mptam as EUR/USD broke below the
lower line of the trend channel. This would've beegood sign to go short!

- advertizsement

Triangles

The third way you can spot breakout opportunitselsyi looking for triangles. Triangles are
formed when the market price starts off volatilé #egins to consolidate into a tight range.
Our goal is to position ourselves when the marketolidates so that we can capture a move
when a breakout occurs.

There are 3 types of triangles:
1. Ascending triangle

2. Descending triangle
3. Symmetrical triangle

Ascending Triangles

Ascending triangles form when there is a resistéewe and the market price continues to
make higher lows. This is a sign that the bullsshogvly starting to gain momentum over the
bears.
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Ascending triangle

The story behind an ascending triangle is that éaodthe price reaches a certain high, there
are several traders who are convinced about sdltitigat level, resulting in the price
dropping back down.

On the other side, there are several traders whevieedhe price should be higher, and as the
price begins to drop, buy higher than its previlmwg The result is a struggle between the
bulls and bears which ultimately converges intalimate showdown...

What we are looking for is a breakout to the upsidee ascending triangles are generally
bullish signals. When we see a breach of the easistlevel the proper decision would be to
go long.
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Descending Triangles

Descending triangles are basically the oppositesoénding triangles. Sellers are continuing
to put pressure on the buyers, and as a resulifaxeto see lower highs met by a strong
support level.
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Descending triangles are generally bearish sigiial$ake advantage of this, our goal is to
position ourselves to go short if the price shdarkelakout below the support level.
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Descending triangle

Symmetrical Triangles

The third type of triangle is the symmetrical tigés Rather than having a horizontal support
or resistance level, both the bulls and the beaate higher lows and lower highs and form
an apex somewhere in the middle.
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Unlike the ascending and descending triangles wéiielgenerally bullish and bearish signals,
symmetrical triangles have NO directional bias. Youst be ready to trade a breakout on
either side!
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In the case of the symmetrical triangle, you wamdsition yourself to be ready for both an
upside or downside breakout. A perfect time tothseone-cancels-the-other (OCO) order!
Don't remember what an OCO order is? Go review yyp&s of orders!
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In this scenario, GBP/USD broke out on the upsite@ur long entry was triggered.

Breaking down the Triangle Breakouts
To help you memorize the different types of trianigteakouts, just think of facial breakouts.

Ascending triangles usually breakout to the upsgtewhen you think of ascending triangles,
think of breaking out on your forehead.

Descending triangles usually breakout to the dosns$o when you think of descending
triangles, think of breaking out on your chin.

Symmetrical triangles can break either to the wpsidthe downside. So when you think of
symmetrical triangles, think of breaking out ontbgour chin and forehead.



Here's a quick and disgusting memory tickler:
Ascending triangle = Forehead breakout
Descending triangle = Chin breakout

Symmetrical triangle = Forehead OR chin breakout
EWWWW!!I

Gross eh? But we bet you'll remember it!

Measuring the Strength of the Breakout

As you learned earlier, when a trend moves fondeneled period of time and it starts to
consolidate, one of two things could happen:

1. The price could continue in the same direction {ioation breakout)
2. The price could reverse in the opposite directrendrsal breakout)

Wouldn't it be nice if there was a way to know tmfirm a breakout? If only there was a way
to avoid fake outs...

Hmmm...
You guessed it.... THERE IS A WAY!

In fact, there are a couple of ways to tell whethrenot a trend seems to be nearing its demise
and a reversal breakout is in order.

Moving Average Convergence/Divergence (MACD)

By now you should have a good foundation of the NDAi@dicator. If you don't, you might
want to check out our lesson on MACD.

MACD is one of the most common indicators usedrbgiérs and for good reason. It is simple
yet dependable and can help you find momentumjratids case, the lack of momentum!

MACD can be displayed in several ways but one ef'#exiest” ways is to look at it as a
histogram. What this histogram does is actuallystiee difference between the slow and fast
MACD line. When the histogram gets bigger, it meanr@nentum is getting stronger. When
the histogram gets smaller, it means momentumtighngeveaker.
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So how can we use this when trying to spot a tremdrsal? Glad you asked!

Remember that trading signal we talked about earéibed divergences and how it occurs
when the price and indicators move in the oppabrection? Since MACD shows us
momentum it would make sense that momentum woulctase as the market makes a trend.
However, if MACD begins to decrease even whenitied is continuing, you can deduce
that momentum is decreasing and this trend coultldse to an end.
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You can see from the picture that as price was ngpligher, MACD was getting smaller.
This meant that even as the price was still treppdimomentum was beginning to fade out.
From this information, we can conclude that a tremebrsal is highly likely.
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Relative Strength Index (RSI)

RSl is another momentum indicator that is usefucfinfirming reversal breakouts. Basically
this indicator tells us the changes between highdrlower closing prices for a given period
of time. We won't go into too much detail abouiut if you would like to know more check
out our lesson on RSI.



RSI can be used in a similar way to MACD in thatlgo produces divergences. By spotting
these divergences, you can find possible trendsalse
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However, RSl is also good for seeing how long adreas been overbought of oversold. A
common indication of whether a market is overbouglliftthe RSl is above 70. On the
flipside, a common indication of whether a marlsedversold is if the RSI is below 30.

Because trends are movements in the same dirdotiam extended period of time, you will
often see RSI move into overbought/oversold teyjtdepending on the direction of the
trend.

If a trend has produced oversold or overboughtingador an extended period of time and
begins to move back within the range of the RS§ & good indication that the trend may be
reversing.
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In the same example as before, the RSI showedrtbaharket was overbought for a billion
days (ok not that long). Once RSI moved back beldwit was good indication that the trend
was about to reverse.



Trading Fakeouts

Breakouts are popular among traders.

It makes sense right?

When price finally "breaks" out of that supportresistance level, one would expect price to
keep moving in the same direction of the breakr@meust have been enough momentum

building up in order for price to have broken ofitte level, right?

It's time to hop aboard that train. It's all smosdliling now. All you have to do is just wait for
it...

Yes, wait for it...
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Huh?!? What the heck?! What happened to "the bameddoutter and the end of world
hunger" strategy?

End of story: You are left eating ketchup packeits erackers like Tom Hanks in The
Terminal.

One thing you should remember to note about su@maltresistance levels is that they are
areas in which a predictable price response caxpected.

Support levels are areas where buying pressuost€pough to overcome selling pressure
and halt or reverse a downtrend.

A strong support level is more likely to hold upeewf price breaks the support level and it
provides traders a good buying opportunity.

Resistance levels are just like support levelsamrk in the opposite way. They tend to halt
or even reverse uptrends.

Resistance levels are areas in which selling pressyust enough to overcome buying
pressure and force price back down.

Strong resistance levels are more like to holdugmef price breaks the resistance level and it
provides traders a good selling opportunity.

In the next section, we will dive deeper into faltesoand discuss why we should trade them
and how to profit off them.

It's not enough learning about breakout strateggesuse there will be times that breakouts
fail. We have to know what to do in case of fakésou

This is part of your Jedi forex training. To beealidmaster, you must be able to master
fakeouts.

Are you up for it?

Fade the Breakout

Fade the breakout you say? Was that just a typd3@i mean to say, "trade the breakout"?
Nopel!

Fading breakouts simply means trading in the oppose direction of the breakout.

Fading breakouts = trading false breakouts.

You would fade a breakout if you believe that aaliit from a support or resistance level is
false and unable to keep moving in the same daectn cases in which the support or

resistance level broken is significant, fading koedas may prove to be smarter than trading
the breakout.



Keep in mind that fading breakouts is a great stesrh strategy. Breakouts tend to fail at the
first few attempts but may succeed eventually.

REPEAT: Fading breakouts is a great short-termesiya It is not a great one to use for
longer term traders. By learning trade false bragkalso known as fakeouts, you can avoid
getting whipsawed.

Trading breakouts appeal to many independent tsatlény?

Support and resistance levels are supposed tadeeflmors and ceilings. If these levels are
broken, one would expect for price to continuehia $ame direction as the breakage.

If a support level is broken, that means that #egal price movement is downwards and
people are more likely to sell than buy.

Conversely, if a resistance level is broken, thendrowd believes that price is more likely to
rally even higher and will tend to buy rather tisa.

Independent retail traders have greedy mentalifiesy believe in trading in the direction of
the breakout. They believe in huge gains on hugeesidCatch the big fish, forget the small
fries.

In a perfect world, this would be true. But the ldas not perfect. Frogs and princesses do
not live happily ever after. What does in fact hayps that most breakouts FAIL.

Breakouts fail simply because the smart minority toeamake money off the majority. Don't
feel so bad. The smart minority tends to be coregrd the big players with huge accounts
and buy/sell orders.

In order to sell something, there must be a bulewever, if everyone wants to buy above a
resistance level or sell below a support level nfaeket maker has to take the other side of
the equation. And let us warn you: the market maket no fool.

| no fool!

Retail traders like to trade breakouts.

The smart minority, the institutional, more seasbtmiaders, prefer to fade breakouts.

The smarter traders take advantage of the colkettimking of the crowd or inexperienced
traders and win at their expense. That is why tigudiongside the more experienced traders

could be very profitable as well.

Which would you rather be part of: the smart mityotthat fades breakouts or the losing
majority that gets caught in false breakouts?



How to Trade Fakeouts

In order to fade breakouts, you need to know wpetential fake outs can occur.

Potential fake outs are usually found at suppadtrasistance levels created through trend
lines, chart patterns, or previous daily highsoovd.

Trend lines

In fading breakouts, always remember that there shald be SPACE between the trend
line and price.

If there is a gap between the trend line and pricagans price is heading more in the
direction of the trend and away from the trend.linke in the example below, having space
between the trend line and price allows price trace back towards the trend line, perhaps
even breaking it, and provide fading opportunities.
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The SPEED of price movement is also very important.

If price is inching like a caterpillar towards ttiend line, a false breakout may be likely.
However, a fast price movement towards the tremel¢ould prove to be a successful
breakout. With a high price movement speed, monmertan carry price past the trend line
and beyond. In this situation, it is better to dtepk from fading the breakout.
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How do we fade trend line breaks?

It's very simple actually. Just enter when pricpgpback inside.

This will allow you to take the safe route and avjpimping the gun. You don't want sell

above or below a trend line only to find out lateat the breakout was real!

Using the first chart example, let's point out plalssentry points by zooming in a little.

Possible entry points
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Chart Patterns

Chart patterns are physical groupings of price ganu actually see with your own eyes. They
are an important part of technical analysis and la&dp you in your decision-making process.

Two common patterns where false breakouts tenddorare:

« Head and Shoulders
« Double Top/Bottom



Thehead and shoulderschart pattern is actually one of the hardest padtéor new traders
to spot. However, with time and experience, thisgoa can become an instrumental part of
your trading arsenal.

The head and shoulders pattern is considered esedvé formed at the end of an uptrend, it
could signal a bearish reversal. Conversely,iff formed the end of a downtrend, it could
signal a bullish reversal. Head and shoulders aosvk for generating false breakouts and
creating perfect opportunities for fading breakouts

False breakouts are common with this pattern becaesmany traders who have noticed
this formation usually put their stop loss very neathe neckline.
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When the pattern experiences a false breakouggwid! usually rebound. Traders who have
sold the downside breakout or who have bought pisede breakout will have their stops
triggered when prices move against their positidings usually is caused by the institutional
traders who want to scrape money from the handsdofidual traders.
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In a head and shoulders pattern, you can assuriéhiirst break tends to be false.



You can fade the breakout with a limit order batkhe neckline and just put your stop above
the high of the fake out candle.

You could place your target a little below the haftthe second shoulder or a little above the
low of the second shoulder of the inverse pattern.

The next pattern is thdouble top or thedouble bottom
Traders just love these patterns! Why you ask? Wisllbecause they're the easiest to spot!

When price breaks below the neckline, it signgl®ssible trend reversal. Because of this,
plenty of traders place their entry orders veryriika neckline in case of a reversal.

Double top
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The problem with these chart patterns is that desstraders know them and place orders at
similar positions. This leaves the institutionalders open to scrape money from the
commoner's hands.
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Similar to the head and shoulders pattern, youptace your order once price goes back in to
catch the bounce. You can set your stops just lzbtlofake out candle.

What kind of market should | fade breakouts?

The best results tend to occur ireage-bound market However, you cannot ignore market
sentiment, major news events, common sense, ardtgfies of market analysis.

Financial markets spend a lot time bouncing backfarth between a range of prices and do
not deviate much from these highs and lows.

Ranges are bound by a support level and a resestanel, and buyers and sellers continually
push prices up and down within those levels. Fathedoreakouts in these range-bound
environments can prove to be very profitable. Hosveat some point, one side is eventually
going to take over and a new trending stage withfo

Summary: Trading Breakouts and Fakeouts

Trading Breakouts

With breakout trades, the goal is to enter the etaiiight when the price makes a breakout
and then continue to ride the trade until volatitites down.

Breakouts are significant because they indicateaage in the supply and demand of the
currency pair you are trading.

You'll notice that unlike trading stocks or futurésere is no way for you to see the volume of
trades made in the forex. Because of this, we teeely on volatility.

Volatility measures the overall price fluctuatiomger a certain time and this information can
be used to detect potential breakouts.

There are a few indicators that can help you gaugar's current volatility. Using these
indicators can help you tremendously when lookorgoireakout opportunities.

« Moving Averages
- Bollinger Bands
« Average True Range (ATR)

There are two types of breakouts:

« Continuation
 Reversal

To spot breakouts, you can look at:

« Chart Patterns
« Trend lines

« Channels

« Triangles



You can measure the strength of a breakout usméptiowing:

« Moving Average Convergence/Divergence (MACD)
+ RSI

Finally, breakouts usually work best and FOR REAthvsome kind of economic event or

news catalyst. Always be sure to check the foréanckar and news before figuring out
whether or not a breakout trade is the right ptaytlie situation.

Trading Fakeouts

Institutional traders like to fade breakouts. Sonuest like to fade breakouts also.
Are you going to follow the crowd, or are you gotogollow the money?

Think, act, eat, sleep, and watch the same mosgi¢isese guys do. If we can trade in the
same way the institutional players do, successsisg glimpse away.

Fading breakouts simply means trading in the opeakiection as the breakout. You would
fade a breakout if you believe that a breakout feosupport or resistance level is false and
unable to keep moving in the same direction.

In cases in which the support or resistance lexaidn is significant, fading breakouts may
prove to be smarter than trading the breakout.

Potential fake outs are usually found at suppadtrasistance levels created throtigind
lines, chart patterns, or previous daily highsor lows.

The best results tend to occur ireage-bound market However, you cannot ignore market
sentiment, common sense, and other types of mariedysis.

Financial markets spend a lot time bouncing backfarth between a range of prices and do
not deviate much from these highs and lows.

Finally, the odds of a fake out are higher whemeh& no major economic event or news
catalyst to shift traders' sentiment in the di@tf the break.

What is Fundamental Analysis?

Along your travels, you've undoubtedly come ac@a8iver, Frodo, and the topic of
fundamental analysis.

Wait a minute...

We've already given you a teaser about fundamantdy/sis during Kindergarten! Now let's
get to the nitty-gritty!

What is it exactly and will I need to use it? Wélindamental analysis is the study of
fundamentals! That was easy, wasn't it? Ha! Gotcha!

There's really more to it than that. Soooo muchemor



Whenever you hear people mention fundamentals réhesally talking about the economic
fundamentals of a currency's host country or ecgnom

Economic fundamentals cover a vast collection fdrimation - whether in the form of
economic, political or environmental reports, dataouncements or events.

Fundamental analysis is the use and study of tiaesers to forecast future price movements
of currencies.

It is the study of what's going on in the world awmdund us, economically and financially

speaking, and it tends to focus on how macroeconetaments (such as the growth of the
economy, inflation, unemployment) affect whateve'res trading.

Fundamental Data and Its Many Forms

In particular, fundamental analysis provides insigho how price action "should" or may
react to a certain economic event.

Fundamental data takes shape in many differentdorm

It can appear as a report released by the Fed ®neldisting home sales. It can also exist in
the possibility that the European Central Bank waliange its monetary policy.

The release of this data to the public often chanige economic landscape (or better yet, the
economic mindset), creating a reaction from invesémd speculators.

There are even instances when no specific repsrbéan released, but the anticipation of
such a report happening is another example of fmedéals.

Speculations of interest rate hikes can be "priceétiours or even days before the actual
interest rate statement.

In fact, currency pairs have been known to sometimeve 100 pips just moments before
major economic news, making for a profitable timeérade for the brave.

That's why many traders are often on their toes po certain economic releases and you
should be too!

Generally, economic indicators make up a largeigoxf data used in fundamental analysis.
Like a fire alarm sounding when it detects smokéeels heat, economic indicators provide
some insight into how well a country's economyasg.

While it's important to know the numerical valueaof indicator, equally as important is the
market's anticipation and prediction of that value.

Understanding the resulting impact of the actuglre in relation to the forecasted figure is
the most important part. These factors all needidenation when deciding to trade.

Phew!



Don't worry. It's simpler than it sounds and younwwvoeed to know rocket science to figure it
all out.

Fundamental analysis is a valuable tool in estimgatinefuture conditions of an economy
but not so much fopredicting currency price direction.

This type of analysis has a lot of gray areas beefundamental information in the form of
reports releases or monetary policy change annougrtis is vaguer than actual technical
indicators.

Analysis of economic releases and reports of fureddat data usually go something like this:
"An interest rate increase of that percentage MAYse the euro to go up.”

"The U.S. dollar SHOULD go down with an indicat@we in that range."

"Consumer confidence dipped 2% since the last t&por

Here's an Economic Report, Now What?

The market has a tendency to react based on hoplepfel. These feelings can be based on
their reaction to economic reports, based on @ssessment of current market conditions.

And you guessed it - there are tons of peopleyidt different feelings and ideas.
You're probably thinking "Geez, there's a lot otertainty in fundamental analysis!"
You're actually very right.

There's no way of knowing 100% where a currency\wdi go because of some new
fundamental data.

That's not saying that fundamental analysis shbaldismissed.
Not at all.

Because of the sheer volume of fundamental dati#gableg most people simply have a hard
time putting it all together.

They understand a specific report, but can't faittoto the broader economic picture. This
simply takes time and a deeper understanding odldkee

Also, since most fundamental data are reported fonlg single currency, fundamental data
for the other currency in the pair would also bedesl and would then have to be compared
to get an accurate picture.

As we mentioned from the get-go, it's all aboutipgia strong currency with a weak one.

At this point, you're probably still waiting foreranswer to "Will | ever need to use
fundamental analysis to become a successful trader?



We totally understand that there are purists oh butes.

Technical analysis seems to be the preferred metbgy of short-term traders, with price
action as their main focus.

Intermediate or medium traders and some long-teaidets like to focus on fundamental
analysis too because it helps with currency vabuati

No!

