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What is Forex? 
  

 

The foreign exchange market is a decentralised, over-the-counter (OTC) global market. The daily volume of the 

Forex market surpasses $4 trillion as day worldwide. To put this in perspective the daily volume traded on the New 

York stock exchange is $25 billion making it the largest financial market in the world. The total Forex volume is well 

over three times the total amount of the stocks and futures markets combined. 

The participants of the Forex market include banks, corporations, institutional investors, hedge funds and 

individuals. In simple terms Forex trading is where you can buy and sell currencies, simultaneously. The way it 

works is much like the process of currency exchange at airports or hotels where you can exchange the currency 

you deal with for the local currency. 

The Forex market is open 24 hours a day 5 days a week, enabling traders to buy and sell around the clock acting 

on global news events as they happen. 

IC Markets allows individual traders the opportunity to access currency prices previously only available to large 

institutions and wealthy individuals. 

 

History of the Forex Market 
  

 

Foreign exchanges markets we first developed to facilitate cross border trade conducted in different currencies by 

government, companies and individuals. In the early days the foreign exchange markets primarily existed to 

facilitate the international movement of money, however even in the early days there were speculators. 

These days a large portion of the Forex market is driven by speculation, arbitrage and professional dealing. In the 

past retail investors could only gain access to the foreign exchange market through banks that transact large 

amounts or currencies for commercial and investment purposes. Trading volume has increased rapidly over time, 

especially after exchange rates were allowed to float freely in 1971. 

The 20th century saw the rise and fall of a number of economic agreements and exchange rate mechanisms, all of 

which were created with intention of promoting international economic stability and to provide an efficient and 

reliable means for valuing exchange rates. The most notable of these was the Bretton Woods agreement, stretching 

from 1944 to 1971. 

The Bretton Woods agreement was born in 1944 at the conclusion of world war II with the intention of promoting 

international economic stability and freer trade, both were thought to be major causes of the war. It was created by 

John Maynard Keynes, the father of Keynesian economics, and Harry Dexter White. Its key points included: 

  

 The Creation of international authorities to promote international economic stability and free trade. This was the 

International Monetary Fund (IMF), World Bank and the general agreement on tariffs and trade (GATT). 

 The fixing of exchange rates for economies. 
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 The convertibility between gold and the USD, empowering the USD as the worlds base currency. 

This was the most powerful agreement affecting exchange rates over the 20th century, stretching 27 years and 

setting in place the role of the USD as the worlds base currency. Of the above key points, only the first is still in 

place today, with the IMF, World Bank and GATT continuing to play a key role in the international economy. 

After the Bretton Woods agreement concluded in 1971, a number of policies were introduced that led to the eventual 

free market policies we have today. These free market policies have promoted floating exchange rates, deregulation 

of financial markets and trade liberalisation. All of which have led to changes in the function, size and complexity of 

global markets, the Forex market in particular. This deregulation of financial markets led to the creation of new 

financial products to facilitate the internationalisation of savings and investment, the effect of which was an increase 

in capital flows across borders from international investors (banks, funds, etc..) seeking to maximise their returns. 

The deregulation of global financial markets and the free flow of capital across the world saw an unprecedented 

level of growth in the foreign exchange market. ‘Traditional’ turnover increased from approximately $5 billion USD 

a day in 1977 to over $600 billion USD a day in 1987. Over the period of 1988 to 1998 daily Forex turnover increased 

by a further 152%. This increase could be afforded to the above mentioned deregulation of global markets, as well 

as the increased speculative and hedging activities being undertaken by financial institutions and multinational 

corporations. 

Throughout the 80s and 90s access to the Forex market was limited to banks, funds, commodity trading advisors 

(CTAs) managing large sums of money, large corporations and big investors. Access was afforded to this group as 

they were able to meet the strict credit guidelines established by banks that smaller investors were unable to meet. 

As the Forex market grew, it gained increasing recognition as a means for individuals to speculate in global markets 

and in the early 2000’s the online Forex trading market was born. Online Forex brokers establish the ‘line of credit’ 

with a bank, otherwise known as a prime brokerage agreement. This negates the need for individuals to have the 

deep pockets previously required for individuals to trade in the Forex market. 

