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PART ONE

Naked Forex
Trading Reveaied
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CHAPTER 1

The
Fundamentals of
Forex Trading

Gregory: “Draw thy tool . ..”
Sampson: “My naked weapon is out.”
—Shakespeare, Romeo and Juliet

in the world. Forex traders exchange $4 trillion each day, but is

forex the best market for you? The answer depends on what you
are looking for. If you want a market that never sleeps, if you want the
opportunity to trade at any time of the day, if you would like to make a
boatload of money in a short amount of time, forex may be for you (it
should be noted that you may also lose an incredible amount of money in
a short amount of time). Traders with very little money can begin trading
forex. In forex, you may take relatively large trades with small amounts
of money because of the favorable leverage requirements. There are many
reasons to become a forex trader, but before jumping into the reasons,
perhaps we should take a closer look at the characteristics of a forex trade.

Welcome to the world of forex trading. Forex is the largest market

A QUICK LESSON IN CURRENCIES

“Forex” is simply an abbreviation for “foreign exchange.” All foreign ex-
change transactions involve two currencies. If an individual trader, a bank,
a government, a corporation, or a tourist in a Hawaiian print shirt on
a tropical island decides to exchange one currency for another, a forex
trade takes place. In every instance, one currency is being bought and,
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4 NAKED FOREX

simultaneously, another currency is being sold. Currencies must be com-
pared to something else in order to establish value; this is why forex trading
involves two currencies.

If you and I go to the beach and I tell you the tide is low right now,
how do you know this is true? You may decide to compare the current
water level to the pier. If there are starfish and mussels exposed on the
pier, you may believe me because you can compare the current water level
to the previous water level. In forex, we compare currencies in much the
same way, currencies are traded in pairs and, thus, one currency is always
compared to another currency.

An example may be helpful to illustrate how currencies are traded. If
you are a hotshot forex trader, and you believe that the EUR/USD is going
to go up, you may decide to buy the EUR/USD. Thus, you think that the
Euro currency will get stronger, and the U.S. dollar will weaken. You are
buying the EUR/USD currency pair, another way to look at this is to say
you are buying Euros and simultaneously selling U.S. dollars. The unique
(and often difficult to understand) aspect of forex trading to keep in mind
is this: Each forex transaction involves the buying of one currency pair and
simultaneously the selling of another currency pair.

If you have experience buying or selling in any market—the stock mar-
ket, a futures market, an options market, the baseball card market, or the
used car market—then you understand markets. For any market transac-
tion a buyer wants to buy something and a seller wants to get rid of some-
thing. The forex market is simply a money market, the place where specula-
tors exchange one currency for another. In many ways, the forex market is
no different from the stock market. The major differences between forex
and the stock market are as follows: A forex transaction involves buying
one currency pair and selling another, also, the symbols to identify forex
pairs are consistent and systematic, unlike the symbols used to identify
companies listed on a stock exchange.

Forex traders buy and sell countries. It is true: Forex traders are ba-
sically buying “shares” in a country, just as a stock trader buys shares
in a company. For example, if forex trader Emma decides to sell the
EUR/USD, she is essentially selling the European Union (and buying the
United States). To be even more specific, we might suggest Emma is buying
the economy of the United States, and selling the economy of the European
Union. Does this mean that Emma must keep tabs on all the economic data
for all the countries that she is trading? The short answer is no, but we will
talk more about news and trading based on economic news and data a bit
further on in this book.

Just as a stock has a symbol, so do currencies. Table 1.1 illustrates the
most popular currencies and their symbols. Do you notice a pattern? There
is a secret code for currencies. The three-letter code for each currency pair
is composed of the country (first two letters) and the name of the currency
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TABLE 1.1 Major Currencies of the World

Country Currency Symbol Nickname
Euro Zone Euro EUR Fiber
United States Dollar usb Greenback
Japan Yen JPY Yen

Great Britain Pound GBP Cable
Switzerland Franc CHF Swissy
Australia Dollar AUD Aussie
New Zealand Dollar NZD Kiwi

(last letter). So, for example, the Japanese yen is JPY, the “JP” stands for
Japan, and the “Y” stands for Yen. The currencies listed in Table 1.1 are the
major currencies; these are the most widely traded currencies.

PLAYERS OF THE FOREX MARKET

The forex market is an enormous, growing market. Forex trading doubled
from 2004 to 2010, and today the amount of money traded in forex each day
is staggering. The New York Stock Exchange, the world’s largest stock mar-
ket, turns over about $75 billion each day. Forex traders trade five times
that amount each day.

You often hear people claim that because the forex market is so large,
it is relatively easy for forex traders to jump in and ride the trends in this
gigantic market, the world’s largest market. However, most forex traders
trade what is called the retail forex market; this is a different market (akin
to a parallel universe) to the “real” forex market in which $4 trillion is ex-
changed each day. In essence, there are two markets in forex. There is
the interbank market, where banks, hedge funds, governments, and cor-
porations exchange currencies, and there is the retail market. Most forex
traders trade in the retail forex market, an entirely different market to the
“real” interbank market.