Technicals are Fundamentals
more important! are!

We like to be a little crazy by saying you shouss BOTH!

Technically-focused strategies are blown to bitemvh key fundamental event occurs. In the
same respect, pure fundamental traders miss dileashort term opportunities that pattern
formations and technical levels bring.

A mix of technical and fundamental analysis coxafsangles. You're aware of the scheduled
economic releases and events, but you can alstfidand use the various technical tools
and patterns that market players focus on.

There's your answer!

Happy?!

In this lesson, we'll discuss the major fundamefaiztiors that affect currencies. These are
interest rates, monetary policies, and market-ngeconomic reports.

Interest Rates 101

Simply put, interest rates make the forex worldrgand! In other words, the forex market is
ruled by interest rates.

A currency's interest rate is probably the bigdestor in determining the perceived value of
a currency. So knowing how a country's central stk its monetary policy, such as interest
rate decisions, is a crucial thing to wrap yourchasound.

One of the biggest influences on a central bankésest rate decision is price stability, or
"inflation".

Inflation is a steady increase in the prices ofdgoand services.



Inflation is the reason why your parents or yourepés' parents paid a nickel for a soda pop
in the 1920's, but now people pay twenty times nier¢he same product.

It's generally accepted that moderate inflation eemvith economic growth.

However, too much inflation can harm an economythatls why central banks are always
keeping a watchful eye on inflation-related ecormomdicators, such as the CPIl and PCE.

Central Bank

Australia Reserve Bank of Australia (RBA)
Canada Bank of Canada (BOC)
European Union European Central Bank (ECB)
Japan Bank of Japan (BOJ)
New Zealand Reserve Bank of New Zealand (RBNZ)
Switzerland Swiss National Bank (SNB)
United Kingdom Bank of England (BOE)
United States Federal Reserve (Fed)

In an effort to keep inflation at a comfortabledéwentral banks will mostly likely increase
interest rates, resulting in lower overall growttd alower inflation.

This occurs because setting high interest ratesaldr forces consumers and businesses to
borrow less and save more, putting a damper onocegigractivity. Loans just become more
expensive while sitting on cash becomes more #itteac

On the other hand, when interest rates are deaggasinsumers and businesses are more
inclined to borrow (because banks ease lendingnagents), boosting retail and capital
spending, thus helping the economy to grow.

Yippee!

Slower inflation

T

Lower economic growth

Higher economic growth

Faster inflation

What does this have to do with the forex market?

Well, currencies rely on interest rates becauseetkéctate the flow of global capital into and
out of a country. They're what investors use teeine if they'll invest in a country or go
elsewhere.



For instance, if you had your choice between angmvaccount offering 1% interest and
another offering .25%, which would you choose?

Neither, you say?

Yea, we're inclined to go the same route - keeprtbeey under the mattress, ya know what
we mean? - but that's not an option.

Ha! You would pick the 1%, right?
We hope so... because 1 is bigger than 0.25. Guieework the same way!

The higher a country's interest rate, the mordylike currency will strengthen. Currencies
surrounded by lower interest rates are more likehyeaken over the longer term.

Pretty simple stuff.

The main point to be learned here is that domésticest rates directly affect how global
market players feel about a currency's value reddat another.

Interest rate expectations

Markets are ever-changing with the anticipatioulifferent events and situations. Interest
rates do the same thing - they change - but thiyitddy don't change as often.

Most traders don't spend their time focused onettirinterest rates because the market has
already "priced" them into the currency price. Wisanhore important is where interest rates
areEXPECTED to go.

It's also important to know that interest rategltenshift in line with monetary policy, or
more specifically, with the end of monetary cycles.

If rates have been going lower and lower over godeaa time, it's almost inevitable that the
opposite will happen.

Rates will have to increase at some point.

And you can count on the speculators to try toregaut when that will happen and by how
much.

The market will tell them; it's the nature of thealst. A shift in expectations is a signal that a
shift in speculation will start, gaining more mort@n as the interest rate change nears.

While interest rates change with the gradual sififhonetary policy, market sentiment can
also change rather suddenly from just a singlertepo

This causes interest rates to change in a moréafashion or even in the opposite direction
as originally anticipated.

So you better watch out!



w adwvertisement
Rate Differentials
Pick a pair, any pair.
Many forex traders use a technique of comparingoomesncy's interest rate to another
currency's interest rate as the starting point@éiding whether a currency may weaken or
strengthen.
The difference between the two interest rates, knasvthe "interest rate differential,” is the
key value to keep an eye on. This spread can loelpdentify shifts in currencies that might

not be obvious.

An interest rate differential that increases hédpeinforce the higher-yielding currency,
while a narrowing differential is positive for thmwver-yielding currency.

Instances where the interest rates of the two c@sntove in opposite directions often
produce some of the market's largest swing.

An interest rate increase in one currency combwigd the interest rate decrease of the other
currency is a perfect equation for sharp swings!

Nominal vs. Real

When people talk about interest rates, they aheereferring to the nominal interest rate or
the real interest rate.

What's the difference?

The nominal interest rate doesn't always tell thiere story. The nominal interest rate is the
rate of interest before adjustments for inflation.

real interest rate = nominal interest rate - expedd inflation

The nominal rate is usually the stated or basethatieyou see (e.g., the yield on a bond).
Markets, on the other hand, don't focus on this, tadit rather on the real interest rate.

If you had a bond that carried a nominal yield @, @ut inflation was at an annual rate of
5%, the bond's real yield would be 1%.

Boohoo!

That's a huge difference so always remember tondissh between the two.

411 on Monetary Policy



As we mentioned earlier, national governments aed torresponding central banking
authorities formulate monetary policy to achieveaaia economic mandates or goals.

Central banks and monetary policy go hand-in-handjou can't talk about one without
talking about the other.

While some of these mandates and goals are shgrbe kifferent central banks. Central
banks have their own unique set of goals broughiyoieir distinctive economies.

Ultimately, monetary policy boils down to promotiagd maintaining price stability and
economic growth.

To achieve their goals, central banks use mongtaligy mainly to control the following:

- the interest rates tied to the cost of money,

+ the rise in inflation,

- the money supply,

« reserve requirements over banks,

- and discount window lending to commercial banks

Types of Monetary Policy

Monetary policy can be referred to in a coupleat#ht waysContractionary or restrictive
monetary policy takes place if it reduces the size of the mon@yplsu It can also occur with
the raising of interest rates.

The idea here is to slow economic growth with tigd linterest rates. Borrowing money
becomes harder and more expensive, which redueeslisiyg and investment by both
consumers and businesses.

Expansionary monetary policy, on the other hangdaagls or increases the money supply, or
decreases the interest rate.

The cost of borrowing money goes down in hopesgpahding and investment will go up.
Accommodative monetary policy aims to create ecan@rowth by lowering the interest
rate, whereas tight monetary policy is set to redaflation or restrain economic growth by
raising interest rates.

Finally, neutral monetary policy intends to neitbezate growth nor fight inflation.

The important thing to remember about inflatiothiat central banks usually have an inflation
target in mind, say 2%.



They might not come out and say it specificallyt their monetary policies all operate and
focus on reaching this comfort zone.

They know that some inflation is a good thing, but-of-control inflation can remove the
confidence people have in their economy, their goial ultimately, their money.

By having target inflation levels, central banké$phmarket participants better understand how
they (the central bankers) will deal with the catreconomic landscape.

Let's take a look at an example.

Back in January of 2010, inflation in the U.K. shiptto 3.5% from 2.9% in just one month.
With a target inflation rate of 2%, the new 3.5%¢ravas well above the Bank of England's
comfort zone.

Mervyn King, the governor of the BOE, followed uyetreport by reassuring people that
temporary factors caused the sudden jump, andhbaturrent inflation rate would fall in the
near term with minimal action from the BOE.

Whether or not his statements turned out to beisrnet the point here. We just want to show
that the market is in a better place when it knashg the central bank does or doesn't do
something in relation to its target interest rate.

Simply put, traders like stability.

Central banks like stability.

Economies like stability. Knowing that inflationrggets exist will help a trader to understand
why a central bank does what it does.

w adwvertisement
Round and Round with Policy Cycles

For those of you that follow the U.S. dollar andmamy (and that should be all of you!),
remember a few years back when the Fed increasm@sh rates by 10% out of the blue?

It was the craziest thing to come out of the Feeleand the financial world was in an uproar!
Wait, you don't remember this happening?

It was all over the media.

Petroleum prices went through the roof and milk yased like gold.

You must have been sleeping!

Oh wait, we were just pulling your leg!

We just wanted to make sure you were still awakendfary policy would never dramatically
change like that.



Most policy changes are made in small, incremadplstments because the bigwigs at the
central banks would have utter chaos on their hdndterest rates changed too radically.

Just the idea of something like happening wouldugisnot only the individual trader, but the
economy as a whole.

That's why we normally see interest rate change358b to 1% at a time. Again, remember
that central banks want price stability, not shaokl awe.

Part of this stability comes with the amount oféimeeded to make these interest rate changes
happen. It can take several months to even seyeass.

e

1.00%

75%

.50%

.25%

Just like traders who collect and study data toerthkir next move, central bankers do a
similar job, but they have to focus their decismoaking with the entire economy in mind, not
just a single trade.

Interest rate hikes can be like stepping on thelacator while interest rate cuts can be like
hitting the brakes, but bear in mind that consuraesbusiness react a little more slowly to
these changes.

This lag time between the change in monetary paiuy the actual effect on the economy
can take one to two years.

The Who's Who of the Central Bank

We just learned that currency prices are affectgabat deal by changes in a country's interest
rates.

We now know that interest rates are ultimatelyc#d by a central bank's view on the
economy and price stability, which influence mongtaolicy.

Central banks operate like most other businessemtrthey have a leader, a president or a
chairman. It's that individual's role to be theceoof that central bank, conveying to the
market which direction monetary policy is headeddAnuch like when Steve Jobs or
Michael Dell steps to the microphone, everyonetist

So by using the Pythagorean Theorem (where a%=+cB? wouldn't it make sense to keep an
eye on what those guys at the central banks amregsay

Using the Complex conjugate root theorem, the angswaes!



Yes, it's important to know what's coming down tbad regarding potential monetary policy
changes. And lucky for you, central banks are ggtbietter at communicating with the
market.

Whether you actually understand what they're sayusdj that's a different story.
So the next time Ben Bernanke or Jean-Claude Tiranteegiving speeches, keep your ears

open. Better yet, use the trusty BabyPips.&monomic Calendao prepare yourself before
the actual speech.

While the central bank Chairman isn't the only oreking monetary policy decisions for a
country or economy, what he or she has to saylisrmt ignored, but revered like the gospel.

Okay, maybe that was a bit dramatic, but you gefpiint.
Not all central bank officials carry the same weigh

Central bank speeches have a way of inciting a eadsponse, so watch for quick
movement following an announcement.

Speeches can include anything from changes (inesedecreases or holds) to current interest
rates, to discussions about economic growth meamums and outlook, to monetary policy
announcements outlining current and future changes.

But don't despair if you can't tune in to the lexeent. As soon as the speech or announcement
hits the airwaves, news agencies from all over ntla&enformation available to the public.

Currency analysts and traders alike take the negsrg to dissect the overall tone and
language of the announcement, taking special cadle this when interest rate changes or
economic growth information are involved.

Much like how the market reacts to the releasetoéroeconomic reports or indicators,
currency traders react more to central bank agtanid interest rate changes when they don't
fall in line with current market expectation.

It's getting easier to foresee how a monetary palidl develop over time, due to an
increasing transparency by central banks.

Yet there's always a possibility that central baskell change their outlook in greater or
lesser magnitude than expected. It's during thesestthat marketing volatility is high and
care should be taken with existing and new tradstipos.

w adwvertisement



Los Angeles Hawks vs. the New York Doves

Yes, you're in the right place.

Tonight's match puts the L.A. Hawks up againstNhé. Doves.

You're in for a treat. Wait, what?!

Whoops sorry, wrong subject.

We really just meant hawks versus doves, centrat bawks versus central bank doves that
is. Central bankers can be viewed as either hawislovish, depending on how they

approach certain economic situations.

Central bankers are described as "hawkish" whendhein support of the raising of interest
rates to fight inflation, even to the detrimentegbnomic growth and employment.

For example, "The Bank of England suggests thaengs of a threat of high inflation." The
Bank of England could be described as being hawkisiey made an official statement
leaning towards the increasing of interest rategdoice high inflation.

Dovish central bankers, on the other hand, genydiallor economic growth and employment

over tightening interest rates. They also tendawela more non-aggressive stance or
viewpoint regarding a specific economic event dioac

CED)

And the winner is.... It's a tiel
Well, sort of.

You'll find many a banker "on the fence", exhibitinoth hawkish and dovish tendencies.
However, true colors tend to shine when extremekataonditions occur.

Long-term Market Movers

There are several fundamentals that help shapenigegerm strength or weakness of the
major currencies. We've included what we thinktaeemost important, for your reading
pleasure:



Economic Growth and Outlook

We start easy with the economy and outlook helddmsumers, businesses and the
governments. It's easy to understand that wheruoo&is perceive a strong economy, they
feel happy and safe, and they spend money. Congpuaiilengly take this money and say,
"Hey, we're making money! Wonderful! Now... uh, wida we do with all this money?"

Companies with money spend money. And all thistesesome healthy tax revenue for the
government. They jump on board and also start spgmdoney. Now everybody is spending,
and this tends to have a positive effect on theecy.

Weak economies, on the other hand, are usuallyngzanied by consumers who aren't
spending, businesses who aren't making any moreegr@m't spending, so the government is
the only one still spending. But you get the idgath positive and negative economic
outlooks can have a direct effect on the currenaykets.

Capital Flows

Globalization, technology advances and the intenage all contributed to the ease of
investing your money virtually anywhere in the vapnlegardless of where you call home.
You're only a few clicks of the mouse away (or armpcall for you folks living in the

Jurassic era of the 2000's) from investing in tle&vN ork or London Stock exchange, trading
the Nikkei or Hang Seng index, or from opening r@xcaccount to trade U.S. dollars, euros,
yen, and even exotic currencies.

Capital flows measure the amount of money flowimg iand out of a country or economy
because of capital investment purchasing and geflihe important thing you want to keep
track of is capital flow balance, which can be pesior negative.

When a country has a positive capital flow balaf@eign investments coming into the
country are greater than investments heading otlteo€ountry. A negative capital flow
balance is the direct opposite. Investments leathegountry for some foreign destination
are greater than investments coming in.

With more investment coming into a country, demaedeases for that country's currency as
foreign investors have to sell their currency idesrto buy the local currency. This demand
causes the currency to increase in value.

Simple supply and demand.

And you guessed it, if supply is high for a curngf@r demand is weak), the currency tends
to lose value. When foreign investments make anitata@e, and domestic investors also
wants to switch teams and leave, and then you &aaadundance of the local currency as
everybody is selling and buying the currency of igkar foreign country or economy they're
investing in.

Foreign capital love nothing more than a countrghvigh interest rates and strong economic
growth. If a country also has a growing domestiaficial market, even better! A booming
stock market, high interest rates... What's ndédve?! Foreign investment comes streaming
in. And again, as demand for the local currencygases, so does its value.

w adwvertisement



Trade Flows & Trade Balance

We're living in a global marketplace. Countried #&ir own goods to countries that want
them (exporting), while at the same time buyingdgothey want from other countries
(importing). Have a look around your house. Mosthef stuff (electronics, clothing, doggie
toys) lying around are probably made outside ofcinntry you live in.

Every time you buy something, you have to give aime of your hard-earned cash.

Whoever you buy your widget from has to do the s#ne.

U.S. importers exchange money with Chinese expoviden they buy goods. And Chinese
imports exchange money with European exporters \iteynbuy goods.

All this buying and selling is accompanied by tixeleange of money, which in turn changes
the flow of currency into and out of a country.

Trade balance (or balance of trade or net exporégsures the ratio of exports to imports for
a given economy. It demonstrates the demand otthattry's good and services, and
ultimately it's currency as well. If exports argler than imports, a trade surplus exists and
the trade balance is positive. If imports are highan exports, a trade deficit exists, and the
trade balance is negative.

So:

Exports > Imports = Trade Surplus = Positive (+ade Balance
Imports > Exports = Trade Deficit = Negative (-ndle Balance

Trade deficits have the prospect of pushing a cgyr@rice down compared to other
currencies. Net importers first have to sell tleirrency in order to buy the currency of the
foreign merchant who's selling the goods they wdfiten there's a trade deficit, the local
currency is being sold to buy foreign goods. Beeafghat, the currency of a country with a
trade deficit is less in demand compared to theeogy of a country with a trade surplus.

Net exporters, countries that export more than thiport, see their currency being bought
more by countries interested in buying the expogealds. It is in more demand, helping their
currency to gain value. It's all due to the dematitthe currency. Currencies in higher
demand tend to be valued higher than those indiesgnd.

It's similar to pop stars. Because she's morenmathel, Lady Gaga gets paid more than
Britney Spears. Same thing with Justin Bieber \v@ianilla Ice.



The Government: Present and Future

The years 2009 and 2010 have definitely been thesyghere more eyes were glaringly
watching their respective country's governmentsideoing about the financial difficulties
being faced, and hoping for some sort of fiscgboesibility that would end the woes felt in
our wallets. Instability in the current governmenthanges to the current administration can
have a direct bearing on that country's economyeared neighboring nations. And any
impact to an economy will most likely affect excgarrates.

News and Market Data

A quick Yahoogleing (that's Yahoo, Google, plus@isearch of "forex + news" or "forex +
data" returns a measly 30 million results combined.

30 MILLION! That's right! No wonder you're here get some education! There's just way
too much information to try to process and wayrmamy things to confuse any newbie trader.
That's some insane information overload if we'vereeen it.

But information is king when it comes to making sessful trades.

Price moves because of all of this information:reeuic reports, a new central bank
chairperson, and interest rate changes.

News moves fundamentals and fundamentals move curmrey pairs!
It's your goal to make successful trades and thebtines a lot easier when you know why
price is moving that way it is. Successful tradeesen't born successful; they were taught or

they learned.

Successful traders don't have mystical powers (wrdept for Pipcrawler, but he's more
weird than he is mystical) and they can't see tharé.

What they can do is see through the blur thatrexfmews and data, pick what's important to
traders at the moment, and make the right tradeaogstns.

Where to Go for Market Information

Market news and data is made available to you tir@multitude of sources.

The internet is the obvious winner in our bookitgsovides a wealth of options, at the speed
of light, directly to your screen, with access fratmost anywhere in the world. But don't
forget about print media and the good old tubéngitin your living room or kitchen.

Individual traders will be amazed at the sheer nemalb currency-specific websites, services,
and TV programming available to them. Most of thema free of charge, while you may have

to pay for some of the others. Let's go over ouoffides to help you get started.