It has gained significantly in popularity since the global financial crisis as investors seek ways to diversify their 

portfolios and generate returns not correlated with traditional markets such as equities and real estate. Investors 

are drawn to the high volatility of the Forex market, benefiting from the ability to go long or short, generating 

leveraged returns in rising and falling markets. 

 

Forex Market Basics 
  

 

How Does Forex Trading Work? 

Forex trading is similar to trading share or futures except that when trading forex you are buying or selling one 

currency against another. One of the key advantage forex trading has over other financial instruments is that 

relatively small lot sizes can be traded, lot sizes can be as small as 1000 units or one micro lot. Typically forex 

trading also involves leverage which in some cases can be as high as 1:500, this is very different to trading shares 

where no leverage is involved. Leverage allows traders to trade with more money than they actually have in their 

trading account, For example if you had 1:100 leverage you could use a $1,000 deposit to control $100,000 worth 

of currency. Using leverage can result in an increase in you gains however if not used correctly if can also result in 

increased losses. 
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Forex Pricing 

Every currency pair consists of a base currency and a term/quoted currency. 

The first currency in the pair is the base currency, the second is the quote or term currency. 

As an example with the EURUSD currency pair 

EUR = Base currency 

USD = Term currency 

Bid: the rate at which you can sell the base currency. This is the first rate on the deal ticket below (1.34586). 

Ask (or offer): The rate at which you can buy the base currency. This is the second rate on the deal ticket and can 

be found on the right (1.34588). 

 

Spreads 

The spread of a currency pair is the difference between the bid and the ask rate. 

IC Markets offers some of the tightest spreads of all Forex brokers globally, our EURUSD spread which can be 

seen on the deal ticket above is currently the lowest global average spread. 

Currency Pair Minimum Spread (pips) Average Spread (pips) 

EUR/USD 0.0 0.1 

GBP/USD 0.0 0.5 

AUD/USD 0.0 0.4 

USD/CAD 0.0 0.6 
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Currency Pair Minimum Spread (pips) Average Spread (pips) 

USD/CHF 0.0 0.4 

USD/JPY 0.0 0.3 

Pips 

A pip represents the smallest increment that an exchange rate can move. One pip is 0.01 for currency pairs with 

JPY as the term currency and 0.0001 for all other pairs. IC Markets offers fractional pip pricing which represents a 

tenth of a pip. This is to improve the spread offered to clients and improve the precision with which they can trade. 

  

Margins 

Margin is the amount of money required in your account in order to open a position. Margin is calculated based on 

the current price of the base currency against USD, the size (volume) of the position and the leverage applied to 

your trading account. If you do not have sufficient free equity available you will be unable to open a position on the 

trading platform. The free margin amount shown in the trading platform is the amount you have available to use 

should you wish to open additional positions. 

Margin is calculated using the following formula: 

Margin required = (current market price x Volume) / Account leverage 

In practice this would be calculated as follows: 

If open a position of 0.1 (10000) in EUR/USD at the current market price of 1.35645 and your account has a leverage 

of 1:400 you would calculated the margin required as follows: 

(1.35645 x 10000) / 400 = $33.91 

In this example the margin on this position would be $33.91, therefore in order to open a positions of this size you 

would require at least $33.91 in free margin in your trading account. 

Forex Trading Example 
Selling EUR/USD 

Opening the Position 

The price of the EURO against the US Dollar (EUR/USD) is 1.33623/1.33624, you decide to sell 2 standard lots 

(the equivalent of €200,000) at 1.33623. 

The value of your position is €200,000 x 1.33623 = USD $267,246. The leverage on your trading account is 1:100 

therefore the margin required to open the position is USD $267,246 / 100 = USD $2,672.46. 

Closing the Position 

One week later the EURO has fallen against the US Dollar to 1.32128/1.32129, you decide to take your profit by 

buying back 2 standard lots at 1.32129. 

The gross profit on your trade is calculated as follows: 
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Calculation 

Opening Price €200,000 x 1.33623 = USD $267,246 

Closing Price €200,000 x 1.32129 = USD $264,259 

Gross Profit on Trade USD $ 2,988 

 

Common Order Types 
  

 

The three main types use in forex are stops, limits and market orders. Depending on whether you want to be a 

buyer or seller, above or below or at the market price will determine which of the below orders you should be using. 