In the retail forex market, your competition is the other forex traders
trading the retail forex market, and, believe it or not, your broker. When
you make money trading forex, these other traders in the retail market lose,
and so does your broker. Most retail forex traders do not make money. In
fact, your forex broker will assume that you are going to lose money in the
long run. This is a perfectly reasonable assumption, since the large majority
of forex traders lose money.

Would you like to know about the secret that forex brokers don’t want
you to know? Here it is: Forex brokers divide all traders into two groups.
There are the winners—these are the forex traders who make money—and
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then there are the losers—these are the forex traders who lose money.
Guess which group all new forex traders get put into? Retail forex brokers
believe that all new customers are unlikely to make money, so all new ac-
counts are placed into the loser group. After several months of consistently
profitable Forex trading a trader may be placed into the winner group.

It may sound surprising, but it is true. If you start making money trad-
ing forex over several months, you will join the winners. Your retail forex
broker will begin to hedge your trades. In other words, if you are in the
winner group, your retail forex broker will take trades in the real forex
market, the interbank market, to offset the profits accumulated by the win-
ner group. For example, if most of the traders in the winner group have
decided to buy the EUR/USD, then the broker will put in a trade to buy the
EUR/USD in the interbank market in the hopes that, if the winners are cor-
rect, the forex broker can use the profits in the interbank market to pay the
winning traders. This is how your retail forex broker deals with winning
traders.

What about losing traders? Since most forex traders are losing traders,
your forex broker assumes that you will not make money when you open
up an account. Only after you have consistently made money trading forex
will your broker become concerned with your trading. Guess what hap-
pens to all of those losing trades? Those losing trades fatten your broker’s
pocket. All losing trades are “business profits” for your broker. This is be-
cause your broker takes the other side of your forex trade. Although it is
true that some retail forex brokers match up trade orders so that a trader
with a buy trade order is paired up with a trader with a sell trade. How-
ever, the overwhelming majority of retail forex brokers do not do this.
Unless you are a consistently winning trader, your broker will take the
risk on your trades, and assume that your trades will lose money in the
long run. This is not something that is widely discussed, but it is true.
Your forex broker wants you to lose, because your losses are your broker’s
profits.

How would you like to make the jump from the group of losing traders
to the group of winning traders? Would you like to join the 5 percent of
winning traders? I know you can join the 5 percent, and I will show you
precisely how you can leap into the group of winners in later chapters.

TOOLS OF THE TRADE: FUNDAMENTAL
VERSUS TECHNICAL INDICATORS

So, how do forex traders decide when to buy or sell? There are basically
two schools of traders, and you must decide which school fits your trading
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personality. The first school is the school of fundamental analysis. Fun-
damental traders use economic reports and news reports as the basis for
their trading decisions. Forex traders who have a fundamental approach
will closely examine world events, interest-rate decisions, and political
news. Fundamental traders are concerned with properly interpreting news,
whereas the focus for the technical forex trader is quite different.

The technical forex trader uses technical indicators (or “indicators”) to
properly interpret price movement on a chart. The forex trader who adopts
a technical, indicator-based approach will examine the price charts. So,
while the fundamental forex trader is concerned with interpreting news
and world events, the technical trader is concerned with interpreting price
on a chart.

What are technical indicators? Indicators are simply another way
of looking at a market price. In much the same way that it is possible
to examine the speed of a car in many different ways, it is possible to
examine price charts in many different ways, with indicators. Just for a
moment, consider how many different ways you may measure the speed of
a car:

e Measured in kilometers per hour.

e Measured in miles per hour.

* Measured in the time it takes to travel one mile.

e Measured by the time it takes to accelerate to 60 mph.
e Measured by how quickly the car can stop.

Likewise, there are many ways to look at price on a chart. There are
more technical indicators than telephone call centers in India.

WHAT IS NAKED FOREX?

It can be very confusing for the novice trader, and this is one reason
why naked trading, trading without indicators, can be liberating. When
starting out, many traders focus on the indicator. This is completely
understandable since nearly 90 percent of the forex trading books, the vast
majority of forex sites on the Internet, and forex trading seminars focus
on indicators and indicator-based trading.

Indicators encourage “secondary thinking,” which is a real handicap
for traders looking to acquire expertise. Secondary thinking involves ana-
lyzing the indicator, spending time considering where the indicator may
go, rather than focusing on the market. Naked traders, by definition, focus
on the market, which is very different.



P1: OTA
JWBT642-¢c01 JWBT642-Nekritin January 11, 2012 21:16 Printer: Courier Westford

8 NAKED FOREX

Focusing on indicators may be one of the primary reasons that some
forex traders do not make money. Indicators can be confusing, unhelpful,
and just plain wrong. In the next chapter we take a look at technical trad-
ing, and some of the tragic trading mistakes forex traders make, and how
to avoid them by adopting the naked-trading approach.