Websites



Our top pick of a forex news-specific websité&reshPips.com Make a mental note that the
name of the website is eerily similar to the ona'g@currently on. Strange...

Oh wait, FreshPips.com is just another apple oth®basket of "Pips.com” websites (see all
of themherg.

We're not ashamed about promotfrgshPips.com

Put on this planet to help you unearth and shaeeasting and useful forex news and
research, handpicked from the web by forex tradeys) the biggest news sites to little
known blogsFreshPips.comreveals the finest materials as voted on by oersu® help you
become a smarter forex trader. It covers the areasalysis, commentary, economic
indicators, psychology, and specific currencies.

Traditional Financial News Sources

While there are tons of financial news resourcdgloere, we advise you to stick with the big
names.

These guys provide around-the-clock coverage ofrthkets, with daily updates on the big
news that you need to be aware of, such as cdranéd announcements, economic report
releases and analysis, etc. Many of these big ajeo have institutional contacts that
provide explanations about the current eventsetithy to the viewing public.

+ Reuters
«  The Wall Street Journal
+ Bloomberg

. MarketWatch.com

Real-time Feeds

r— L}

If you're looking for more immediate access tont@/ements in the currency market, don't
forget about that 65-inch flat screen TV in youttiivaom!

Financial TV networks exist 24 hours a day, sevaeysd week to provide you up-to-the-
minute action on all of the world's financial marke

In the U.S., the top dogs are (in random ordepBiberg TV, Fox Business, CNBC,
MSNBC, and even CNN. You could even throw a [IBBC in there.

Another option for real-time data comes from yogading platform.



Many brokers include live newsfeeds directly initlseftware to give you easy and
immediate access to events and news of the curraadyet. Check your broker for
availability of such features not all brokers featiare created equally.

Economic Calendars

Wouldn't it be great if you could look at the cunrenonth and know
exactly when the Fed is making an interest rat@ancement, what
rate is forecasted, what rate actually occurs ,veimat type of impact
this change has on the currency market? It's akipte with an
economic calendar.

The good ones let you look at different months yeat's, let you sort by currency, and let you
assign your local time zone. 3:00 pm where youtteg isn't necessarily 3:00 pm where
we're sitting, so make use of the time zone featarthat you're ready for the next calendar
event!

Yes, economic events and data reports take place fremuently than most people can keep
up with. This data has the potential to move markethe short term and accelerate the
movement of currency pairs you might be watching.

Lucky for you, most economic news that's importarfbrex traders is scheduled several
months in advance.

So which calendar do we recommend?

We look no further than our very own BabyPips.donex Economic Calendao provide all
that goodness!

If you don't like ours (which we highly doubt), iaple Yahoogleing search will offer up a
nice collection for you to examine.

Market Information Tips

Keep in mind the timeliness of the reports you réatbt of this stuff has already occurred
and the market has already adjusted prices totkekeeport into account.

If the market has already made its move, you miglve to adjust your thinking and current
strategy. Keep tabs on just how old this news igoorll find yourself "yesterday's news."

You also have to be able to determine whether ¢hwesryou're dealing with is fact or fiction,
rumor or opinion.

Economic data rumors do exist, and they can ocaoutes to several hours before a
scheduled release of data. The rumors help to ppsgome short-term trader action, and they
can sometimes also have a lasting effect on masm@tment.



Institutional traders are also often rumored tdoekind large moves, but it's hard to know the
truth with a decentralized market like spot for€kere's never a simple way of verifying the
truth.

Your job as a trader is to create a good tradiag jpind quickly react to such news about
rumors, after they've been proven true or falseitpa well-rounded risk management plan
in this case could save you some moolah!

And the final tip: Know who is reporting the news.

Are we talking analysts or economists, economisherowner of the newest forex blog on
the block? Maybe a central bank analyst?

The more reading and watching you do of forex namg media, the more finance and
currency professionals you'll be exposed to.

Are they offering merely an opinion or a stated fa&sed on recently released data?
The more you know about the "Who", the better ofi yill be in understanding how
accurate the news is. Those who report the news btitve their own agenda and have their

own strengths and weaknesses.

Get to know the people that "know", so YOU "knowan you dig it?

Market Reaction

There's no one "All in" or "Bet the Farm" formular Success when it comes to predicting
how the market will react to data reports or magkagnts or even why it reacts the way it
does.

You can draw on the fact that there's usually &ralresponse, which is usually short-lived,
but full of action.

Later on comes the second reaction, where tradess lhad some time to reflect on the
implications of the news or report on the currearket.

It's at this point when the market decides if tbavg release went along with or against the
existing expectation, and if it reacted accordingly

Was the outcome of the report expected or not?vmat does the initial response of the
market tell us about the bigger picture?



Answering those questions gives us place to stgetpreting the ensuing price action.

Consensus Expectations

A consensus expectation, or just consensus, iethgve agreement
on upcoming economic or news forecasts. Economecésts are
made by various leading economists from banksnéiz institutions
and other securities related entities.

Your favorite news personality gets into the mixsoyveying her in-
house economist and collection of financial soypldyers" in the
market.

All the forecasts get pooled together and averagedand it's these
averages that appear on charts and calendars desgthe level of
expectation for that report or event.

The consensus becomes ground zero; the incomiragiteal data is compared against this
baseline number. Incoming data normally gets idiedtin the following manner:

- "As expected" - the reported data was close to or at the consdosecast.
- "Better-than-expected"- the reported data was better than the consensesaft.
«  "Worse-than-expected" - the reported data was worse than the consensersaft.

Whether or not incoming data meets consensusimmportant evaluation for determining
price action. Just as important is the determimatiohow much better or worse the actual
data is to the consensus forecast. Larger degfeéeaazuracy increase the chance and extent
to which the price may change once the reportis ou

However, let's remember that forex traders are sraad can be ahead of the curve. Well the
good ones, anyway.

Many currency traders have already "priced in" eoissis expectations into their trading and
into the market well before the report is scheduletalone released.

As the name implies, pricing in refers to tradeagihg a view on the outcome of an event and
placing bets on it before the news comes out.

The more likely a report is to shift the price, Hmoner traders will price in consensus
expectations. How can you tell if this is the cagih the current market?

Well, that's a tough one.

You can't always tell, so you have to take it ugoarself to stay on top of what the market
commentary is saying and what price action is dbigre a report gets released. This will
give you an idea as to how much the market haggiic.

A lot can happen before a report is released, ep lgeur eyes and ears peeled. Market
sentiment can improve or get worse just befordemse, so be aware that price can react with
or against the trend.



There is always the possibility that a data repuiglly misses expectations, so don't bet the
farm away on the expectations of others. When tiss otcurs, you'll be sure to see price
movement occur.

Help yourself out for such an event by anticipaiin@nd other possible outcomes) to
happen.

Play the "what if" game.

Ask yourself, "What if A happens? What if B happ2isow will traders react or change their
bets?"

You could even be more specific.
What if the report comes in under expectation dfdpercent? How many pips down will
price move? What would need to happen with thisntegmat could cause a 40 pip drop?

Anything?

Come up with your different scenarios and be preg&o react to the market's reaction. Being
proactive in this manner will keep you ahead ofghme.

What the Deuce? They Revised the Data? Now what?

Too many questions... in that title.

But that's right, economic data can and will getged.

That's just how economic reports roll!

Let's take the monthly Non-Farm Payroll employmamnbers (NFP) as an example. As
stated, this report comes out monthly, usuallyudeld with it are revisions of the previous
month's numbers.

We'll assume that the U.S. economy is in a sluntpJamuary's NFP figure decreases by
50,000, which is the number of jobs lost. It's rleebruary, and NFP is expected to decrease
by another 35,000.

But the incoming NFP actually decreases by onl9Q@, which is totally unexpected. Also,

January's revised data, which appears in the Fgbreport, was revised upwards to show
only a 20,000 decrease.



Non-Farm Payrolls

Actual Forecast | Previous
lanuary -50,000 -30,000 -80,000
.l"'"—._--""
February ([ -12,000) -35,000[ (" -20,000
Better than Upward revision in
expected Feb NFP Jan NFP

As a trader you have to be aware of situationsthikewhen data is revised.

Not having known that January data was revised,ngmit have a negative reaction to an
additional 12,000 jobs lost in February. That'® stio months of decreases in employment,
which ain't good.

However, taking into account the upwardly revis¢ePNigure for January and the better than
expected February NFP reading, the market mightheestart of a turning point.

The state of employment now looks totally differaten you look at incoming dafeND
last month's revised data.

Be sure not only to determine if revised data existit also note the scale of the revision.
Bigger revisions carry more weight when analyzimg ¢urrent data releases.

Revisions can help to affirm a possibly trend cleaogno change at all, so be aware of what's
been released.

What is a Currency Cross Pair?

A "currency cross pair”, also known as "cross-aueyepair” or simply as a "cross", is a pair
of currencies that doesn't involve the U.S. dollar.

Back in the ancient days, if someone wanted to gbdanrrencies, they would first have to
convert their currencies into U.S. dollars, and/dhen could they convert their dollars into
the currency they desired.

1USD = _

1800 rocks

For example, if a person wanted to change their. Sté&tling into Japanese yen, they would
first have to convert their sterling into U.S. @ofl, and then convert these dollars into yen.



With the invention of currency crosses, individuzds now bypass the process of converting
their currencies into US dollars and simply convtediirectly into their desired currency.
Some examples of crosses include: GBP/JPY, EUR/ERR/CHF, and EUR/GBP.

Calculating Cross Rates

Warning: This part is a little boring...unless ylike numbers. It's not difficult
but it can be kind of dry. The good news is th& fection really isn't
necessary anymore since most broker platformsdjrealculate cross rates
for you.

However, if you are the type that likes to know hewerything works, then
this section is for you! And besides, it's alwaged to know how things work
right? In this section, we will show you how to@alhte the bid (buying price)
and ask (selling price) of a currency cross.

Let's say we want to find the bid/ask price for GB¥Y. The first thing we would do is look
at the bid/ask price for both GBP/USD and USD/JPY.

Why these 2 pairs?
Because both of them have the U.S. dollar as doeimmon denominator.

These 2 pairs are called the "legs" of GBP/JPY lmethey are the U.S. dollar pairs
associated with it.

Now let's say we find the following bid/ask prices:

GBP/USD: 1.5630 (bid) / 1.5635 (ask)

USD/JPY: 89.38 (bid) / 89.43 (ask)

To calculate the bid price for GBP/JPY, you simmiyltiply the bid prices for GBP/USD and
USD/JPY.

If you got 139.70, good job! Your calculator is \Wiorg properly, yipee!

To get the ask price for GBP/JPY, just multiply #sk prices for GBP/USD and USD/JPY
and we get 139.82. Easy as pie!

Crosses Present More Trading Opportunities

Over 90% of the transactions in the forex markeblve the U.S. dollar. This is because the
U.S. dollar is the reserve currency in the worldu¥nay be asking yourself, "Why the U.S.
dollar and not the sterling, or euro?"

Most agricultural and industrial commodities sushod are priced in U.S. dollars. If a
country needs to purchase oil or other agricultgealds, it would first have to change its
currency into U.S. dollars before being able to theygoods. This is why many countries



keep a reserve of U.S. dollars on hand. They cdemparchases much faster with
Greenbacks already in their pocket.

Countries such as China, Japan, and Australiaxam@es of heavy importers of oil, and as a
result, they keep huge reserves of U.S. dollateeir central banks. In fact, China has almost
atrillion U.S. dollars in its reserve stockpile!

So what does this all have to do with trading aucyecrosses? Well since most of the world
is glued to the U.S. dollar, a majority of tradsyeculation will be based on one question:

"Is the U.S. dollar weak or strong today?"

This one question will affect many of the most idjaurrency pairs:
The majors: GBP/USD, EUR/USD, USD/CHF, USD/JPY

The commodity pairs: AUD/USD, USD/CAD, NZD/USD

Notice that all of these pairs are tied to the W@lar. This doesn't give a trader many
options when most of their trading decisions argeldaon this one speculation.

USD vs. Major Currencies
500
UsSDiJPY
AUD/USD  USD/ICAD GBP/USD  NZD/USD USD/ICHF  EUR/USD -
) H B
-500
-1000 W Pips
-1500
-2000
-2500

In 2009, the Dollar was negative across the board.
Notice how the Dollar move was universal in almost every major currency pair.

You can see that by trading any of the 7 most @opaurrencies, you are basically taking
either an anti-U.S. dollar or pro-U.S. dollar santhis one speculation affects these pairs in
almost the same way across the board.

Conversely in the stock market, traders have nmaltpmpanies to choose from and are not
bound to one major speculation idea.
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Although the DJIA was up over 1400 points in 20009, 9 of the 30 companies that make up the index were still negative

With stocks, you can see that even though the bveeasket was positive, there are still
plenty of other trading opportunities. There igmdt one kind of speculation that affects the
entire basket of stocks.

Instead of just looking at the seven "major" debased pairs, currency crosses provide more
currency pairs for you to find profitable opportiies!

By trading currency crosses, you give yourself moggons for trading opportunities because
these currencies are not bound to the U.S. daélias, possibly having different price
movement behaviors. So while the majority of thekeats will only trade on anti-U.S. dollar
or pro-U.S. dollar sentiments, you can find newarpymities in currency crosses.

For example, all the dollar-based pairs might bditrg sideways or in some uglier fashion
where it would be smart to just sit on the sidediaad wait for better trade setups, but if you
knew to switch your charts to look at currency sess you might just find trading
opportunities galore!

Be different! The majority of traders just trade timajors. Now you can be part of the
minority that trades the crosses.

Cleaner Trends and Ranges

Since a majority of the forex market will deal witle U.S. dollar, you can imagine that many
of the news reports will cause U.S. dollar-basedeticy pairs to spike. The US has the
largest economy in the world, and as a result,idpewrs react strongly to U.S. news reports,
even if it doesn't cause a huge fundamental shifte long run.

What this means for your charts is that you wi# several "spikes" even if there is a trend
emerging. This can make it harder to spot trenciege indications.
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From Feb-Apr 2009, the EUR/USD ranged its way up to 1.3700.
As you can see, it wasn't a smooth ride up there! = '**'
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The day to day economic activities of the U.S. kaep U.S. dollar based currencies such as
EUR/USD (above) from making smooth trends.
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From Feb-Apr 2009, the EUR/JPY also rose, but unlike the l
EUR/USD, it made a smooth ride to the top! *J_
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Conversely, we can see that during the same dage lBUR/JPY made a much, much
smoother ride to the top. This was probably duege spikes that came from U.S. data. So as
you can see, both charts showed the euro risegltheasame time period, but the one without
the U.S. dollar (EUR/JPY) made for a much easaatdr



If you are a trend following kinda dude, then camg crosses may be easier to trade than the
major pairs. It will be easier for you to spot thend and be more confident in your entry
points because you know that the these technigcalddrold more than they do for the majors.

In the next section, we'll discuss how playing watbsses can also allow you to take
advantage of the interest rate differentials. Nbat's like a cherry on top of a sundae!

Taking Advantage of Interest Rate Differential

By selling currencies whose country has a lowesrggt rate against currencies whose
country has a higher interest rate, you can phafih the interest rate differential (known as a
carry trade) as well as price appreciation.

That's like being able to get a frosted cupcaké sjfirinkles on top! That talks to you!
Imagine how delicious that would taste!

Currency crosses offer many pairs with high interate differentials that are prime for these
types of trades.
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For example, take a look at the nice uptrend on AIPY. If you had a long position on this
pair, you would've made a hefty profit.



On top of that, the interest rate differential beéw AUD and JPY was huge. From 2002 to
2007, the Reserve Bank of Australia had raised tat®.25% while the BOJ kept their rates
at 0%.

That means you made profits off your long posi#ddD the interest rate differential on that
trade!

Now that'd be an awesome cash cow right there!

Later on in college (if your brain hasn't explodeith all this forex knowledge by then), we'll
teach you more about carry trade. We'll teach ybickvones will work and which ones
won't. We'll even teach you about a lil' somethtafied risk aversion. But that's for a later
lesson.

Obscure Crosses

While the euro and yen crosses are the most licpaisises, more crosses exist don't even
include the U.S. dollar, euro, or the yen! We'll taese the "Obscure Crosses"!

If we were in school - come to think of it, we aaity are in school! - the major pairs would
be the jocks while the obscure crosses would bed¢hentric emo kids.

That's because most traders would rather hang itluthee cool crowd than the obscure
crosses!

We're talking about really weird combinations Ik&D/CHF, AUD/NZD, CAD/CHF, and
GBP/CHF. That's why we call them obscure crosseis'jd

Trading in these pairs is more difficult and rigkiean trading euro or yen crosses. Since very
few traders trade them, transaction volume is nowfer and liquidity can be difficult at
times.



Due to the illiquid markets for these crosses,rthaces can become quite volatile, so being
stopped out on whipsaws can become a common oocerre

Check out these screenshots of AUD/CHF and GBP/CHF:
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You don't want to get stopped out by those nasigespdo you? That's why most traders
usually put wider stops when trading these pairs.

But judging from the choppy movement of obscuresses, it would really be tough to catch a
good trade on these pairs. Unless you're a currenosg guru lik€Cyclopip, of course!
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See what we mean?

Also, since these pairs aren't traded too muchspneads on these pairs can be pretty big.



If you want to trade these crosses, just be readgdme wild price swings and be willing to
pay the price of the massive spread!

Planning Around News and Fundamentals

If strong economic data comes out of Australia, goght want to look at buying the AUD.
Your first reaction might be to buy AUD/USD.

But what if at the same time, recent data also sthewWJnited States experiencing strong
economic growth? Price action of AUD/USD may be.fla

One option that you have is to match the AUD adahns currency of an economy that isn't
doing so well.... Hmmmm... what could you do?

Ah! Thank the forex gods for currency crosses!

Let's say you did some analysis, checked the Balsyttmeconomic calendgshameless
plug!) or Pip Diddy's dailyyconomic rounduganother shameless plug!) and you notice that
the Japanese economy isn't doing so good right now.

What do you do?

Of course, like any self-respecting bully, you juaipover this opportunity and go long
AUD/JPY!

There's nothing wrong with being a bully, at least here at the School of Pipsology.

It's your job as a trader to take advantage ohoedpportunities so that you can put some
silver dollars into your piggy bank.

Because of currency crosses, you now have the tappiyrto match the currency of the best

performing economy against that of the weakest @ognwithout having to deal with the
U.S. dollar.

Creating Synthetic Pairs

Sometimes institutional traders can't trade certamency crosses because they trade in such
high volume that there isn't enough liquidity teewte their order.

In order to execute their desired trade, they haweeate a "synthetic pair".



Let's say that an institutional trader wants to @BP/JPY but can't because there isn't
enough liquidity. To execute this trade, they wolidde to buy GBP/USD and sell USD/JPY
(earlier in this lesson, we learned that thesespmie called its legs).