Stop buy           buy order above the current market price 

Limit sell          sell order above the current market price 

Market order  buy or sell order at the current market price 

Limit buy          buy order below the current market price 

Stop sell          sell order below the current market price 

  

Stop orders are commonly used for breakout and momentum style strategies. They buy in a rise market and sell 

and a falling market. Traders will often place these orders above resistance or below support, trading a break of 

these levels. 

Limit orders are used by range and countertrend traders. Limit orders sell into a rising market and buy into a falling 

market. Because of this they are preferred by more experienced traders who are able to place these order types at 

key resistance and support levels, picking market swing points. 

Market orders are orders to buy at the current ask (offer) rate or sell at the current bid rate. 
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Stop loss orders are orders to close a position at a predefined level set by the trader. This would normally be at a 

loss. These are technically stop buy and stop sell orders. 

Take profit orders are orders to close a position at a predefined level, normally at a profit. These orders are limit 

orders. 

 

 

 

Forex Market Structure 
  

 

For most retail traders understanding the structure of the Forex market is something that is often overlooked. This 

is a critical element that needs to be considered when designing and implementing any trading plan. The forex 

market differs from other global markets due to the way it is structured. The main factors affecting the structure of 

the Forex market are the ways Forex products are traded, the participants and their motivation, regulation and the 

sheer size of the market. Since transactions in the Forex market are done over-the-counter (OTC) and not through 

a central exchange like futures or shares, prices behave differently. Understanding these differences is essential to 

your development as a forex trader and will only serve to help you in the future. 

  

Over The Counter 
The first thing to understand about the structure of the forex market is the way in which products are traded. Forex 

is for the most part, an over the counter (OTC) market. This means that there is no central exchange through which 

instruments are traded. When we refer to instruments, we are referring to the different forex products participants 

use to conduct transactions, whether they be corporate, speculative or hedging. These products include: Spot forex, 

outright forwards, forex swaps, forex options.  When a product is traded OTC it is done so through a market maker. 

A market maker in forex is effectively a bank or broker that facilitates currency trades by providing buy and sell 

quotes and then taking orders. Orders can be hedged or passed on so there is no exposure/risk, matched within 

the internal order book or held by the market maker, meaning they take the other side of the order and take a 

position against the client. 

Other commonly traded instruments such as shares and futures are exchange traded products, this means that any 

transaction involving these instruments is done through an exchange such as the New York Stock Exchange 

(NYSE) and London Stock Exchange (LSE). The points below highlight some features of OTC and exchange traded 

markets. 

OTC 

 Market Made 

 Trading firm is the counterparty 

 Heavy price competition 

 Price and execution quality varies 

Exchange Traded 

 Exchange is counterparty to all trades 

 Less price competition 
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 Standardised price and execution 

 Regulatory oversight from exchange 

Let’s expand on what OTC means in the case of the Forex market. Since there is no central exchange through 

which to process orders and transactions, a sophisticated network has been established in order to allow 

participants to communicate and transact. This network has different levels, each with its own institutions serving 

different functions within the forex market. 

The interbank market is essentially a network between larger banks. This network is made possible through EBS 

(electronic broking services) and Reuters spot matching systems.  These two applications effectively aggregate the 

order books of the banks, showing the various bids, offers and amounts that each is willing to transact at. This 

allows proper market function to occur by providing sufficient liquidity and efficient processing. The interbank market 

is only accessible to larger banks with the highest of credit standings, this is to eliminate any counterparty risk and 

reduce competition. By restricting access to the interbank market the big banks are continuing to maintain their 

share of forex turnover and thus profits. 

  

The Players 
At the top of the food chain we have the foreign exchange dealers.  These are the dealer banks which conduct 

foreign exchange business for their clients or themselves. The major banks include; Deutsche Bank, UBS, Citigroup, 

Barclays Capital, RBS, Goldman Sachs, HSBC, Bank of America, JP Morgan, Credit Suisse and Morgan Stanley. 