They are able to do this because there is plentigutlity in GBP/USD and USD/JPY which
means they can make large orders.

How to create a synthetic

GBP/JPY
(buying GBP; selling JPY)

N

GBP/USD — (Legs) — USD/JPY
(buying GBP; selingUsD) Buying-USP; selling JPY)

e

(These cancel out)

(buying GBP; selling JPY)
GBP/JPY

If you're a retail trader, and you wanted to prdtentrade like an institutional trader, then
you could technically trade synthetic pairs as welit it wouldn't be too smart.

Ever since the great Al Gore invented the intertieetinology has improved to the point now
that even weird crosses like GBP/NZD or CHF/JPY maw be traded on your broker's
platform. Aside from having access to a larger "oYesf currency pairs to trade, the spreads
would be tighter on the crosses compared to th#hetin pair you'd create.

And let's not forgot about margin use! Creatingrmtisetic pair requires you to open two
separate positions and each position requiresmtsroargin. This locks up unnecessary
capital in your trading account when you can sintpge the cross-currency and save on
margin.

So unless you're trading yards (slang term forBlh& ION units), forget synthetic pairs and

stick to crosses. You will be savings yourself sgips (thanks to a tighter spread) as well as
freeing up your capital so you can take on moraeisa

Euro and Yen Crosses



After the U.S. dollar, the euro and yen are thetrtrasled currencies. And like the U.S.
dollar, the euro and yen are also held as resenverwies by different countries. So this
makes the euro and yen crosses the most liquitdeut$ the U.S. dollar-based "majors".

Trading the Euro Crosses
The most popular EUR crosses are EUR/JPY, EUR/@B& EUR/CHF.

News that affects the euro or Swiss franc will & more in EUR crosses than EUR/USD or
USD/CHF.

U.K. news will greatly affect EUR/GBP.

Oddly enough, U.S. news plays a part in the movemmiethe EUR crosses. U.S. news makes
strong moves in GBP/USD and USD/CHF. This not a&ifgcts the price of the GBP and
CHF against the USD, but it could also affect tiePGand CHF against the EUR.

A big move higher in the USD will tend to see aHagEUR/CHF and EUR/GBP and the
same goes for the opposite direction.

Confused? Ok ok...let's break this down.

Let's say that the US shows positive economic ciatiging the USD to rise. This means that
GBP/USD would fall, driving the price of the GBPvdwo. At the same time USD/CHF would
rise, also driving the price of the CHF down.

The drop in GBP price would then cause EUR/GBRs® (since traders are selling off their
GBP).

The drop in CHF price would also cause EUR/CHHRde (since traders are selling of their
CHF).

Conversely, this would also work in the oppositedion if the U.S. showed negative
economic data.

Trading the Yen Crosses

The JPY is one of the more popular cross currerasiést is basically traded against all of the
other major currencies.

EUR/JPY has the highest volume of the JPY crosses$ Bebruary 2010.

GBP/JPY, AUD/JPY, and NZD/JPY are attractive caragle currencies because they offer
the highest interest rate differentials againstih¥.

When trading JPY cross pairs, you should alwayg lkeeeeye out on the USD/JPY. When
key levels are broken or resisted on this patgnts to spill over into the JPY cross pairs.
For example, if USD/JPY breaks out above a kegtasce area, it means that traders are
selling off their JPY. This could prompt the seddiiof the JPY against other currencies.
Therefore you could expect to see EUR/JPY, GBP/3R¥,other JPY crosses to rise as well.



The CAD/JIPY

Over recent years, this currency cross has becemyegpopular, becoming highly correlated
with the price of oil.

Canada is second largest owner of oil reservefiaadbenefited with the rise of oil prices.

On the other hand, Japan is heavily reliant onrtiporting of oil. In fact, over 99% of
Japan's crude is imported as it has almost noanativeserves.

These two factors have caused an 87% positivelabare between the price of oil and
CAD/JPY.

How to Use Crosses to Trade the Majors

Even if you don't ever want to trade the crosselssamply stick to trading the majors, you
can use crosses to help you make better tradirigioes.

Here's an example...

Currency crosses can provide clues about thevelatrength of each major currency pair.
Let's say you see a buy signal for EUR/USD and GIB® but you can only take one trade.
Which one do you take?

Simply looking at your crystal ball and guessingtiikely to result in the right answer.

To find the right answer, you would look at EUR/G&®ss. If EUR/GBP is trending
downward, this indicates that the pound is rel&ig&ronger than the euro at the moment.

So the right answer would be to buy GBP/USD inst#fddUR/USD due to the pound's
relative strength against the euro.

Since the euro is weaker, relative to the pounid pifoves to strengthen against the U.S.
dollar, it is likely to strengthen LESS than thaupd.

If the U.S. dollar weakens across the board, GBEYyY& would make more pips since it
would rally higher than EUR/USD.

So GBP/USD is the better trade.

_
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You can do this relative strength analysis on dth® major pairs...
Let's say you're bearish on the U.S. dollar. HoWyeu trade?

« Can't decide whether to buy EUR/USD or sell USD/CHBok at EUR/CHF.
- Can't decide whether to buy USD/CHF or USD/JPY ?kiLatoCHF/JPY.

« Can't decide whether to buy EUR/USD or sell USD/AR%ok at EUR/JPY.
« Can't decide whether to buy GBP/USD or sell USD/CHBok at GBP/CHF.
« Can't decide whether to buy GBP/USD or sell USD/JR¥ok at GBP/JPY.

So always remember, iooking at cross pairs cowd gou an idea of the relative strength of a
particular currency.

How Cross Currency Pairs Affect Dollar Pairs

Let's pretend the Fed announces they will raissrést rates. The market quickly starts
buying the U.S. dollar across all major currencidsJR/USD and GBP/USD fall while
USD/CHF and USD/JPY rise.

You were short EUR/USD and were pleased to see prmve in your favor making you
some pips, but right before you were about to baakhe cigar, you notice your friend who
was long USD/JPY made a lot more pips than you.

You're like "What's up with that yo?"

You compare the charts of EUR/USD and USD/JPY aadIsat
USD/JPY made the bigger move. It broke through ppma
technical resistance level and shot up 200 pipsavUR/USD
barely shot down 100 pips and failed to break somsjpport
level.

You're thinking to yourself, "If the U.S. dollar eéeing bought across the board, then how
come my EUR/USD trade looks so weak compared téri@yd's USD/JPY trade?"

This is due to the currency crosses! In this paldicexample, EUR/JPY.

When USD/JPY broke through its major resistancell@ie combination of stop losses being
hit and breakout traders jumping on the bandwagmh@d it even higher.

Since buying more USD/JPY weakens the yen, thiddvoause EUR/JPY (and possibly

other yen-based pairs) to break through its masistance level, once again hitting stops and
attracting breakout traders, pushing EUR/JPY evginen.



This causes the euro to strengthen and slows dosvddscent of your EUR/USD trade. The
EUR/JPY cross buying acts a "parachute” and thihis EUR/USD didn't move as much or
as fast as the USD/JPY.

So even if you only trade the major currenciestanay crosses still have an effect on your
trades!

Summary: Currency Crosses

As you can see, there are many, many trade oppbegipresenting themselves in the foreign
exchange market other than figuring out what thee@back will do any given day - and now
you know how to find them! Here are a couple ofgjsi to remember:

Crosses give traders more pairs to trade, whicmmewre trading opportunities.

We normally see cleaner trends and ranges on ayr@nsses than we do on majors.
You can take advantage of interest rate differé&nbg trading currency crosses.

Do your due diligence / analysis and match thengtimurrencies against the weak
ones.

If the pair you are looking to trade isn't availahlith your broker, don't worry. You
know how to create a synthetic pair by simultangogsing long or short two major
pairs to create one currency cross.

The most popular euro crosses are the EUR/JPY, GBR/and EUR/CHF.
GBP/JPY, AUD/JPY, and NZD/JPY are attractive caragle currencies because they
offer the highest interest rate differentials agathe JPY.

When trading obscure crosses, watch out for wildepswings and wider spreads.
Even if you wanna stick to the majors, you can made= of currency crosses to help
you decide between which pairs to trade as crassesignal which currency is
stronger.

Don't forget that moves in currency cross pairsttare an effect on the majors.

Last tip; please be conscientious of the pip valude cross you are trading. Some
crosses will have a higher or lower pip value ttt@majors. This information is good
to know for your risk analysis.

So, on the days you may not see any opportunitiésel major pairs, or if you want to
avoid the volatility of a US news event, check saomne the currency crosses. You
may never know what you may find! Good luck!

Multiple Time Frame Analysis



What the heck is multiple time frame analysis?

Multi-time frame ana... WHAT?! Chill out young padan, it ain't as complicated as it
sounds! You're almost done with high school - now'sthe time to get senioritis, although
you probably got that way back in Grade 12. Ha!

Multiple time frame analysis is simply the proce$sooking at the same pair and the same
price, but on different time frames.

Remember, a pair exists on several time frames dd#ily, the hourly, the 15-minute, heck,
even the 1-minute!

This means that different traders can have th&erént opinions on how a pair is trading and
both can be completely correct.

Phoebe may see that EUR/USD is on a downtrendeod-tiour chart. However, Sam trades
on the 5-minute chart and sees that the pair gusging up and down. And they could both be
correct!

As you can see, this poses a problem. Trades soegtiet confused when they look at the 4-
hour, see that a sell signal, then they hop ortheur and see price slowly moving up.

What are you supposed to do?
Stick with one time frame, take the signal and cletey ignore the other time frame?
Flip a coin to decide whether you should buy of?sel

Luckily for you, we here at BabyPips.com aren'twthio let you graduate without knowing
how to use multiple time frame analysis to youraueage.

First, we'll try to help you determine which tinrarihe you should focus on. Each trader
should trade a specific time frame that fits hisier own personality (more on this later).

Secondly, we'll also teach you how to look at défe time frames of the same currency pair
to help you make better, more educated tradingsaes.

What Time Frame Should | Trade?



One of the reasons newbie traders don't do asas¢hey could is because they're usually
trading the wrong time frame for their personality.

New traders will want to get rich quick so thegtirt trading small time frames like the 1-
minute or 5-minute charts. Then they end up geftinstrated when they trade because the
time frame doesn't fit their personality.

For some traders, they feel most comfortable tthe 1-hour charts.

This time frame is longer, but not too long, araller signals are fewer, but not too few.
Trading on this time frame helps give more timanalyze the market and not feel so rushed.
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On the other hand, we have a friend who could nexar, trade in a 1-hour time frame.

It would be way too slow for him and he'd probatbiynk he was going to rot and die before
he could get in a trade. He prefers trading a 11@utei chart. It still gives him enough time
(but not too much) to make decisions based orr&dbrg plan.

Another buddy of ours can't figure out how tradeasle on a 1-hour chart because he thinks
it's too fast! He trades only daily, weekly, andntidy charts.

Okay, so you're probably asking what the right tinaene is for you.

Well buddy, if you had been paying attention, ipeleds on your personality. You have to
feel comfortable with the time frame you're trading

You'll always feel some kind of pressure or serfdeustration when you're in a trade because
real money is involved. That's natural.

But you shouldn't feel that the reason for the suwessis because things are happening so fast
that you find it difficult to make decisions or slowly that you get frustrated.

When we first started trading, we couldn't stickatome frame.

We started with the 15-minute chart.



Then the 5-minute chart.
Then we tried the 1-hour chart, the daily chard #re 4-hour chart.

This is natural for all new traders until you figdur comfort zone and why we suggest that
you DEMO trade using different time frames to see which yur personality the best.

Time Frame Breakdown
Well, just like everything in life, it all depends YOU.

Do you like to take things slowly, take your time @ach trade? Maybe you're suited for
trading longer time frames.

Or perhaps you like the excitement, quick, fasepaaction? Perhaps you should take look at
the 5-min charts.

In the table below, we've highlighted some of thsibtime frames and the differences
between each.

Frame

Long-term traders will Don't have to Large swings

usually refer to daily andwatch the markets

weekly charts. intraday Usually 1 or 2 two
goods a year so

The weekly charts will Fewer transaction®ATIENCE is

establish the longer termmean less times toequired.

Long- perspective and assist inpay the spread
term . S _
placing entries in the Bigger account
shorter term daily. More time to thinkneeded to ride longer
through each tradéerm swings
Trades usually from a fe Frequent losing
weeks to many months, months
sometimes years.
Short-term traders use More opportunitie Transaction costs will
hourly time frames and for trades be higher (more
hold trades for several spreads to pay)
Short- hours to a week. Les_s chance of _ _
term losing months Overnight risk
. becomes a factor
(Swing)

Less reliance on
one or two trades
year to make

money
Intraday traders use Lots of trading  Transaction costs will
minute charts such as 1-opportunities be much higher (more

Intraday minute or 15-minute.  Less chance of spreads to pay)
Trades are held intradaylosing months
and exited by market  No overnight risk Mentally more



close. difficult due to the
need to change biases
frequently
Profits are limited by

needing to exit at the
end of the day.

You also have to consider the amount of capital lyaxe to trade.
Shorter time frames allow you to make better usmafgin and have tighter stop losses.

Larger time frames require bigger stops, thus gdrgccount, so you can handle the market
swings without facing a margin call.

The most important thing to remember is that whettéwne frame you choose to trade, it
should naturally fit your personality.

If you feel a little uptight like you're undies do®se or your pants are little too short, then
maybe it's just not the right fit.

This is why we suggest demo trading on several framaes for a while to find your comfort
zone. This will help you determine the best fit yjou to make the best trading decisions you
can.

When you finally decide on your preferred time ferthat's when the fun begins. This is
when you start looking at multiple time frames &dghyou analyze the market.

Long or Short?

Before we explain how to do multiple time frame lgsis, we feel that it's necessary to point
out why you should actually flip through the di#at time frames.

After all, isn't it hard enough analyzing just artert?

You've got a billion indicators on, you've gottadeup on economic news, you've got
basketball practice, a Call of Duty session, adadé at McDonalds...

Well, let's play a game called "Long or Short" b@w why you should be paying attention
and putting in the extra effort to look at diffet¢ime frames.

The rules of the game are easy. You look at a @martyou decide whether to go long or
short. Easy, right? Okay, ready?

Let's take a look at the 10 minute chart of GBP/WSDJuly 1, 2010 (7/01/2010) at 8:00 am
GMT. We've got the 100 simple moving average orickvAppears to be holding as
resistance.

With price testing the resistance and forming & dlocgeems like a good time to short right?



We'll take that as a yes.
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But dang, look what happens next!
The pair closed above resistance and rose anddiepigs!
Ouch! Oh well, too bad!
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What the hell happened? Hmm, let's hop on to theut-chart to see what happened...

If you had been looking at the one hour chart, would have noticed that the pair was
actually at the bottom of the ascending channel.

What's more, a doji had formed right smack on tigpsrt line! A clear buy signal!
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The ascending channel would have been even clearte 4-hour chart.
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If you had looked at this chart first, would yould$tave been so quick to go long when you

were trading on the 10-minute chart?

All of the charts were showing the same date and.tiThey were just different time frames.

Do you see now the importance of looking at mudtifpine frames?

We used to just trade off the 15-minute chartsthatiwas it.

We could never understand why when everything Idaje@od the market would suddenly
stall or reverse. It never crossed our minds te &look at a larger time frame to see what

was happening.

When the market did stall or reverse on the 15-teichart, it was often because it had hit

support or resistance on a larger time frame.



It took a couple hundred negative pips to learn tta larger the time frame, the more likely
an important support or resistance levels would hol

Trading using multiple time frames has probablytkepout of more losing trades than any
other one thing alone. It will allow you to stayartrade longer because you're able to identify
where you are relative to the big picture.

Most beginners look at only one time frame. Thegbga single time frame, apply their
indicators and ignore other time frames.

The problem is that a new trend, coming from anatinge frame, often hurts traders who
don't look at the big picture.

Time Frame Mashup
No, we aren't about to break out into song likeGhee cast.

Here at BabyPips.com, we've got our version of ahma, which we
like to call the "Time Frame Mash-up".

This is where multiple or inter-time frame analysisnes in to play.
This is where we'll teach you how to not only laclon your preferred
trading time frame, but zoom in and out of chadi$h&t you can knock

a winner out of the park.

You ready? You sure you can hack this? You've bhigigot a
semester left of BabyPips.com High School of Pipgg?

You don't wanna quit now do you?

Didn't think so!

First of all, take a broad look at what's happening

Don't try to get your face closer to the market, fush yourself further away.

You have to remember, a trend on a longer timedraas had more time to develop, which
means that it will take a bigger market move fa@ plair to change course. Also, support and
resistance levels are more significant on longeetirames.

Start off by selecting your preferred time frame #men go up to the next higher time frame.
There you can make a strategic decision to go ¢orahort based on whether the market is
ranging or trending. You would then return to ypweferred time frame (or even lower!) to
make tactical decisions about where to enter aitq@&ce stop and profit target).

Just so you know, this is probably one of the hest of multi time frame analysis - you can
zoom in to help you find better entry and exit peiBBy adding the dimension of time to your

analysis, you can obtain an edge over the otherelunsion traders who trade off on only one
time frame.



Did you get all of that? Well, if you didn't, no wies - we're gonna go through an example
now to help make things a little clearer.

Let's say that Cinderella, who gets bored all dagring up after her evil step sisters, decides
that she wants to trade.

After some demo trading, she realizes that she likaing the EUR/USD pair the most, and
feels most comfortable looking at the 1-hour ch@he thinks that the 15-minute charts are
too fast while the 4-hour take too long - after slle needs her beauty sleep.

The first thing that Cinderella does is move ugheck out the 4-hour chart of EUR/USD.
This will help her determine the overall trend.
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She sees that the pair is clearly in an uptrend.

This signals to Cinderella that she should ONLMdmzking for BUY signals. After all, the
trend is her friend, right? She doesn't want tocgeght in the wrong direction and lose her
slipper.

Now, she zooms back to her preferred time framee 1thour, to help her spot an entry point.
She also decides to pop on the stochastic indicator
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Once she goes back down to the 1-hour chart, GHidesees that a doji candlestick has
formed and the stochastic has just crossed ovesfaersold conditions!

But Cinderella still isn't quite sure - she wamtsrtake sure she has a really good entry point,
so she scales down to the 15-minute chart to helfifd an even better entry and to give her
more confirmation.
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So now Cinderella is locking her eyes in on theiBute chart, and she sees that the trend
line seems to be holding pretty strongly. Not athigt, but stochastic are showing oversold
conditions on the 15-minute time frame as well!

She figures that this could be a good time to esmerbuy. Let's see what happens next.
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As it turns out, the uptrend continues, and EUR/W8DBtinues to rise up the charts.
Cinderella would have entered just above 1.2800festte had kept the trade open for a
couple of weeks, she would have made 400 pipskc8ukl have bought another pair of glass
slippers!

There is obviously a limit to how many time franyesl can study. You don't want a screen
full of charts telling you different things.

Use at least two, but not more than three time ésbecause adding more will just confuse
the geewillikers out of you and you'll suffer franalysis paralysis, then proceed to go crazy.

Time Frame Combinations

1-hour?
|

_minute?
15-minute? 55 inute? 4-hour?

Here at the BabyPips.com School of Pipsology, ke lising three time frames. We feel that
this gives us the most flexibility, as we can deeipthe long, medium and short term trends.

The largest time frame we consider our main tretigis-shows us the big picture of the pair
we wanna trade.

The next time frame down is what we normally lodkaad it signals to us the medium term
buy or selling bias.



The smallest time frame shows the short term teertlhelps us find really good entry and
exit points.

You can use any time frame you like as long astieenough time difference between them
to see a difference in their movement.

You might use:

« 1-minute, 5-minute, and 30-minute

« 5-minute, 30-minute, and 4-hour

« 15-minute, 1-hour, and 4-hour

« 1-hour, 4-hour, and daily

« 4-hour, daily, and weekly and so on.

When you're trying to decide how much time in betweharts, just make sure there is
enough difference for the smaller time frame to emback and forth without every move
reflecting in the larger time frame.

If the time frames are too close, you won't be ablell the difference, which would be pretty
useless.

Summary: Multiple Time Frame Analysis

So now you're done! Now you can add multiple timsefe analysis to your trading tool box!
Yeah mannnnn!

Here are a few tips you should remember:

« You have to decide what the correct time fram@isyiOU. This comes from trying
different time frames out through different markat/ironments, recording your
results, and analyzing those results to find wharka for you.

« Once you've found your preferred time frame, gaauhe next higher time frame.
Then make a strategic decision to go long or shased on the direction of the trend.
You would then return to your preferred time fragoelower) to make tactical
decisions about where to enter and exit (place abalprofit target).

« Adding the dimension of time to your analysis gives an edge over the other tunnel
vision traders who only trade off on only one tifreame.

« Make it a habit to look at multiple time frames wteading.

- Make sure you practice! You don't wanna get caughh the heat of trading not
knowing where the time frame button is! Make suva know how to shift quickly
between them. Heck, you should even practice hashiagt containing multiple time
frames up at the same time!

- Choose a set of time frames that you are goingatichy and only concentrate on those
time frames. Learn all you can about how the maniaks during those time frames.

- Don't look at too many time frames, you'll be owaded with too much information
and your brain will explode. And you'll end up wahmessy desk since there will be
blood splattered everywhere. Stick to two or thiew frames. Any more than that is
overkill.

« We can't repeat this enough: Get a bird's eye Migsing multiple time frames
resolves contradictions between indicators and framaes. Always begin your market
analysis by stepping back from the markets anditgpét the big picture.



Undergraduate

What is Market Sentiment

How's Mr. Market Feeling?
Every trader will always have an opinion aboutrierket.
"It's a bear market, everything is going to hell!"

"Things are looking bright. I'm pretty bullish dmet markets right now."

Each and every trader will have their own persexalanation as to why the market is
moving a certain way.

When trading, traders express this view in whaténaele he takes. But sometimes, no matter
how convinced a trader is that the markets will ;mova particular direction, and no matter
how pretty all the trend lines line up, the traney still end up losing.

A trader must realize that the overall market c®@mbination of all the views, ideas and
opinions of all the participants in the market. Thaght... EVERYONE.

This combined feeling that market participants hiawghat we calmarket sentiment

It is the dominating emotion or idea that the mi&yasf the market feels best explains the
current direction of the market.

How to Develop a Sentiment-Based Approach

As a trader, it is your job to gauge what the miaikéeeling. Are the indicators pointing
towards bullish conditions? Are traders bearisttheneconomy? We can't tell the market
what we think it should do. But what we can doeiaat in response to what is happening in
the markets.

Note that using the market sentiment approach dogise a precise entry and exit for each
trade. But don't despair! Having a sentiment-baggmoach can help you decide whether you
should go with the flow or not. Of course, you ehrways combine market sentiment analysis
with technical and fundamental analysis to comevilp better trade ideas.



In stocks and options, traders can look at voluiaeetd as an indicator of sentiment. If a
stock price has been rising, but volume is deajjninmay signal that the market is
overbought. Or if a declining stock suddenly reedren high volume, it means the market
sentiment may have changed from bearish to bullish.

Unfortunately, since the foreign exchange markétaded over-the-counter, it doesn't have a
centralized market. This means that the volumeaoheurrency traded cannot be easily
measured.

GASP!
OH NOOOO!!

Without any tools to measure volume, how can aetrateasure market sentiment?!
This is where th€ommitment of Traders report comes in!

Commitment of Traders Report

The COT Report: What, Where, When, Why, and How

The Commodity Futures Trading Commission, or CHahlishes the Commitment of
Traders report (COT) every Friday, around 2:30 @7 E

Because the COT measures the net long and shatibpegaken by speculative traders and
commercial traders, it is a great resource to gémogeheavily these market players are
positioned in the market.

Later on, we'll let you meet these market play€hese are the hedgers, large speculators,
and retail traders. Just like players in a teanmitspach group has its unique characteristics
and roles. By watching the behavior of these pgygou'll be able to foresee incoming
changes in market sentiment.



You're probably asking yourself, "Why the heck deeéd to use data from the FX futures
market?"

"Doesn't the spot FX market have a report that omeashow currency traders are
positioned?"

"I'm a spot FX trader! Activity in the futures matkdoesn't involve me."

Remember, since spot FX is traded over-the-co€C), transactions do not pass through
a centralized exchange like the Chicago Mercagtdehange.

So what's the closest thing we can get our hands see the state of the market and how the
big players are moving their money?

Yep, you got it...
The Commitment of Traders report from the futures market.

Before going into using the Commitment of Tradeysart in your trading strategy, you have
to first know WHERE to go to get the COT report &f@dW to read it.

3 Simple Steps to Access the COT Report

Step 1:

Open up the address below in your web browser.
(http://www.cftc.gov/marketreports/commitmentsofeeslindex.hti

| http://www.cftc.gov/marketreports/commitmentsoftraders/index.htm -

Step 2:

Once the page has loaded, scroll down a couplagdgto theCurrent Legacy Report"
and click on Short Format" under 'Futures Only" on the '‘Chicago Mercantile Exchangé
row to access the most recent COT report.



Futures-and-Options-

Futures Only Combined

Chicago Board of Trade Long Format Short Format Long Format  Short Format

Chicago Mercantile
Exchange Long Format Long Format ~ Short Format

Chicago Board Options
Exchange

Long Format Short Format Long Format Short Format

Chicago Climate Futures

Exchange Long Format Short Format ~ Long Format ~ Short Format
¥ra:::s SEes Long Format Short Format Long Format Short Format
Step 3:

It may seem a little intimidating at first becauisileoks like a big giant gobbled-up block of
text but with a little bit of effort, you can finekactly what you're looking for. Just press
CTRL+F (or whatever the find function is of youolarser) and type in the currency you want
to find.

To find the British Pound Sterling, or GBP, for axale, just search up "Pound Sterling" and
you'll be taken directly to a section that lookesthing like this:

. . o+ o + m  m + m # m  m + m # m  m + m s
|BRITISH POUND STERLING - CHICAGO MERCANTILE EXCHANGE Code-096742 !
- FUTURES ONLY POSITIONS AS OF 03/16/10 | |
e | NONREPORTABLE |
| NON-COMMERCIAL |  COMMERCIAL [ TOTAL |  POSITIONS i
Jommmmmmmmmmmmmmmmmmeeeeee | mmmmmmmmmm e | ==mmmmm e | === mmmmmmmm e

| LONG | SHORT |SPREADS | LONG | SHORT | LONG | SHORT | LONG | SHORT |
et EE |
| (CONTRACTS OF GBP 62,500) OPEN INTEREST: 121,551
|COHHIIMENTS

i 11,731 75,718 158 94,765 14,211 106,654 90,087 14,897 31,464
!CHANGES FROM 03/09/10 (CHANGE IN OPEN INIEREST: -27,011)

] 1,314 1,828 -1,315 -24,4496 -24,496 -24,447 -23,983 -2,564 -3,028

!PERCEN‘I‘ OF OPEN INTEREST FOR EACH CATEGORY OF TRADERS

! 9.7 62.3 0.1 78.0 11.7 87.7 74.1 12.3 25.9
I

iNUHEER OF TRADERS IN EACH CATEGCRY (TOTAL TRADERS: 81)

. 12 41 3 13 18 27 60

Yowza! What the heck is this?! Don't worry. Wellpéain each category below.

« Commercial: These are the big businesses that use currenag$uto hedge and
protect themselves from too much exchange ratéuddion.

« Non-Commercial: This is a mixture of individual traders, hedgeds, and financial
institutions. For the most part, these are tradérs looking to trade for speculative
gains. In other words, these are traders justideewho are in it for the Benjamins!

« Long: That's the number of long contracts reported ¢oGRTC.

« Short: That's the number of short contracts reportetie¢ddFTC.



« Open interest This column represents the number of contractshaue that have not
been exercised or delivered.

« Number of traders: This is the total number of traders who are rexuto report
positions to the CFTC.

+ Reportable positions:the number of options and futures positions thatraquired to
be reported according to CFTC regulations.

« Non-reportable positions open interest positions of traders that do natritee
reportable requirements of the CFTC like retaitiénes.

If you want to access all available historical dgtau can view itere

You can see a lot of things in the report but yon'thave to memorize all of it.
As a budding trader, you'll only be focusing onvagisng the basic question:
"Wat da dilly on da market yo?!"

Translation: "What's the market feeling this week?"

Understanding the Three Groups

In order to understand the futures market, first geed to know the people making the shots
and those who are warming up the bench. Theserglageld be categorized into three basic
groups:

1. Commercial traders (Hedgers)

2. Non-commercial traders (Large Speculators)
3. Retail traders (Small Speculators)

Don't Skip the Commercial - The Hedgers

Hedgers or commercial traders are those who waprtatect themselves against unexpected
price movements. Agricultural producers or farmen® want to hedge (minimize) their risk
in changing commodity prices are part of this group

Banks or corporations who are looking to proteetibelves against sudden price changes in
currencies or other assets are also considered eociaihtraders.

A key characteristic of hedgers is that theyraost bullish at market bottoms andmost
bearish at market tops.

What the hedgehog does this mean?
Here's a real life example to illustrate:

There is a virus outbreak in the U.S. that turrgppeinto zombies. Zombies run
amok doing malicious things like grabbing strangétsones to download fart

apps.




It's total mayhem as people become disorientechatpless without their beloved iPhones.
This must be stopped now before the nation crunibtesoblivion!

Guns and bullets apparently don't work on the zesibihe only way to exterminate them is
by chopping their heads off.

Apple sees a "market need" and decides to builivate Samurai army to protect vulnerable
iPhone users.

It needs to import samurai swords from Japan. Slebe contacts a Japanese samurai
swordsmith who demands to be paid in Japanese len te finishes the swords after three
months.

Apple also knows that, if the USD/JPY falls, it Meéhd up paying more yen for the swords.

In order to protect itself, or rather, hedge agatnsrency risk, the firm buys JPY futures.

If USD/JPY falls after three months, the firm'srgain the futures contract would offset the
increased cost on its transaction with the Japasweed smith.

On the other hand, if USD/JPY rises after threetimgrthe firm's loss on the futures contract
would be offset by the decrease in cost of its gaynfor the samurai swords.

In It to Win It - The Large Speculators

In contrast to hedgers, who are not interestedaking profits from trading activities,
speculators are in it for the money and have rexést in owning the underlying asset!

Many speculators are known as hardcore trend feltswince they buy when the market is on
an uptrend and sell when the market is on a dowdtréhey keep adding to their position
until the price movement reverses.

Large speculators are also big players in the &stunarket since they hold huge accounts.

As a result, their trading activities can causentaket to move dramatically. They usually
follow moving averages and hold their positiondluhe trend changes.

Cannon fodders - The Small Speculators

Small speculators, on the other hand, own smadlailraccounts. These comprise of hedge
funds and individual traders.

They are known to be anti-trend and are usualltherwrong side of the market. Because of
that, they are typically less successful than hesdged commercial traders.

However, when they do follow the trend, they temtbé highly concentrated at market tops or
bottoms.



The COT Trading Strategy

Since the COT comes out weekly, its usefulnessmaarlet sentiment indicator would be
more suitable for longer-term trades.

The question you may be asking now is this:

How the heck do you turn all that "big giant golableo block of text" into a sentiment-based
indicator that will help you grab some pips?!

One way to use the COT report in your trading iBrtd extreme net long or net short
positions.

Finding these positions may signal that a markegnsal is just around the corner because if
everyone is long a currency, who is left to buy?

No one.

And if everyone is short a currency, who is lefs&l?

What's that?

Pretty quiet...

Yeah, that's right. NO ONE.

One analogy to keep in mind is to imagine drivimgvd a road and hitting a dead end. What
happens if you hit that dead end? You can't ke@pgggince there's no more road ahead. The

only thing to do is to turn back.

Let's take a look at this chart of the EUR/USD froimingChatrts:
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On the top half, we've got the price action of EUBD going on. At the same time, on the
bottom half, we've got data on the long and shositpns of EUR futures, divided into three
categories:

« Commercial traders (blue)
- Large Non-commercial (green)
« Small non-commercial (red)

Ignore the commercial positions for now, since ¢éhase mainly for hedging while small retalil
traders aren't relevant.

Let's take a look at what happened mid-way thrd2@@8. As you can see, EUR/USD made a
steady decline from July to September. As the vafube net short positions of non-
commercial traders (the green line) dropped, s&EtIR/USD. In the middle of September,
net short positions hit an extreme of 45,650. Safter, investors started to buy back EUR
futures. Meanwhile, EUR/USD rose sharply from aldh@#00 to a high near 1.4700!

Over the next year, the net value of EUR futuresitfmm gradually turned positive. As
expected, EUR/USD eventually followed suit, evettiig a new high around 1.5100. In early
October 2009, EUR futures net long positions hieaitmeme of 51,000 before reversing.
Shortly after, EUR/USD began to decline as well.

Holy Guacamole! Just by using the COT as an indicgbu could have caught two crazy
moves from October 2008 to January 2009 and Noveg(@#9 to March 2010.

The first was in mid-September 2009. If you hachdbat speculative traders' short positions
were at extreme levels, you could have bought EL#R/@t around 1.2300. This would have
resulted in almost a 2,000-pip gain in a mattes 6w months!

Now, if you had also seen that net long positioesanat an extreme in November 2009, you
would have had sold EUR/USD and you could havelggdlabout 1,500 pips!

With those two moves, using just the COT repoi asarket sentiment reversal indicator,
you could have grabbed a total of 3,500 pips. Pretty, eh?

Picking Tops and Bottoms

As you would've guessed, ideal places to go longstmort are those times when sentiment is
at anextreme

If you noticed from the previous example, the spegtous (green line) and commercials (blue
line) gave opposite signals. While hedgers buy whemmarket is bottoming, speculators sell
as the price moves down.

Here's that chart again:
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Hedgers are bearish when the market moves to thehde speculators are bullish when the
price is climbing.

As a resultspeculative positioning indicates trend directiorwhile commercial
positioning could signal reversals

If hedgers keep increasing their long positionslevipeculators increase their short positions,
a market bottom could be in sight.

If hedgers keep adding more short positions wigkralators keep adding more long
positions, a market top could occur.

Of course, it's difficult to determine the exactrjavhere a sentiment extreme will occur so it
might be best to do nothing until signs of an alcteeersal are seen.

We could say that speculators, because they fdathewrend, catch most of the move BUT are
wrong on turning points.

Commercial traders, on the other hand, miss moteofrend EXCEPT when price reverses.
Until a sentiment extreme occurs, it would be begjo with the speculators.

The basic rule is this: every market top or bottoms accompanied by a sentiment
extreme, but not every sentiment extreme results ia market top or bottom.

Your Very Own COT Indicator



Having your very own COT indicator is like havingy own pony.

Using the COT report can be quite useful as aitospotting potential
reversals in the market.

There's one problem though, we cannot simply Iddkeabsolute figures printed on the
COT report and say, "Aha, it looks like the markas$ hit an extreme... | will short and buy
myself 10,000,000 pairs of socks."

Determining extremes can be difficult because #tdang and short positions are not all
relevant. What may have been an extreme levelyiags ago may no longer be an extreme
level this year. How do you deal with this problem?

What you want to do is create an index that wilph@u gauge whether the markets are at
extreme levels. Below is a step-by-step procedsomnto create this index.

1. Decide how long of a period we want to cover. Thaervalues we input into the
index, the less sentiment extreme signals we adéive, but the more reliable it will
be. Having less input values will result in morgnsils, although it might lead to more
false positives.

2. Calculate the difference between the positionswafd speculators and commercial
traders for each week.

The formula for calculating this difference is:
Difference = Net position of Large Speculators - Ngosition of Commercials

Take note that if large speculators are extrenaiyg, this would imply that
commercial traders are extremely short. This woesdilt in a positive figure.

On the other hand, if large speculators are extyest®rt, that would mean that
commercial traders are extremely long and this dioesult in a negative figure.

3. Rank these results in ascending order, from magithe to most positive.
4. Assign a value of 100 to the largest number aralt@e¢ smallest figure.

And now we have a COT indicator! This is very sanilo the RSI and stochastic indicators
that we've discussed in earlier lessons.

Once we have assigned values to each of the ceddud#ferences, we should be alerted
whenever new data inputted into the index showsxaieme - 0 or 100. This would indicate
that the difference between the positions of the gwoups is largest, and that a reversal may
be imminent.

Remember, we are interested in knowing whethetrémal is going to continue or if it is

going to end. If the COT report reveals that thekats are at extreme levels, it would help
pinpoint those tops and bottoms that we all lovensch.

Getting Down and Dirty with the Numbers



Now that we know how to determine sentiment extemdnat's next? Recall that not every
sentiment extreme results in a market top or bogorwe'll need a more accurate indicator.
Calculating the percentage of speculative posittbasare long or short would be a better
gauge to see whether the market is topping or fmirtig out.

The equation to calculate for the %-long and %-sisandicated below:

# of long confracts

% long =

# of long contracts + # of short contracts

# of short contracts

% short =

# of long confracts + # of short contracts

To illustrate this better, let's go back a few gemmd see what happened with Canadian dollar
futures.

Going through the COT reports released on the weading August 22, 2008, speculators
were net short 28,085 contracts. On March 20, 20@S, were net short 23,950 contracts.
From this information alone, you would say that¢his a higher probability of a market
bottom in August since there were more speculdhatswere short in that period.