These banks handle approximately 2/3 of the daily forex volume and along with others form what is known as the 

interbank market. These banks deal with each other on behalf of clients or for themselves, providing much needed 

liquidity to the market so large transactions whether corporate or speculative can be facilitated and proper market 

function can occur. The dealer banks that form the interbank market are effectively the market makers of the forex 

market, they set the prices and manage the volume for the rest of the market to feed off. 

On the next level of the forex market we have the market that exists for financial and non-financial 

participants. This may include smaller banks, businesses, hedge/mutual/pension funds, CTAs and large investors. 

Traditionally the majority of foreign exchange turnover has been the result of international trade flows, this trend 

has changed in recent years with the majority of turnover being the result of capital flows, speculative and hedging 

activities. This shift reflects the increasing recognition of foreign exchange as a means of generating returns by all 

market participants, and the need to manage foreign exchange risks through hedging activities. 

On the next level we have forex brokers and retail ECNs (electronic communications network). Traditionally forex 

brokers were the intermediary party between buyers and sellers, meaning they facilitated the transaction between 

the end user and their liquidity provider (market maker bank). For the most part this is still the case today, however, 

some brokers will run a book and trade against their clients.  Brokers and ECNs will usually have an agreement 

with one or more liquidity providers, through which they can hedge positions on their book and manage any 

exposure they might have. A liquidity provider could be any one of the above mentioned major banks, or even 

another retail broker depending on their needs. 

In the background of all this we have the central banks. The central banks follow their respective currency, making 

sure it’s price movements aren’t to erratic and promoting stability. They are participants in the market to diversify 

their currency reserves, influence the value of their exchange rate (less common nowadays) and make international 

payments on behalf of the government. To do all this the central bank has its own dealers who use a number of 

larger banks to help facilitate these flows of funds. Central bank intervention used to be far more common and have 

greater affect than it has nowadays. Rather than actively participating in the market buying and selling their 

currency, central banks instead use verbal intervention to affect the value of their currency. 
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Spreads and Liquidity 
  

 

Spreads and liquidity go hand in hand as tight spreads are usually a result of good liquidity. We will be giving 

reference to the spread and liquidity of IC Markets True ECN environment to illustrate how this works. 

  

What is a spread? 

In the forex market the spread is the difference between the buy (bid) and the sell (ask/offer) price. The spread is a 

mechanism of the demand and supply in the market, or the prices at which participant are willing to transact. 

The participants who are essentially liquidity providers include; banks, hedge funds, ECN’s and dark pools. 

  

How is spread determined 

The spread with an ECN broker like IC Markets is made by aggregating our liquidity provider’s order books to show 

clients a best bid and best offer for each currency pair. 

A liquidity provider’s order book will have volumes and rates they want to deal at. By combining these order books 

we are able to show very tight spreads and very deep liquidity. Deep liquidity refers to the large size and spread of 

orders for clients to execute their trades on. 

In the screenshot below we can see the bids stacked up on the left side of the deal ticket and the offers stacked up 

on the right side of the deal ticket. 

 

Every single bid in the left column represents a limit buy order from an IC Markets liquidity provider. The top bid 

price represents the highest price any of IC Markets liquidity providers are willing to pay. The number in the white 

box represents the volume they are offering at that price level, the number in the black box represents the aggregate 

volume available from that price level. As you move further down the bids you can see that the volumes increase 

significantly. The same applies for the offers on the right side of the deal ticket. 
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Summary 

Liquidity is provided to the market through limit orders from liquidity providers. Aggregating the order books of 

liquidity providers ensures tight spreads and deep liquidity. 

 

 

What influences buying and selling? 
  

 

At the most basic level, the only thing that will ever move an exchange rate is the supply and demand for that 

particular currency at a given point in time. In other words, if a currency is to rally there will be excess demand in 

the market causing this increase in price. The opposite is true if a currency is to fall in value, there will be excess 

supply in this case. 

Any speculative transaction in the Forex market is entered into on the premise that future exchange rates will move 

in such a direction that the position becomes profitable. The below points give reasons why participants may form 

a buy or sell bias based on their understanding of the future direction of exchange rates. 

 Fundamentals – economic, social and political; data, reports and news that market participants can use to determine 

whether they want to be buyers or sellers of a currency. For example; investors chasing yield would invest in a 

currency pair with a wide interest rate differential such as the AUD/USD. This is known as the carry trade, where 

investors will borrow funds from a country with low interest rates and invest them in a country with higher rates. 

 Geopolitical outlook for a county or region – assessing the economic and political stability of a country or region 

and using this assessment to determine whether an investment opportunity may arise. For example, shorting the 

USD against the majors during the Iraq war had two benefits; the declining fiscal situation of the US due to the 

ballooning costs of the war and declining investor confidence 

 Trade flows – importers and exporters buying and selling currencies to make and receive payments for the goods 

and services they deal in. For example; Japanese companies selling their cars to US will require at some point a 

conversion from Dollars to Yen. This will increase the demand for the Yen potentially causing it to strengthen. 

 Capital flows – speculative and investment flows into and out of a currency to take advantage of higher yields, 

equity markets, portfolio investments and Mergers and acquisitions. 

 Technical analysis – the study of price on charts to make trading decisions. Technical indicators and analysis can 

give entry and exit signals for tor trades. 

 Market sentiment and climate – this can be anything from the investor confidence and the attitude of the market to 

risk, to the liquidity in the market. 
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Technical Analysis 
  

 

Overview 

Technical analysis is essentially the study of price on charts in order to gain some insight into the past, present and 

future direction of price. It is a study that most traders use to make trading decisions, this adds to its significance 

and what makes it such an effective and reliable means of analysis. 

Technical analysis works on the basis that everything that can affect the price of an instrument is already reflected 

in the price and thus on the chart. In the case of the forex market this means that all fundamental data, market 

sentiment, political factors, demand and supply are already reflected in the price of the currency. This is especially 

true in the case of the forex market since no one participant is able to manipulate the value of a currency due to the 

extreme size of the market. 

Technical analysis also works on the basis that price or chart patterns repeat themselves. This is what makes it 

such a powerful tool. Since traders all around the world are watching the same chart, everyone is able to see the 

same patterns unfolding and act accordingly. Whether it be a trend following strategy, momentum or range trade, 

they all work on the premise that history repeats itself. This allows us to make informed trading decisions and create 

a system with an edge based on our own understanding of technical analysis. 

Technical analysis primarily uses bar or candlestick charts to make trading decisions. Bar and candlestick charts 

show us the high, low, open and close over a particular time period. This tells us whether buyers or sellers were in 

control and provides us with insight as to who may be in control in the future. 

The time frame of the chart you are studying determines the strength and significance of the analysis you are 

making. It will also be a determining factor as to how long you will be in a trade, your stop and take profit orders. 

Technical analysis done on a daily chart would likely result in a trade extending for days and weeks, where as a 

trade made off analysis done on a 5 minute chart would effectively be an intraday trade lasting minutes to hours. 

Now lets explore some of the most popular types of technical analysis used by Forex traders. 

  

Support and resistance 

The most fundamental of ideas and the most important tool in any traders toolbox is by far support and resistance 

levels. They are such an effective means of analysing markets as almost every trader and market participant uses 

them to guide their decisions and thus respect these levels. This section will focus on the fixed price levels which 

we all know as the horizontal and trend lines that mark our charts, providing us with insight into the constant bull 

bear battle that is evident in the Forex market. Laying the foundation and understanding exactly what these levels 
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mean will help to develop your perception of price, and provide you with highly probable areas for entry and exit of 

trades. 

Support and resistance levels can be used to identify reaction levels or areas where we can expect the market to 

stall and or reverse, alternatively they can be used to form a bias regarding the future direction of price. They can 

mark swing points in price, areas of consolidation and define price ranges, all of which are covered in detail below. 

Resistance 

A resistance level is an area where sellers overcame buyers, resulting in the failure of price to move higher. 

 

Support 

A support level is an area where buyers overcame sellers, resulting in the failure of price to move lower. 
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Moving averages 

Moving averages are an effective tool and have many different uses and applications. They can used to determine 

trends, both long and short term depending on the time frame. They can be used as floating support and resistance 

levels, determining a bullish or bearish bias, or providing entries and exits of trades. 