But hold on a minute there... You didn't think ibud be THAT easy right?

e e i
kwwﬂaﬁ»ﬂ] i
7 #f‘fﬂ nqll-.mhamﬂ it 't

I
J] *n,,ﬂ
l‘*jlﬁMTLﬂﬁ#ﬁiT#Tuﬂ

¥ 3 ¢ 8 F ¢ 8 8 B¢ % B g3

Net short positions - 28,085

% Short Ratio = 63.3% the true market bottom
O Date: 03'16:2010 W Commerckks: -94.918.00 @ Large Traders: 69,690.00 T;jw(
50,000
] ——ere e i
,NW\ ~50.00(
Net short positions - 28,085 10000
Short Ratio = 83.3% o

May 03 S Sep Nowv Jan 09 L May Jut Sep Nov Jan 10 o

A closer look would show that 66,726 contracts warert while 38,641 contracts were long.
Out of all the speculative positionsApril (66,726 / (38,641 + 66,726H3.3% were short

positions.



On the other hand, there were just 5,203 long actgrand 25,875 short contractdviarch.
This means that (25,875 / (5,203 + 25,8B3)8% of the speculative positions were short
positions during that period.

What does this mean? There is a higher chanca thattom will occur when 83.3% of all
speculative positions are short as opposed t®GRISLo.

As you can see on the chart below, the bottomanhdal not occur around August 2008,
when the Canadian dollar was worth roughly arouht) 5. cents. The Canadian dollar
continued to fall over the next few months. By time March came around and the %-short
ratio hit 83.3%, the Canadian dollar had hit admotaround 77 U.S. cents. Then what
happened? It started to steadily rise! A marketdmo? Yep, you got it.

Summary: Market Sentiment

Did those thousand-pip moves excite you?

Before we start betting the farm based on our amabf the COT report, remember that those
were just specific cases of when the COT reportadigd a perfect market reversal.

The best thing to do would be to back test and ktaleasons why a reversal took place.
Was the economy booming?
Or was it in the middle of a recession?

Remember, the COT report measures the sentimérgtdars during a specific period of time.
Like every other tool in your toolbox, using the T@port as an indicator does not always
correlate to market reversals. So take the tinstudy this report and get your own feel of
what works and what doesn't.

Also, before we bring this lesson to an end, alwkep in mind that market prices aren't
driven by solely COT reports, stochastic, Fibondeeels, etc.

The markets are driven by the millions of peopkecteg to economic analysis, fundamental
reports, politics, Godzilla attacks, UFO sightingady Gaga concerts - life in general! It is
how you use these tools that will help you be preg&o what lies ahead.

In conclusion...

- As traders, it is our job to gauge what the maikételing.

+ One way to gauge market sentiment extremes isghrthe Commitment of Traders
Report.

« By understanding the activities of the three groofpsaders (commercial traders,
non-commercial, retail traders), we can find owselin better positions to fish for
tops and bottoms.

- Remember, every market top or bottom is accomparyeisentiment extreme, but
not every sentiment extreme results in a markebtdpottom.



Importance of News

It's not enough to only know technical analysis wkeu trade. It's just as
important to know what makes the market move.

Just like in the great Star Wars world, behindttbad lines, double tops,
and head and shoulder patterns, there is a fundahierce behind these
movements. This force is called thewd

To understand the importance of the news, imadisestenario (purely
fictional of course!)

Let's say, on your nightly news, there is a refitat the biggest software company that you
have stock with just filed bankruptcy.

What's the first thing you would do? How would y@arception of this company change?
How do you think other people's perceptions of tdospany would change?

The obvious reaction would be that you would imraggly sell off your shares. In fact, this is
probably what just about everyone else who hadstalge in that company would do.

The fact is that news affects the way we percengeact on our trading decisions. It's no
different when it comes to trading currencies.

There is, however, a distinct difference with hasws is handled in the stock market and the
forex market.

Let's go back to our example above and imagineythiaheard that same report of the big
software company filing bankruptcy, but let's say yeard the report a day before it was
actually announced in the news.

Naturally you would sell off all your shares, arslaaresult
of you hearing the news a day earlier, you woul#ena
(save) more money than everyone else who heardtheir
nightly news.

Sounds good for you right? Unfortunately this ditttick is
calledINSIDER TRADING , and it would have you thrown
in jail.

Martha Stewart did it and now she has a nice mug-tshgo
along with her magazine covers.

In the stock market, when you hear news beforeyewner
else it is illegal. In the forex market, it's calleAIR
GAME!

The earlier you hear or see the news, the beti®far your trading, and there is absolutely no
penalty for it!



Add on some technology and the power of instantroamcation, and what you have is the
latest and greatest (or not so greatest) new®diglof your fingers.

This is great... Uhmmm... "news" for retail tradbexause it allows U.S. to react fairly
quickly to the market's speculations.

Big traders, small traders, husky traders, or skinaders all have to depend on the same
news to make the market move because if there tnasnhews, the market would hardly
move at all!

The news is important to the Forex market becdissthe news that makes it move.
Regardless of the technicals, news is the fuelkbeps the market going!

Why Trade the News

The simple answer to that question is "To make muoaey!"

But in all seriousness, trading the news givesnasgheer opportunity to trade the forex market.
As we learned in the previous section, news isrg meportant part to the market because it's
what makes it move!

When news comes out, especially important newsetvertyone is watching, you can expect
to see some major movement. Your goal as a traderget on the right side of the move, but
the fact that you know the market will indeed mseenewhere makes it an opportunity
definitely worth looking at.

Dangers of trading the news
As with any trading strategy, there are always jpbsslangers that you should be aware of.
Here are some of those dangers:

Because the market is very volatile during impdrteaws eventanany dealers widen the
spread during these timesThis increases trading costs and could hurt potiom line.

You could also get "locked out" which means thaintoade could be executed at the right
time but may not show up in your trading stationddew minutes. Obviously this is bad for
you because you won't be able to make any adjussnfahe trade moves against you!

Imagine thinking you didn't get triggered, so youtb enter at market... then you realize that
your original ordered got triggered! You'd be rigkitwice as much now!

You could also experiencippage Slippage occurs when you wish to
enter the market at a certain price, but due t@egieeme volatility during
these events, you actually get filled at a faredght price.

Big market moves made by news events often don/ermoone
direction. Often times the market may start offrftyin one direction,
only to be whipsawed back in the other directionyifig to find the right direction can
sometimes be a headache!




Profitable as it may be, trading the news isnéasy as beating Pipcrawler on Call of Duty. It
will take tons of practice, practice and you gudsse more practice! Most importantly, you
MustALWAYS have a plan in place. In the following lessons]lwgere you some tips on
how to trade news reports.

Which News Reports are Trade-Worthy?

Before we even look at strategies for trading nevwents, we have to look at which news
events are even worth trading.

Remember that we are trading the news becausg albility to increase volatility in the short
term, so naturally we would like to only trade netvat has the best market moving potential.

While the markets react to most economic news fvanous countries, the biggest movers
and most watched news comes from the U.S.

The reason is that the U.S. has the largest ecomothg world and the U.S. Dollar is the
world's reserve currency. This means that the Dd8ar is a participant in about 90% of all
Forex transactions, which makes U.S. news andichggartant to watch.

With that said, let's take a look at some of thestwolatile news for the U.S.

Most volatile news reports
160
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100
80
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In addition to inflation reports and central baakks, you should also pay attention to geo-
political news such as war, natural disasterstipaliunrest, and elections. Although these
may not have as big an impact as the other newstiit worth paying attention to them.

Also, keep an eye on moves in the stock marketreTaee times where sentiment in the
equity markets will be the precursor to major mowethe forex market.

Now that we know which news events make the mostasicour next step is to determine
which currency pairs are worth trading.



Because news can bring increased volatility inftinex market (and more trading
opportunities), it is important that we trade camnies that are liquid. Liquid currency pairs
give us a reassurance that our orders will be égda@moothly and without any "hiccups”.

EUR/USD
GBP/USD
USD/IPY

USD/CHF
USD/CAD
AUD/USD

ok wNE

Did you notice anything here?

That's right! These are all major currency pairs!

Remember, because they have the most liquidityorsg@airs usually have the tightest
spreads. Since spreads widen when news reports @atyié makes sense to stick with those

pairs that have the tightest spreads to begin with.

Now that we know which news events and currencksfaitrade, let's take a look at some
approaches to trading the news.

Directional Bias vs. Non-Directional Bias

There are two main ways to trade the news:

a) Having airectional bias
b) Having anon-directional bias

Directional Bias

Having directional bias means that you expect theket to move a certain direction once the
news report is released. When looking for a trgg@dunity in a certain direction, it is good
to know what it is about news reports that causentharket to move.

Consensus vs. Actual

Several days or even weeks before a news reposont, there are analysts that will come
up with some kind of forecast on what numbers bellreleased. As we talked about in a
previous lesson, this number will be different agpearious analysts, but in general there
will be a common number that a majority of themeggon. This number is called a
consensus

When a news report is released, the number tlyates is called thactual number.
"Buy the rumors, sell on the news"
This is a common phrase used in the forex markedse often times it seems that when a

news report is released, the movement doesn't matahthe report would lead you to
believe.



For example, let's say that the U.S. unemploynegetis expected to increase. Imagine that
last month the unemployment rate was at 8.8% amddhsensus for this upcoming report is
9.0%.

With a consensus at 9.0%, it means that all theratket players are anticipating a weaker
U.S. economy, and as a result, a weaker Dollar.

So with this anticipation, big market players argoing to wait until the report is actually
released to start acting on taking a position. Thiglygo ahead and start selling off their
dollars for other currencies before the actual nembreleased.

Now let's say that the actual unemployment ratelesased and as expected, it reports 9.0%.

As a retail trader, you see this and think "Okaig ts bad news for the U.S. It's time to short
the dollar!"

However, when you go to your trading platform tarstelling the dollar, you see that the
markets aren't exactly moving in the direction yloought it would. This is because the big
players have already adjusted their positions vedgrie the news report even came out and
may now be taking profits after the run up to tkees event.

Now let's revisit this example, but this time, inmegthat the actual report released an
unemployment rate of 8.0%. The market players thotlge unemployment rate would rise to
9.0% because of the consensus, but instead the skymaved that the rate actually decreased,
showing strength for the dollar.

What you would see on your charts would be a hugjardrally across the board because the
big market players didn't expect this to happenwmat the report is released and it says
something totally different from what they had amated, they are all trying to adjust their
positions as fast as possible.

This would also happen if the actual report reldas®eunemployment rate of 10.0%. The
only difference would be that instead of the dotkllying, it would drop like a rock! Since
the market consensus was 9.0% but the actual repovied a bigger 10.0% unemployment
rate, the big players would sell off more of thaatlars because the U.S. looks a lot weaker
now than when the forecasts were first released.

Keeping track of the market consensus and the lactuabers, you can better gauge which
news reports will actually cause the market to mave in what direction.

Non-directional bias

A more common news trading strategy is the nonetloral bias approach. This method
disregards a directional bias and simply playshenfact that a big news report will create a
big move. It doesn't matter which way it moves.e st want to be there when it does!

What this means is that once the market movegheredirection, you have a plan in place to
enter that trade. You don't have any bias as tdhvengrice will go up or down, hence the
namenon-directional bias



Trading with a Directional Bias

Let's go back to our example of the U.S. unemplaoymate report.
Earlier, we gave examples of what could happehefreport came in light

with expectations, or slightly better. Let's sagrthwas a surprising drop. _
What effect could this have on the dollar? Oneghirat could happen is

that the dollar falls. What??? Isn't the dollarmaged to rise if the

unemployment rate is dropping?

There could be a couple reasons why the dollardcsiill fall even though there are more
people with jobs.

The first reason could be that the long-term aretaVtrend of the U.S. economy is still in a
downward spiral. Remember that there are sevenakimental factors that play into an
economy's strength or weakness. Although the ureynm@nt rate dropped, it might not be a
big enough catalyst for the big traders to staaingfing their perception of the dollar.

The second reason could be the reason for the uagment rate drop. Perhaps it's right after
Thanksgiving during the holiday rush. During three¢, many companies normally hire
seasonal employees to keep up with the influx afsthas shoppers. This increase in jobs
may cause a short term drop in the unemploymeet pait it's not at all indicative of the long
term outlook on the U.S. economy.

A better way to get a more accurate measure afilkeenployment situation would be to look
at the number from last year and compare it toyeés. This would allow you to see if the
job market actually improved or not.

The important thing to remember is to always takéep back and look at the overall picture
before making any quick decisions.

Now that you have that information in your head,titne to see how we can trade the news
with a directional bias.

Let's stick with our unemployment rate exampleaekit simple. The first thing you would
want to do before the report comes out is takeok &t the trend of the unemployment rate to
see if it has been increasing or decreasing. Byimhgoat what has been happening in the past,
you can prepare yourself for what might happemeftture.

Imagine that the unemployment rate has been sygadileasing. Six months ago it was at
1% and last month it topped out at 3%. You could say with some confidence that jobs are
decreasing and that there is a good possibilityutteenployment rate will continue to rise.

Since you are expecting the unemployment ratesg yiou can now start preparing to go
short on the dollar. Particularly, you feel likeuyoould short USD/JPY.

Just before the unemployment rate is about to heuwnrced, you could look at the price
movement of USD/JPY at least 20 minutes prior amdi the range of movement. Take note
of the high and low that is made. This will becoyoer breakout points.

*Note: The smaller the range the larger tendeneygtlis for a volatile move.



Since you have a bearish outlook on the dollar,would pay particular attention to the
lower breakout point of that range. You are exmpecthe dollar to drop so a reasonable
strategy would be to set an entry point a few piglew that level.
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You could then set a stop just at the upper breghomt and set your limit for the same
amount of pips as the breakout point range.
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One of two things could happen at this point. & tmemployment rate drops then the dollar
could rise. This would cause USD/JPY to rise anal yaade would most likely not trigger.
No harm no foul! Or if the news is as you expe@ad the unemployment rate rises, the
dollar could drop (assuming the entire fundamentigiiook on the dollar is already bearish).

This is good for you because you already set updetthat was bearish on the dollar and now
all you have to do is watch your trade unfold.
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Later on, you see that your target gets hit. Y&t grabbed yourself a handful of pips!
Booyeah!

The key to having a directional bias is that yowstrituly understand the concepts behind the
news report that you plan to trade. If you dondenstand what effect it can have on
particular currencies, then you might get caughinugome bad setups. Luckily for you, we've
got Pip Diddy and Forex Gump to help explain wtitdat each report can have on the forex
market.

Letting the Market Decide Which Direction to Take

The first thing to consider is which news repoas$rade. Earlier in this
lesson we discussed the biggest moving news repadeislly you would

want to only trade those reports because therdighaprobability the market
will make a big move after their release.

The next thing you should do is take a look atrdrege at least 20 minutes before the actual
news release. The high of that range will be yqpeu breakout point, and the low of that
range will be your lower breakout point. Note ttted smaller the range is the more likely it is
you will see a big move from the news report.

The breakout points will be your entry levels. Tisisvhere you want to set your orders. Your
stops should be placed approximately 20 pips belogvabove the breakout points, and your
initial targets should be about the same as thgerahthe breakout levels. This is known as a
straddle trade - you are looking to play both sides of the trasdschever trade it moves.
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Now that you're prepared to enter the market imeeitlirection, all you have to do is wait for

the news to come out. Sometimes you may get tregger one direction only to find that you

get stopped out because the price quickly revenstie other direction. However, your other
entry will get triggered and if that trade winsuyshould recoup your initial losses and come
out with a small profit.

A best case scenario would be that only one of yauales gets triggered and the price
continues to move in your favor so that you darcur any losses. Either way, if done
correctly you should still end up positive for ithay.

One thing that makes a non-directional bias appraditactive is that it eliminates any
emotions - you just want to profit when the movepgens. This allows you take advantage of
more trading opportunities, because you will bggered either way.

There are many more strategies for trading the neutshe concepts mentioned in this
lesson should always be part of your routine whengau are working out an approach to
taking advantage of news report movements.

Summary: Trading the News

There you have it! Now you know how to trade thersieJust keep these things in mind
when trading:

« When you have a directional bias, you are expegimgg to move a certain direction,
and you've got your orders in already.

- Itis always good to understand the underlyingorasvhy the market moves in a
certain direction when news is released.

« When you have a non-directional bias, you don& gdrich way price heads. You just
want to get triggered.

- Setups for the non-directional bias are also calteatidle trades

That's pretty much it...

Is it really that easy???



HECK NO!!!
You'll have to practice and trade many differemonts before you get a feel of which news
reports will make the market move, how much of @sse is needed for the market to move,
and which reports to avoid trading.

Like in any other trading method, your success ddp®n your preparation.

This will take time and practice. Do your homewarid study the economic indicators to
understand why they are important.

Remember, nothing worth having comes easy, so wiiitkit and you'll find that trading
news report will be very rewarding once you gettihag of it!

What is Carry Trade?

Did you know there is a trading system that canemakney if price stayed exactly the same
for long periods of time?

Well there is and it's one the most popular waysaking money by many of the biggest and
baddest money manager mamajamas in the finandiange!

It's called the "Carry Trade".

A carry trade involves borrowing or selling a fiméad instrument with a low interest rate,
then using it to purchase a financial instrumerth\ai higher interest rate.

While you are paying the low interest rate on fharicial instrument you borrowed/sold, you
are collecting higher interest on the financiatiasient you purchased. Thus your profit is
the money you collect from the interest rate déferal.

For example:

Let's say you go to a bank and borrow $10,000.rTeeding fee is 1% of the $10,000 every
year.

With that borrowed money, you turn around and paseha $10,000 bond that pays 5% a
year.

What's your profit?

Anyone?



You got it! It's 4% a year! The difference betwaeterest rates!

By now you're probably thinking, "That doesn't sd@s exciting or profitable as catching
swings in the market."

However, when you apply it to the spot forex marketh its higher leverage and daily
interest payments, sitting back and watching yagoant grow daily can get pretty sexy.

To give you an idea, a 3% interest rate differéfggcomes 60% annual interest a year on an
account that is 20 times leveraged!

In this section, we will discuss how carry tradesky when they will work, and when they
will NOT work.

We will also tackle risk aversion (WTH is that?!@iix worry, like we said, we'll be talking
more about it later).

How Do Carry Trades Work for Forex?

In the forex market, currencies are traded in p&insexample, if you buy USD/CHF, you are
actually buying the U.S. dollar and selling Swissnts at the same time). Just like the
example in the previous, you pay interest on threetiey position you sell, and collect
interest on the currency position you buy.

What makes the carry trade special in the spokforarket is that interest payments happen
every trading day based on your position. Techhicall positions are closed at the end of
the day in the spot forex market. You just doré sdnappen if you hold a position to the next
day.

Brokers close and reopen your position, and then diebit/credit you the overnight interest
rate difference between the two currencies. Thikescost of "carrying” (also known as
"rolling over") a position to the next day.