Moving averages smooth the price data to form a trend following indicator. They do not predict price direction, but 

rather define the current direction with a lag. Moving averages lag because they are based on past prices. Despite 

this lag, moving averages help smooth price action and filter out the noise. They also form the building blocks for 

many other technical indicators and overlays, such as Bollinger Bands, MACD and the McClellan Oscillator. The 

two most popular types of moving averages are the Simple Moving Average (SMA) and the Exponential Moving 

Average (EMA). 

 

Three Ways to Trade with Moving Averages by 

Talking Points: 

 Traders can use mathematical averaging to their advantage by employing the moving 

average. 

 Moving averages can be used to initiate positions in the direction of the trend. 

 Traders can incorporate multiple moving averages to fit in their strategy to accomplish 

specific goals. 

Indicators can be tricky tools. Knowing which ones to use and how to use them can be 

complicated enough; but finding out how to properly employ an entire strategy in the right 

market environment can be the most difficult question for traders to address. 
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My colleague Rob Pasche took a look at the Relative Strength Index (RSI) in the 

article Overbought v/s Oversold and What That Means for Traders, but in the realm of 

indicators, the most simplistic is probably the moving average. 

The Moving Average is simply the last x period’s closing prices added together, and divided 

by the number of observed periods (x). And it’s in its simplicity lies its beauty. When prices 

are trending higher, the moving average will reflect this by also moving higher. And when 

prices are trending lower, these new lower prices will begin to be factored into the moving 

average and it too will begin moving lower. 

While this averaging effect brings on an element of lag, it also allows the trader an ideal way 

of categorizing trends and trending conditions. In this article, we’re going to discuss three 

different ways this utilitarian indicator can be employed by the trader. 

As a Trend-Filter 

Because the moving average does such a great job of identifying the trend, it can be readily 

used to offer traders a trend-side bias in their strategies. So if price action is above a moving 

average, only long positions are looked at while price action below the moving average 

mandates that only short positions are taken. 

For this trend-filtering effect, longer-term moving averages generally work better as faster-

period settings may be too active for the desired filtering effect. The 200 Day Moving 

Average is a common example, which is simply the last 200 day’s closing prices added 

together and divided by 200. 

After a bias has been obtained and traders know which direction they want to look to trade in 

a market, positions can be triggered in a variety of ways. An oscillator such as RSI or CCI can 

help traders catch retracements by identifying short-term overbought or oversold situations. 

In the picture below, we show an example of a CCI (Commodity Channel Index) Entry with 

the 200 day moving average as a trend filter. 

Moving Average as a Trend Filter, CCI as an Entry Trigger 
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James Stanley 

 

As a trigger to initiate positions 

Taking the idea of strategy development a step further, the logic of the moving average can 

also be used to actually open new positions. 

After all, if price action is showing a trending state just by residing above a moving average, 

doesn’t logic dictate that the very action of crossing that moving average can have trending 

connotations as well? 

So traders can also use the price/moving average crossover as a trigger into new positions, as 

shown below. 

The Moving Average can also be used to initiate positions in the direction of the trend 
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The downside to the moving average trigger is that choppy or trend-less markets can invite 

sloppy entries as congested prices meander back and forth around a specific MA. So it’s 

highly suggested to avoid using a moving average trigger in isolation without any other filters 

or limitations. Doing so could mean massive losses if markets congest or range for prolonged 

periods of time. 

As a Crossover Trigger 

The third and final way that moving averages can be implemented is with the moving average 

crossover. This is an extremely common way of triggering trades, but has the undesired 

impact of being especially ‘laggy’ by introducing two different lagging indicators rather than 

just one (as is the case of using the MA as a filter or a trigger individually). 

Common examples of moving average crossovers are the 20 and 50 period crossovers, the 20 

and 100 period crossover, the 20 and 200 period crossover, and the 50 and 200 period 

crossover (commonly called ‘the death cross’ when the 50 goes below the 200, or the ‘golden 

cross’ when the 50 goes above the 200). 

The 50 Day/200 Day Moving Average Crossover 

http://tresorfx.com/open-live-account/


Open A Practice Demo Account Now: http://tresorfx.com/open-demo-account/ 
 

Open A Live Trading Account Now: http://tresorfx.com/open-live-account/                             17 | 
P a g e  

 

 
Created with Marketscope/Trading Station II 

This can be taken a step further with multiple time frame analysis. Traders can look to a 

longer-term chart to use a moving average filter as we had outlined in the (1) part of this 

article, and then the crossover can be used as a trigger in the direction of the trend on the 

shorter time frame. 

While no indicator is going to be perfect, these three methods show the utility that can be 

brought to the table with the moving average, and how easily traders can use this versatile tool 

to trigger trades ahead and in front of very large, outsized moves in the market. 

 

 

 

 

 

What is the 'Stochastic Oscillator' 

The stochastic oscillator is a momentum indicator comparing the closing price of a 
security to the range of its prices over a certain period of time. The sensitivity of the 
oscillator to market movements is reducible by adjusting that time period or by taking 
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a moving average of the result. 

 

BREAKING DOWN 'Stochastic Oscillator' 
The stochastic oscillator is calculated using the following formula: 

%K = 100(C - L14)/(H14 - L14) 

Where: 

C = the most recent closing price 

L14 = the low of the 14 previous trading sessions 

H14 = the highest price traded during the same 14-day period 

%K= the current market rate for the currency pair 

%D = 3-period moving average of %K 

The general theory serving as the foundation for this indicator is that in a market trending 
upward, prices will close near the high, and in a market trending downward, prices close 
near the low. Transaction signals are created when the %K crosses through a three-
period moving average, which is called the %D. 

History 

The stochastic oscillator was developed in the late 1950s by George Lane. As designed 
by Lane, the stochastic oscillator presents the location of the closing price of a stock in 
relation to the high and low range of the price of a stock over a period of time, typically a 
14-day period. Lane, over the course of numerous interviews, has said that the 
stochastic oscillator does not follow price or volume or anything similar. He indicates that 
the oscillator follows the speed or momentum of price. Lane also reveals in interviews 
that, as a rule, the momentum or speed of the price of a stock changes before the price 
changes itself. In this way, the stochastic oscillator can be used to foreshadow reversals 
when the indicator reveals bullish or bearish divergences. This signal is the first, and 
arguably the most important, trading signal Lane identified. 
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Overbought vs Oversold 

Lane also expressed the important role the stochastic oscillator can play in identifying 
overbought and oversold levels, because it is range bound. This range – from 0 to 100 – 
will remain constant, no matter how quickly or slowly a security advances or declines. 
Considering the most traditional settings for the oscillator, 20 is typically considered the 
oversold threshold and 80 is considered the overbought threshold. However, the levels 
are adjustable to fit security characteristics and analytical needs. Readings above 80 
indicate a security is trading near the top of its high-low range; readings below 20 
indicate the security is trading near the bottom of its high-low range. 

 

Relative Strength Index 

The Relative Strength Index Technical Indicator (RSI) is a price-following 

oscillator that ranges between 0 and 100. When Wilder introduced the Relative 

Strength Index, he recommended using a 14-period RSI. Since then, the 9-period 

and 25-period Relative Strength Index indicators have also gained popularity. A 

popular method of analyzing the RSI is to look for a divergence in which the 

security is making a new high, but the RSI is failing to surpass its previous high. 

This divergence is an indication of an impending reversal. When the Relative 

Strength Index then turns down and falls below its most recent trough, it is said to 

have completed a "failure swing". The failure swing is considered a confirmation 

of the impending reversal. 

The following signals of Relative Strength Index are used in chart analyzing: 

 Tops and Bottoms 

The Relative Strength Index usually tops above 70 and bottoms below 30. It usually 

forms these tops and bottoms before the underlying price chart. 

 Chart Formations 

The RSI often forms chart patterns such as head and shoulders or triangles that may 

be or may not be visible on the price chart. 

 Failure Swing (Support or Resistance breakout) 

This is where the Relative Strength Index surpasses a previous high (peak) or falls 

below a recent low (trough). 
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 Support and Resistance levels 

The Relative Strength Index shows, sometimes more clearly than price themselves, 

levels of support and resistance. 

 Divergences 

As discussed above, divergences occur when the price makes a new high (or low) that 

is not confirmed by a new high (or low) in the Relative Strength Index. Prices usually 

correct and move in the direction of the RSI. 