The amount of leverage available from forex brokers made the carry trade very popular in
the spot forex market. Most forex trading is maig@sed, meaning you only have to put up a
small amount of the position and you broker wilt pp the rest. Many brokers ask as little as
1% to 2% of a position. What a deal, eh?

Let's take a look at genericexample to show how awesome this can be.
For this example we'll take a look at Joe the NevAmrex Trader.

It's Joe's birthday and his grandparents, beingweet and generous people they are, give
him $10,000. Schweeeet!

Instead of going out and blowing his birthday presm video games and posters of bubble
gum pop stars, he decides to save it for a raigy &tze goes to the local bank to open up a
savings account and the bank manager tells hine, Ydur savings account will pay 1% a
year on your account balance. Isn't that fantdstic?

Joe pauses and thinks to himself, "At 1%, my $10\®0 earn me $100 in a year."



"Man, that sucks!"

Joe, being the smart guy he is, has been studyabgmps.com School of Pipsology and
knows of a better way to invest his money.

So, Joe kindly responds to the bank manager, "Thaalsir, but | think I'll invest my money
somewhere else."

Joe has been demo trading several systems (ingltigencarry trade) for over a year, so he
has a pretty good understanding of how forex tiaginrks. He opens up a real account,
deposits his $10,000 birthday gift, and puts hasphto action.

Joe finds a currency pair whose interest rate rdiffgal is +5% a year and he purchases
$100,000 worth of that pair. Since his broker amlguires a 1% deposit of the position, they
hold $1,000 in margin (100:1 leverage). So, Joe ocomirols $100,000 worth of a currency
pair that is receiving 5% a year in interest.

What will happen to Joe's account if he does ngtfon a year?
Well, here are 3 possibilities. Let's take a lobkach one:

1. Currency position loses valueThe currency pair Joe buys drops like a rock inea
If the loss brings the account down to the amoanhaside for margin, then the
position is closed and all that's left in the asttaa the margin - $1000.

2. The pair ends up at the same exchange rate at thaceof the year.In this case, Joe
did not gain or lose any value on his position, lritollected 5% interest on the
$100,000 position. That means on interest alorendade $5,000 off of his $10,000
account. That's a 50% gain! Sweet!

3. Currency position gains value.Joe's pair shoots up like a rocket! So, not ookyd
Joe collect at least $5000 in interest on his prsibut he also takes home any gains!
That would be a nice present to himself for histrmsthday!

Because of 100:1 leverage, Joe has the potengartoaround 50% a year from his initial
$10,000.

Here is an example of a currency pair that offe4s48% differential rate based on interest
rates as of September 2010:



Enter long AUD/JPY

Receives: 4.50% from
long AUD position

Pays: 0.10% from short
JPY position

Profit: 4.40% in interest
rate spread if spot rate
remains constant

If you buy AUD/JPY and held it for a year, you earn a "pesittarry” of 4.40%.

Of course, if yowsell AUD/JPY, it works the opposite way:

Enter short AUD/JPY

Receives: 0.10% from
long JPY position

Pays: 4.50% from short
AUD position

Loss: -4.40% in interest
rate spread if spot rate
remains constant

If you sold AUD/JPY and held it for a year, you idearn a "negative carry" of 4.40%.
Again, this is a generic example of how the caragé¢ works.
Any questions on the concept? No? We knew you ccatich on quick!

Now it's time to move on to the most important dirthis lesson: Carry Trade Risk.



To Carry or Not to Carry

When Do Carry Trades Work?

Half full.
Awesome.

Ugh. Half
empty.

Carry trades work best when investted risky andoptimistic enough to buy high-yielding
currencies and sell lower yielding currencies.

It's kinda like an optimist who sees the glass hdlf While the current situation might not be
ideal, he is hopeful that things will get betteheTsame goes for carry trade. Economic
conditions may not be good, but the outlook oftibging currency does need to be positive.

If the outlook of a country's economy looks as gasdingelina Jolie, then chances are that
that country's central bank will have to raisenegt rates in order to control inflation.

This is good for carry trade because a highereastaiate means a bigger interest rate
differential.

On the other hand, if a country's economic prospain't looking too good, then nobody
will be prepared to take on the currency if thepkithe central bank will have to lower
interest rates to help their economy.

To put it simply, carry trades work best when inees havdow risk aversion.

Carry trades do not work well when risk aversiohigh (i.e. selling higher-yielding
currencies and buying back lower-yielding curreggi&/hen risk aversion is high, investors
are less likely to take risky ventures.

Let's put this into perspective.

Let's say economic conditions are tough, and tluatry is currently undergoing a recession.
What do you think your next door neighbor wouldvdth his money?

Your neighbor would probably choose a low-payingsade investment than put it
somewhere else. It doesn't matter if the retutovisas long as the investment is a "sure
thing."



This makes sense because this allows your neigbhli@mve a fall back plan in the event that
things go bad, e.g. he loses his job. In forexgargour neighbor is said to have a high level
of risk aversion.

The psychology of big investors isn't that mucHedd#nt from your next door neighbor. When
economic conditions are uncertain, investors tenult their investments in safe haven
currencies that offer low interest rates like th& Wollar and the Japanese yen.

This is the polar opposite of carry trade. Thisawfof capital towards safe assets causes
currencies with low interest to appreciate agaimsse with high interest.

Carry Trade Criteria and Risk

Carry Trade Criteria
It's pretty simple to find a suitable pair to doaary trade. Look for two things:
1. Find a high interest differential.
2. Find a pair that has been stable or in an uptnerfiavior of the higher-yielding
currency. This gives you the ability to stay in tredeAS LONG AS POSSIBLE
and profit off the interest rate differential.

Pretty simple, huh? Let's take a real life exangblide carry trade in action:

Data
AUDIPY, Weekly - Australian Dollar vs Japanese Yen
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This is a weekly chart of AUD/JPY. Up until recentihe Bank of Japan has maintained a
"Zero Interest Rate Policy” (as of September 2@1® jnterest rate stands at 0.10%).

With the Reserve Bank of Australia touting onelad higher interest rates among the major
currencies (currently at 4.50% as of this writingany traders have flocked to this pair (one
of the factors creating a nice little uptrend ie pair).

From the start of 2009 to early 2010, this pair egbfrom a price of 55.50 to 88.00 - that's
3,250 pips!



If you couple that with interest payments from thterest rate differential of the two
currencies, this pair has been a nice long termfplamany investors and traders able to
weather the volatile up and down movements of thieeacy market.

Of course, economic and political factors are ciamthe world daily. Interest rates and

interest rate differentials between currencies of@nge as well, bringing popular carry
trades (such as the yen carry trade) out of favtr mwvestors.

Carry Trade Risk

Because you are a very smart trader, you alreadw kvhat the first question you should ask
before entering a trade is right?

"What is my risk?"

Correct! Before entering a trade you mAEWAYS assess your max risk and whether or not
it is acceptable according to your risk managemales.

In the example at the start of the lesson withtheeNewbie Forex Trader, his maximum risk
would have been $9000. His position would be autmaldy closed out once his losses hit
$9000.

Eh?

That doesn't sound very good, does it?

Remember, this is the worst possible scenario aadsJa newbie, so he hasn't fully
appreciated the value of stop losses.

When doing a carry trade, you can still limit ydosses like a regular directional trade.

For instance, if Joe decided that he wanted td isirisk to $1000, he could set a stop order
to close his position at whatever the price levelld be for that $1000 loss. He would still
keep any interest payments he received while hgldimo the position.

Summary: Carry Trade

While you are paying the low interest rate on tharicial instrument you borrowed/sold, you
are collecting higher interest on the financiatinsient you purchased. Your profit is the
money you collect from the interest rate differahti

This is another way to make money in the forex ravkithout having to buy low and sell
high, which can be pretty tough to do day after.day

Carry trades work best when investted like taking on risk. Current economic conditions
need not be good, but the outlook does need tobidve.

If a country's economic prospects aren't lookirgdood, then nobody will be prepared to
take on the risk. To put it simply, carry tradeskvbest when investors hal@wv risk
aversion.



Carry trades do not work well when risk aversiohigh.

When risk aversion is high, investors are lesdylike buy higher-yielding currencies or likely
to reduce their positions in higher-yielding cucies.

When economic conditions are uncertain, investmd to put their investments in safe haven
currencies, which tend to offer low interest rdiles the U.S. dollar and the Japanese yen.

It's pretty simple to find a suitable pair to doaary trade. Look for two things:

1. Find a high interest differential.

2. Find a pair that has been stable or in an uptreriavior of the higher-yielding
currency. This gives you the ability to stay in treleAS LONG AS POSSIBLE
and profit off the interest rate differential.

Always remember that economic and political facemeschanging the world daily. Interest
rates and interest rate differentials between agres may change as well, bringing popular
carry trades (such as the yen carry trade) ow\adrfwith investors. So, when doing a carry
trade, you should still limit your losses like guéar directional trade.

When properly applied, the carry trade can addifstgmt income to your account, along with
your directional trading strategies.

What is the Dollar Index?

If you've traded stocks, you're probably familiathaall the indices available such as the Dow
Jones Industrial Average (DJIA), NASDAQ Compositddx, Russell 2000, S&P 500,
Wilshire 5000, and the Nimbus 2001. Oh wait, that bne is actually Harry Potter's
broomstick.

Well if U.S. stocks have an index, the U.S. datian't be outdone. For currency traders, we
have the U.S. Dollar Index (USDX).

The U.S. Dollar Index consists of a geometric wigdhaverage of a basket of foreign
currencies against the dollar.

Say whutttt!?! Okay before you fall asleep aftattbuper geeky definition, let's break it
down.

It's very similar to how the stock indices worktirat it provides a general indication of the

value of a basket of securities. Of course, theusges" we're talking about here are other
major world currencies.

The Basket

The U.S. Dollar Index consists of six foreign cagies. They are the:

« Euro (EUR)
« Yen (JPY)
« Pound (GBP)



« Canadian dollar (CAD)
« Krona (SEK)
« Franc (CHF)

Here's a trick question. If the index is made up oltirrencies, how many countries are
included?

If you answered "6", you're wrong.
If you answered "21", you're a genius!

There are 21 countries total, because there aneebdbers of the European Union that have
adopted the euro as their sole currency, plusttiner dive countries (Japan, Great Britain,
Canada, Sweden, and Switzerland) and their accoymgpourrencies.

It's obvious that 21 countries make up a smalliporof the world but many other currencies
follow the U.S. Dollar index very closely. This neskthe USDX a pretty good tool for
measuring the U.S. dollar's global strength.

USDX Components

Now that we know what the basket of currencieomposed of, let's get back to that
"geometric weighted averag@art. Because not every country is the same isizenly fair
that each is given appropriate weights when calfitigahe U.S. dollar index. Check out the
current weights:

SEK, 4.20% I-CHFa 3.60%

CAD, 9.10%.___

M
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GBP, 11.90%_

\
\_EUR, 57.60%
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JPY, 13.60%

With its 16 countries, euros make up a big chunthefU.S. Dollar Index. The next highest is
the Japanese yen, which would make sense since lapane of the biggest economy in the
world. The other four make up less than 30 peroétite USDX.

Here's something interesting: When the euro fallich way does the U.S Dollar Index
move?



The euro makes up such a huge portion of the UoBaDindex, we might as well call this
index the "Anti-Euro Index". Because the USDX isheavily influenced by the euro, people
have looked for a more "balanced" dollar index. &on that later though. First, let's go to
the charts!

How to Read the Dollar Index

Just like any currency pair, the USDX even haswia chart. Holler at the U.S. Dollar Index:
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First, notice that the index is calculated 24 hauday, five days a week. Also, the USDX
measures the dollar's general value relative tasa lof 100.000. Huh?!?

Okay. For example, the current reading says 86.Phi8. means that the dollar has fallen
13.79% since the start of the index. (86.212 - A0Q).

If the reading was 120.650, it means the dollaalser has risen 20.65% since the start of the
index. (120.650 - 100.00)

The start of the index is March 1973. This is wheaworld's biggest nations met in

Washington D.C. and all agreed to allow their coeres to float freely against each. The start
of the index is also known as the "base period".

The U.S. Dollar Index Formula

This is strictly for the grown and geeky. Herehs formula to calculating USDX:

USDX = 50.14348112 x EUR/USD/(-0.576) x USD/JPY2@E) x GBP/USDA(-0.119) x
USD/CADA(0.091) x USD/SEK”(0.042) x USD/CHFA(0.036)

Got that? Good! Now you can get a wedgie from ttesl bully.



Trade-Weighted Dollar Index

There is also another kind of dollar index usedhgyFederal Reserve. It is called thade-
weighted U.S. dollar index"

The Fed wanted to create an index that could marerately reflect the dollar's value against

foreign currencies based on how competitive U.8dgare compared to goods from other
countries. It was formed in 1998 in order to kepgardate with U.S. trade.

Currencies and Weights

Here is the current weighting (in percentage) efitidex:

Weight(%)

Euro zone 17.66
China 17.33
Canada 15.22
Mexico 9.72
Japan 8.71

United Kingdom 4.32
Korea 3.50
Taiwan 2.37

Singapore 2.02
Brazil 1.95

Malaysia 1.87

Hong Kong 1.75

India 1.61
Switzerland 1.42

Thailand 1.40

Australia 1.20
Russia 1.17
Israel 1.12
Sweden 1.00

Indonesia 0.92

Saudi Arabia 0.82
Chile 0.82

Philippines 0.65

Colombia 0.50

Argentina 0.48

Venezuela 0.47
Total 100

*Weights as of May 2009



The main difference between the USDX and the traeigihted dollar index is the basket of
currencies used and their relative weights.

The trade weighted index includes countries frohowadr the world, including some
developing countries. Given how global trade isadeping, this index is probably a better
reflection of the dollar's value across the globe.

The weights are based on annual trade data.

Weights for the broad index can be found at
http://www.federalreserve.gov/releases/H10/Weights

If you'd like to see historical data, check out
http://www.federalreserve.gov/releases/h10/Summary/

Using the USDX for Forex

| bet you're wondering, "How do | use this thingmy trading arsenal?" Well, hold your
trigger finger and you'll soon find out! We all kmahat most of the widely traded currency
pairs include the U.S. dollar. If you don't knownge that include the U.S. dollar are
EUR/USD, GBP/USD, USD/CHF, USD/JPY, and USD/CAD.

What does this mean? If you trade any of these pthie USDX can be the next best thing to
sliced bread (or hamburger on a bun... or chocatateream).

If you don't, the USDX will still give you an ides the relative strength of the U.S. dollar
around the world. In fact, when the market outlémkthe U.S. dollar is unclear, more often
times than not, the USDX provides a better picture.

In the wide world of forex, the USDX can be useaasndicator of the U.S. dollar's strength.
Because the USDX is comprised of more than 50%éyetiro zone, EUR/USD is quite

inversely related. Check it:
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Next, take a look at a chart of EUR/USD.

Data] | _ixoex
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It's like a mirror image! If one goes up, the otheost likely goes down. Will you look at
that? It seems like the trend lines almost invgregtch up perfectly. This could be a big
help to those big on trading EUR/USD.

If the USDX makes significant movements, you canadt surely expect currency traders to
react to the movement accordingly. Both the USD¥ st currency traders react to each
other. Breakouts in spot USD pairs will almost aity move the USDX in similar breakout
fashion.

To sum it all up, currency traders use the USD4 &sy indicator for the direction of the
USD.

Always keep in mind the position of the USD in ffar you are trading.

For example, if the USDX is strengthening and gsend you are trading EUR/USD, a
strong USD will show a downtrend on the EUR/USDrthéayou are trading a pair in which
the USD is the based currency, such as the USD/@HiBe in the USDX will most likely
show a rise in USD/CHF charts like the one showaove
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Here are two little tips you should always remember

If USD is the base currency (USD/XXX), then the US&nd the currency pair should move
the same direction.

If USD is the quote currency (XXX/USD), then the$ and the currency pair should move
in opposite directions.

The Dollar Smile Theory

Ever wonder why the dollar strengthens both in §mktough luck and when the economy is
booming like a Jay-Z remix? Well, so does everybeldg. In fact, this really smart dude over
at Morgan Stanley came up with a theory to explais phenomenon.

Stephen Jen, a former currency strategist and etishacame up with a theory and named it



the "Dollar Smile Theory." His theory depicts threain scenarios directing the behavior of
the U.S. dollar. Here's a simple illustration:

USD strengthens USD strengthens
due to risk aversion due to economic growth

USD weakens to new low due to weak economy

Scenario 1 Dollar appreciates due to risk aversion. The firs
part of the smile shows the U.S. dollar benefifirogn risk
aversion, which causes investors to flee to "safesh"
currencies like the dollar and the yen. Since itorssthink

| that the global economic situation is shaky, theytesitant

to pursue risky assets and would rather buy upethgerisky
U.S. dollar regardless of the condition of the l&&nomy.

Scenario 2 Dollar drops to new low. The bottom part of the
smile reflects the lackluster performance of thedaback as
the U.S. economy grapples with weak fundamentals.

The possibility of interest rate cuts also weidhs .S.
dollar down.

This leads to the market shying away from the dollae
motto for USD becomes "Sell! Sell! Sell!"

Scenario 3 Dollar appreciates due to economic growth.
Lastly, a smile begins to form as the U.S. econepss the
light at the end of the tunnel. As optimism piclsand signs
of economic recovery appear, sentiment towardsidtiar
begins to pick up. In other words, the greenbadrseto
appreciate as the U.S. economy enjoys stronger @Bkth
and expectations of interest rate hikes increase.

This theory appears to have been in play when @& 2
financial crisis began. Remember when the dollarmgauge boost at the peak of the global
recession? That's phase 1.

When the market eventually bottomed out in Marc@nvestors suddenly switched back
to the higher yielding currencies, making the daltee winner of the "Worst Currency" award
for 2009.
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So will the Dollar Smile Theory hold true?
Only time will tell.

In any case, this is an important theory to keemiimd. Remember, all economies are
cyclical.

The key part is determining which part of the cyttle economy is in.

As Gold as it Gets

Before we detail the relationship between the cathsdnd gold,
let's first note that the U.S. dollar and gold ¢tigaite mesh very
well.

Usually, when the dollar moves up, the gold fatld &ice-versa.

The traditional logic here is that during timesebnomic unrest,
investors tend to dump the greenback in favor ¢d.go

Unlike other assets, gold maintains its intrinsatue or rather, it's
natural shine!

Nowadays, the inverse relationship between therthaaek and gold still remains although the
dynamics behind it have somewhat changed.

Because of the dollar's safe haven appeal, whetleses is economic trouble in the U.S. or
across the globe, investors more often than nobaak to the Greenback.

The reverse happens when there are signs of growth.

Take a look at this awesome chart:



Gold vs AUDUSD
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Currently, Australia is the third biggest gold-degg. we mean, gold producer in the world,
sailing out about $5 billion worth of the yellove&sure every year!