 

   

Calculation 

This is the main formula of Relative Strength Index calculation: 

RSI = 100 - (100 / (1 + U / D)) 

Where: 

U — average number of positive price changes; 

D — average number of negative price changes. 
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Elliott Wave Theory 
 

Ralph Nelson Elliott developed the Elliott Wave Theory in the late 1920s by 

discovering that stock markets, thought to behave in a somewhat chaotic 

manner, in fact traded in repetitive cycles. 

Elliott discovered that these market cycles resulted from investors' reactions to 

outside influences, or predominant psychology of the masses at the time. He 

found that the upward and downward swings of the mass psychology always 

showed up in the same repetitive patterns, which were then divided further into 

patterns he termed "waves". 

Elliott's theory is somewhat based on the Dow theory in that stock prices move 

in waves. Because of the "fractal" nature of markets, however, Elliott was able 

to break down and analyze them in much greater detail. Fractals are 

mathematical structures, which on an ever-smaller scale infinitely repeat 

themselves. Elliott discovered stock-trading patterns were structured in the 

same way. 

Market Predictions Based on Wave Patterns 

Elliott made detailed stock market predictions based on unique characteristics 

he discovered in the wave patterns. An impulsive wave, which goes with the 

main trend, always shows five waves in its pattern. On a smaller scale, within 

each of the impulsive waves, five waves can again be found. In this smaller 

pattern, the same pattern repeats itself ad infinitum. These ever-smaller 

patterns are labeled as different wave degrees in the Elliott Wave Principle. 

Only much later were fractals recognized by scientists. 

In the financial markets we know that "every action creates an equal and 

opposite reaction" as a price movement up or down must be followed by a 

contrary movement. Price action is divided into trends and corrections or 

sideways movements. Trends show the main direction of prices while 

corrections move against the trend. Elliott labeled these "impulsive" and 

"corrective" waves. 
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Theory Interpretation 

The Elliott Wave Theory is interpreted as follows: 

 Every action is followed by a reaction. 

 Five waves move in the direction of the main trend followed by 

three corrective waves (a 5-3 move). 

 A 5-3 move completes a cycle. 

 This 5-3 move then becomes two subdivisions of the next higher 5-3 

wave. 

 The underlying 5-3 pattern remains constant, though the time span of 

each may vary. 

Let's have a look at the following chart made up of eight waves (five up and 

three down) labeled 1, 2, 3, 4, 5, A, B and C. 

 

 

You can see that the three waves in the direction of the trend are impulses, so 

these waves also have five waves within them. The waves against the trend 

are corrections and are composed of three waves.  
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Theory Gained Popularity in the 1970s 

In the 1970s, this wave principle gained popularity through the work of Frost 

and Prechter. They published a legendary book on the Elliott Wave entitled 

"The Elliott Wave Principle – The Key to Stock Market Profits". In this book, the 

authors predicted the bull market of the 1970s, and Robert Prechter called 

the crash of 1987. (For related reading, see Digging Deeper Into Bull And Bear 

Markets and The Greatest Market Crashes.) 

 

The corrective wave formation normally has three distinct price movements - 

two in the direction of the main correction (A and C) and one against it (B). 

Waves 2 and 4 in the above picture are corrections. These waves have the 

following structure: 

  

Note that waves A and C move in the direction of the shorter-term trend, and 

therefore are impulsive and composed of five waves, which are shown in the 

picture above. 

An impulse-wave formation, followed by a corrective wave, form an Elliott 

wave degree consisting of trends and countertrends. Although the patterns 

pictured above are bullish, the same applies for bear markets where the main 

trend is down. 
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Series of Wave Categories 

The Elliott Wave Theory assigns a series of categories to the waves from 

largest to smallest. They are: 

 Grand Supercycle 

 Supercycle 

 Cycle 

 Primary 

 Intermediate 

 Minor 

 Minute 

 Minuette 

 Sub-Minuette 

To use the theory in everyday trading, the trader determines the main wave, or 

supercycle, goes long and then sells or shorts the position as the pattern runs 

out of steam and a reversal is imminent. 
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START TRADING TODAY ! 
 

OPEN A LIVE ACCOUNT:  

http://tresorfx.com/open-live-account/ 

 

 

OPEN A DEMO ACCOUNT: 
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Investment Management: 

http://tresorfx.com/money-management/ 
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