Historically, AUD/USD has had a whopping 80% caatin to the price of gold!
Not convinced? Here's another one:
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Across the seven seas, Switzerland's currencyhuhgs franc, also has a strong link with
gold. Using the dollar as base currency, the USH/@bually climbs when the price of gold
slides.

Conversely, the pair dips when the price of goldsgyop. Unlike the Australian dollar, the
reason why the Swiss franc moves along with golteisause more than 25% of Switzerland's
money is backed by gold reserves.

Isn't that awesome?



The relationship between gold and major currensi@gsst ONE of the many that we will
tackle. Keep reading!

Black Crack

Now, let me talk about the other kind of gold.e tilack one.

As you may know, crude olil is often referred tdlees "black gold"
or as we here at BabyPips.com like to callbtatk crack

One can live without gold, but if you're a crackliatl, you can't
live without crack.

Oil is the drug that runs through the veins ofghebal economy as
it is a major source of energy.

Canada, one of the top oil producers in the waighorts around 2
million barrels of oil a day to the United Stat&his makes it the
largest supplier of oil to the U.S.!

This means that Canada is United States' main lol@dk dealer!
Because of the volume involved, it creates a hugeuat of demand for Canadian dollars.
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Whenever oil prices rise, it normally leads to sateeline in USD/CAD.

Also, take note that Canada's economy is depermaeaxports, with about 85% of its exports
going to its big brother down south, the U.S. Beeaof this, USD/CAD can be greatly
affected by how U.S. consumers react to changes prices.

If U.S. demand rises, manufacturers will need tteomore oil to keep up with demand. This
can lead to a rise in oil prices, which might l¢ac fall in USD/CAD.



If U.S. demand falls, manufacturers may decidechit out since they don't need to make
more goods. Demand in oil might fall, which couldtthrdemand for the CAD.

So, the next time you gas up your car and seethatices are rising, you can use this
information to your advantage! It may be a clueyfou to go short on USD/CAD!

Some forex brokers allow you to trade gold, oilj ather commodities. There, you can
readily pull up their charts using their platfornyau can also monitor the prices of gold at
http://www.timingcharts.comandhttp://www.kitco.com You can likewise check the prices of
oil, gold, and other metals using this lifktp://www.cx-portal.com/wti/oil_en.html

The 411 on Bonds

A bond is an "IOU" issued by an entity when it nee&alborrow money. These entities, such
as governments, municipalities, or multinationahpanies, need a lot of funds in order to
operate so they often need to borrow from banksdividuals like you. When you own a
government bond, in effect, the government hasowad money from you.

You might be wondering, "Isn't that the same asiog/stocks?"

One major difference is that bonds typically hawdefined term to maturity, wherein the
owner gets paid back the money he loaned, knovihegsincipal , at a predetermined set
date. Also, when an investor purchases a bond &a@ompany, he gets paid at a specified
rate of return, also known as thend yield, at certain time intervals. These periodical
interest payments are commonly knowrcaspon payments

Bond yield refers to the rate of return or inteqgad to the bondholder while the bond price
is the amount of money the bondholder pays fobtiel.

Now, bond prices and bond yields are inverselyatated. When bond prices rise, bond
yields fall and vice-versa. Here's a simple illagtn to help you remember:

Bond yield

Bond price

Wait a minute... What does this have to do withalreency market?!
Always keep in mind that inter-market relationshgas’ern currency price action.
In this case, bond yields actually serve as anliexdtendicator of the strength of the stock

market. In particular, U.S. bond yields gauge tegggmance of the U.S. stock market,
thereby reflecting the demand for the U.S. dollar.



Let's look at one scenario: Demand for bonds ugliradreases when investors are concerned
about the safety of their stock investments. Tl to safety drives bond prices higher and,
by virtue of their inverse relationship, pushesdgields down.

As more and more investors move away from stocksoéimer high-risk investments,
increased demand for "less-risky instruments” a&b).S. bonds and the safe-haven U.S.
dollar pushes their prices higher.

Another reason to be aware of government bond yislthat they act as indicator of the
overall direction of the country's interest rataed axpectations.

For example, in the U.S., you would focus on the/&fir Treasury note. A rising yield is
dollar bullish. A falling yield is dollar bearish.

It's important to know the underlying dynamic onyhbond's yield is rising or falling. It can
be based on interest rate expectations or it cdrabed on market uncertainty and a "flight to
safety"” to less-risky bonds.

After understanding how rising bond yields usualiyise a nation's currency to appreciate,
you're probably itching to find out how this candpplied to forex trading. Patience, young
padawan!

Recall that one of our goals in currency tradingide from catching plenty of pips!), is to pair

up a strong currency with a weak one by first conmggtheir respective economies. How can
we use their bond yields to do that?

Bond Spreads

The bond spread represents the difference betweenduntries' bond
yields.

These differences give rise to carry trade, whiehdigcussed in a
previous lesson.

\ By monitoring bond spreads and expectations farest rate changes,
Spread some bonds al over me! you will have idea where currency pairs are headed.



Here's what we mean:

Bond Spreads vs AUDUSD
2000 - 2009
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As the bond spread between two economies wideaguttency of the country with the
higher bond yield appreciates against the otheeooy of the country with the lower bond
yield.

You can observe this phenomenon by looking at thplgof AUD/USD price action and the
bond spread between Australian and U.S. 10-yeargavent bonds from 2000 to 2009.

Notice that when the bond spread rose from 0.50%00% from 2002 to 2004, AUD/USD
rose almost 50%, rising from .5000 to 0.7000.

The same happened in 2007, when the bond diffategnge from 1.00% to 2.50%,
AUD/USD rose from .7000 to just above .9000. Tha®80 pips!

Once the recession of 2008 came along and all #herrmoentral banks started to cut their
interest rates, AUD/USD plunged from the .9000 heubdick down to 0.7000.

So what happened here?
One factor that is probably in play here is thatiers are taking advantage of carry trades.

When bond spreads were rising between the Aussiésband U.S. Treasuries, traders load
up on their long AUD/USD positions.

Why?
To take advantage of carry trade!
However, once the Reserve Bank of Australia stastgting rates and bond spreads began to

tighten, traders reacted by unwinding their longDXUSD positions, as they were no longer
as profitable.



Bond Markets, Fixed Income Securities, and the Fore
Market

A quick recap: So far, we've discussed how diffeesnn rates of return can serve as an
indicator of currency price movement.

As the bond spread or interest rate differentialvben two economies increases, the currency
with the higher bond yield or interest rate gergrappreciates against the other.

Much like bonds, fixed income securities are inwesits that offer a fixed payment at regular
time intervals. Economies that offer higher retusngheir fixed income securities should
attract more investments, right?

This would then make their local currency moreaative than those of other economies
offering lower returns on their fixed income market

For instance, let's consider gilts and EuriborsrgMalking about U.K. bonds and European
securities here!).

If Euribors are offering a lower rate of return quemed to gilts, investors would be
discouraged from putting their money in euro zofie&d income market and would rather
place their money in higher-yielding assets. Beeaighat, the EUR could weaken against
other currencies, particularly the GBP.

This phenomenon applies to virtually any fixed imeomarket and for any currency.

You can compare the yields on the fixed income sigesl of Brazil to the fixed income
market of Russia and use the differentials to ptetlie behavior of the real and the ruble.

Or you can look at the fixed income vyields of Irsdturities in comparison to those in
Korea... Well, you get the picture.

If you want to try your hand at these correlatiateta on government and corporate bonds
can be found on these two websites:

- Bloomberg
« BondsOnline

You can also check out the government websitepafracular country to find out the current
bond yields. Those are pretty accurate. They argowvernment. You can trust them.

In fact, most countries offer bonds but you miglainivto stick to those whose currencies are
part of the majors.

Here are some of the popular bonds from aroundltitee and their cool nicknames:



Bonds Offered

United States U.S. Treasury bonds, Yankee bonds
United KingdomGilts, Bulldog bonds

Japan Japanese bonds, Samurai bonds

Euro zone Euro zone bonds, Euribors

Germany Bunds

Switzerland Swiss bonds

Canada Canadian Bonds

Australia Australian Bonds, kangaroo bonds, Matbidads
New Zealand New Zealand bonds, Kiwi bonds

Spain Matador bonds

Some countries also offer bonds with varying tetonsaturity so just make sure you are
comparing bonds with the same term to maturityl{sasc5-year gilts to 5-year Euribors),
otherwise your analysis would be off.

And we wouldn't want that, would we?

Forex, Global Equity Markets, and You

Did you know that equity markets can also be usdtktp gauge currency movement? In a
way, you can use the equity indices as some kiradfofex crystal ball.

Based on what you see on the television, what yau on the radio, and what you read in the
newspaper, it seems that the stock (equity) maskée most closely covered financial
market. It's definitely exciting to trade since yean buy the companies that make the
products you can't live without.

One thing to remember is that in order to purctséseks from a particular country, you must
first have the local currency.

To invest in stocks in the Japan, a European investst first exchange his euros (EUR) into
Japanese yen (JPY). This increased demand for d@3és the value of the JPY to appreciate.
On the other hand, selling euros increases itslgugpich drives the euro's value lower.



When the outlook for a certain stock market is lnglkgood, international money flows in.
On the other hand, when the stock market is stimuigginternational investors take their
money out and look for a better place to park theids.

Even though you may not trade stocks, as a foeslett you should still pay attention to the
stock markets in major countries.

If the stock market in one country starts perfogrietter than the stock market in another
country, you should be aware that money will prédp&le moving from the country with the
weaker stock market to the country with the strorsgeck market.

This could lead to a rise in value of the currefarythe country with the stronger stock
market, while the value of the currency could dete for the country with the weaker stock
market. The general idea is: strong stock marketng currency; weak stock market, weak
currency.

If you bought the currency from the country witle tronger stock market and sold the
currency from the country with the weaker stock keiryou can potentially make some nice
dough.

Not too familiar with the major global equity in@? It's your lucky day! Here they are!

StockInde _____________ Description |

The Dow Jones Industrial Average (or Dow for shast)
considered to be one of the premier stock indaxéisa U.S. It
measures how well the top 30 publicly owned comgmare
trading. Despite the name, barely any of the congsamave
anything to do with industrial production and arstead
Dow representative of some of the biggest companid@sriarica.
It is closely watched by investors around the wartd is highly
indicative of market sentiment, thus making it séresto both
local and foreign economic and political events.

y

The companies that are part of the Dow are so ldu@teyou
probably deal with at least one of them every diagagine life
without AT&T, McDonalds, Pfizer or Intel? Yes - g#eecompanies
are all listed in the Dow!
The Standard & Poor 500, more commonly known asSéae 500,
Is a weighted index of the stock prices of the BBgest American
companies. It is consided a bellwether for the American econao
S&P500 and is used to predict its direction.

y

After the Dow Jones Industrial Average, it is thesttraded index
in the U.S. Some mutual funds, exchange-tradedsfuemtd other
funds such as pension funds, are designed to tinagserformance
of the S&P 500 index. Hundreds of billions of Udsllars have
been invested in this fashion.




NASDAQ stands for National Association of Secusti2ealers
Automated Quotations.
NASDAQ
It refers to the largest electronic screen-basedtyegecurities
trading market in the U.S., comprising of approxieta3,700
companies and corporations. It also boasts of lgavia largest
trading volume among the world's stock markets.

The Nikkei, similar to the Dow Jones Industrial Aage, is the
. most widely quoted average of the Japanese stodkemit is a
Nikkei  price-weighted average of the top 225 companiessasdpposed
. to be reflective of the overall market.

y

The Nikkei includes companies like Toyota, Japariies, and

Fuji film.

The DAX is short for the Deutscher Aktien Index ({re probably

better off remembering just DAX). It is the stoclarket index in

Germany that consists of the top 30 blue chip congsahat are
Dax traded on the Frankfurt Stock Exchange.

With Germany being the largest economy in the eoree, the
DAX is normally the most closely watched index witthe whole
euro zone. Some companies that are part of the Bx&@Adidas,
BMW, and Deutsche Bank.

The Dow Jones Euro Stoxx 50 index is the euro sdeading
DJ EURO blue-chip index. It comprises over 50 top-sectoclks$ from 12
STOXX 50 eyro zone countries.

It was created by Stoxx Ltd., which is a joint wenetof Deutsche
Boerse AG, Dow Jones & Company and SIX Swiss Exghan

The FTSE (pronounced "footsie") index tracks thdgeeance of
the most highly capitalized UK companies listedio® London

FTSE  stock Exchange.

] L7

rdle™ There are several versions of this index, suche$&TSE 100 or
FTSE 250, depending on the number of companieaded in the
index.

The Hang Seng index is a stock market index in HOmigg. By

recording and monitoring the daily price changethefstocks
Hang Sengjnciuded in the index, it tracks the overall pemfiance of the Hong

Kong stock market.
ri)

This index is currently compiled by the HSI Sergdémited,
which is a subsidiary of Hang Seng Bank.



The Relationship Between Stocks and Forex

One issue with using global equity markets to nfakex trading decisions is figuring out
which leads which.

It's like answering that age old question, "Whieme first, the chicken or the egg?" or
"Who's yo daddy?!"

@ .‘
—

Are the equity markets calling the shots? Or thetforex market that wears the pants in the
relationship?

The basic idea is that, when a domestic equity gtaiges, confidence in that specific
country grows as well, leading to an inflow of fisnfdom foreign investors. This tends to
create a demand for the domestic currency, catuisiogally versus other foreign currencies.

On the flip side, when a domestic equity markefqrers terribly, confidence falters, causing
investors to convert their invested funds back th&r own local currencies.

For the past couple of years, however, this priediplds contrary for the U.S. and Japan.

Any upbeat economic figures in the U.S. and Japaremften than not weigh down on their
respective currencies, the dollar and yen.

First, let's take a look at the correlation betw#enDow Jones Industrial Average and the to
see how stock markets all over the globe perfotative to each other.

Dow vs Nikkei
2000-2009
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Since the turn of the century, the Dow Jones Indsiverage and the Nikkei 225, the
Japanese stock index, have been moving togetleelollers on Valentine's Day, falling and
rising at the same time. Also notice that sometioresindex leads, rallying or dropping first
before being followed by the other index. You coséy that stock markets in the world
generally move in the same direction.

Correlations Between Stocks and Currencies

Nikkei and USD/JPY

Before the global economic recession that start&&D07, when most economies suffered
consecutive quarters of negative GDP growth, thé&iiand the USD/JPY were inversely
correlated.

Investors believed that the performance of the Jagmstock market reflected the status of
the country, so a rally in the Nikkei led to a stygthening of the yen.

The opposite also held true. Whenever the Nikkaildarop, USD/JPY would rise as well.
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When the financial crisis hit, however, the relasbips just went crazy like Lindsay Lohan.
The Nikkei and USD/JPY, which used to move oppbsiteow move in the same direction.
Amagzing isn't it?

Who would've thought that stocks would have sometthd do with the foreign exchange
market?

Well, we did, and now you know too!
Correlation Between USD/JPY and Dow

Let's take a look at the correlation between th®WUJBY and the Dow. Based on what you
read earlier, you might assume that the USD/JPYDaow would be highly correlated.



However, a look at the chart below would tell ybattit isn't quite the case. While the
correlation is positive, it isn't as strong.

Dow vs USDJPY
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Take a look at the Dow (blue line).

It peaked at 14,000 late in 2007 before droppikeg & hot potato in 2008. At the same time,
USD/JPY (orange line) also fell, but not as shagsythe Dow.

This could serve as a reminder that we should avalke into account fundamentals,
technicals, and market sentiment, so always read up

Don't take correlations for granted because theg'aa sure fire thing!

EUR/JPY: Your Very Own Barometer of Risk

As we said earlier, in order for someone to inwest particular stock market, one would need
the local currency in order to purchase stocks.

You can imagine what the effect of stock markeds the DAX (that's the German stock
market), have on currencies.

In theory, whenever the DAX rises, we can probaiyect the euro to rise as well, as
investors need to get a hand on some euros.

While the correlation is imperfect, statistics shitwat it still holds pretty accurately.
We here at BabyPips.com did a little research ofosen and found out that EUR/JPY seems

to be highly correlated with stock markets acrbgsglobe. You should know that the yen,
along with the U.S. dollar, are considered to be bavens amongst the major currencies.



Whenever confidence in the global economy is domahteaders are fearful, we typically see
traders take their money out of the stock markeitsch leads to a drop in the values of the
DAX and S&P500.

With money flowing out of these markets, we usuatg EUR/JPY fall as traders run for
cover. On the flip side, when the sun is bright ekl appetite is rampant, investors pour
their money into stock markets, which in turns k#ala rise in the EUR/JPY.

Take a look at charts below to see the correldietaveen the EUR/JPY and the DAX and
S&P500.
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The correlation seems to have held well this pasade, as EUR/JPY and both indexes rose
steadily together, until 2008, when we were hitwiite financial crisis. In late 2007,
EUR/JPY had hit its peak, and so did the stockxede

If you want to see the raw data for yourself, cheakYahoo! Finance

This a great place to start digging and doing yawan research.



The site offers historical price data for almos$talrency pairs and equity markets.

You can compare historical prices and come up yotlr own barometers of risk.

Intermarket Analysis Cheat Sheet

That's a lot of inter-market correlations to remendo let's do a quick recap. The price action
of currencies is often driven by their relationstviph commodities, bonds, and stock indices.

(see next page)

favor of gold. Unlike other assets, gold
Gold $5 billion worth a year.
bought).

IQ g\ During times of economic unrest,
Gold USD’
maintains its intrinsic value.
Q Q New Zealand (rank 25) is also a large
producer of gold.
Gold NZD/USD
Q Canada is the 5th largest producer of
‘ gold in the world. As gold price goes
Gold USD/CAD up, the pair tends to move down (CAD

Here's a neat one-page cheat sheet for you to karékand make it easy for you!
investors tend to dump the dollar in
Q Q Australia is the third biggest gold
producer in the world, sailing out about
AUD/USD
Q 25% of Switzerland's reserves are
’ backed by gold. As gold prices goes
Gold USD/CHE up, the pair moves down (CHF is
is bought).



Q Canada is one of the top oil producers
. in the world. It exports around 2
oIl USD/CAD million barrels of oil a day to the U.S.

As oll prices goes up, the pair moves

down.
Q Q Since both gold and euro are
considered "anti-dollars," if the price
Gold EUR/USD of gold goes up, EUR/USD may go up
as well.
Bond Local An economy that offer higher returns

Q Q on its bonds attract more investments.
This makes its local currency more
yields >urrency attractive than that of another

economy offering lower returns on its
bonds.

The performance of the U.S. economy
; ’ is closely tied with Japan.
Dow Nikkei

Investors consider the yen as a safe-
‘ ; haven and tend to seek it during
Nikkei USD/JPY periods of economic distress.



