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         Preface 

         

            What the book covers 

            First of all, this is not a book that explains the mechanics of spread betting in minute, mind-numbing detail. There is a brief overview of how spread betting works, but the various spread betting companies already do an excellent job in educating clients on the mechanics of this form of trading. 



            The book covers the basics of the foreign currency markets (“forex”) and looks at what makes forex markets move. There is a detailed section on the important topic of risk management, and a brief overview of technical analysis from the perspective of studying forex markets. 

            The major part of the book presents some straightforward strategies for trading forex. 

         

         

            Who this book is for 

            The intended audience for this book are those who are interested in spread betting forex. But that is a very wide range of people with a wildly varying experience of trading. 



            Most of my own professional life within the industry has been spent educating those who are relatively new to spread betting, or those who may have been spread betting for some time but have not ventured away from their particular favoured market (e.g. shares). That is the sort of person I had in mind when writing the book. 

            I have endeavoured to make all sections of this book as accessible and useful to as many people as possible, regardless of previous experience. As I mentioned earlier, it is not designed to be an exhaustive introduction to spread betting, because there is more than enough information out there on that already. But if spread betting is completely new to you, the first chapter will, in my opinion, cover all you really need to know. 

            (If you are already making vast fortunes spread betting forex I would still hope there is the odd nugget for you in the book, and I hope it proves to be a useful and entertaining read for you in between dating supermodels.) 

         

         

            How the book is structured 

            When I sat down with the publishers to plan this book, it was straightforward enough to come up with logical sections that the book should be broken down into. I have based this on my experiences of talking to many clients over the years – there does seem to be a natural order to the questions on spread betting and forex so it seemed obvious that this book should follow that. 



            The first section is a recap on spread betting – just to make sure that we are all happy with the mechanics and terminology. Like a lot of things in life, spread betting is something that can sometimes be unnecessarily overcomplicated. I have tried to cut through the jargon and explain simply how it works (after all, it really is very straightforward). 

            The next section deals with the forex market itself. Like spread betting, this is something that can appear intimidating and complicated – but it really does not have to be. After reading this section you will be comfortable with various aspects of forex, such as what the quotes mean, what makes this market move, and why people trade it. 

            The following section is all about risk and how to manage it. By the end of this book I hope you are thoroughly fed up with me banging on about risk! If you are, I will consider it a job well done. This is the subject that we all give too little attention to in the beginning. However, it is absolutely critical, which is why there is a whole section on it. Managing risk sensibly helps us in so many different ways: it should ensure we do not get wiped out from a string of small losses, it helps us to figure out how much money we should be trading, and it should mean that trading is relatively low-stress. 

            The rest of the book looks at trading strategies. I have outlined some tried and tested approaches to forex trading with detailed examples of how they would have worked in real markets. I am a big fan of keeping things simple and these are the sorts of strategies that you should be able to put in practice for yourself straightaway. 

         

      

   
      
         Introduction 

         The purpose of this book is to get you started trading the forex markets using spread betting. These are both subjects that have really moved into the mainstream over recent years. 

         There are many reasons why forex continues to grow in popularity. I would argue that the huge size of the market makes it difficult for it to be affected much by single trades or a rogue piece of news. This can mean that trends in forex are more durable than those in many other markets – which is Good News for chartists. The size of the market also means the costs of trading are low. 

         And forex is seldom dull. On a quiet day in stock markets watching the short-term movements of many shares can be a mind-numbing experience. Whereas the often spectacular volatility in forex is what provides the opportunity for traders to make profits. Of course, it should be realised that this volatility does add additional risk – which is why there is a whole section on managing risk later in the book. 

         The final part of the equation has been the evolution of spread betting over recent years which, among many of its advantages, allows beginner traders to get involved in markets at a very low exposure (for example, trading at less than £1 per point). No longer do you need tens of thousands of pounds to dip your toes in the forex market. 

         Forex and spread betting are both subjects close to my heart. I’ve worked in and around the spread betting industry for the best part of the last ten years. I placed my first spread bet back in 1995, when the industry was very different to how it is today. My first proper job associated with finance was with a software company that supplied investment banks with real-time charting for the foreign exchange market. This is when I took the Society of Technical Analyst’s exam and later went on to work as a forex technical analyst. It’s fair to say that the vast majority of my approach to technical analysis and trading was learnt in the currency markets. 

         I’ve tried to bring all this experience together for this book and structure it so I can get across what I feel to be the important points to consider when spread betting the forex market. 

         There is a lot of rubbish out there about both of these topics. When Harriman House contacted me about this book, I was very keen to blow away some of the myths and misinformation. This book will explain the ins and outs of how to spread bet forex and give you some strategies to get you started trading. 

         I hope you enjoy reading it!

      

   
      
         Part One: The Basics

         
            Spread Betting

            Spread betting has been around since the early 1970s, but it is the last ten years or so that has seen it really evolve and become, in my opinion, the best way for the vast majority of retail clients like me and you to trade financial markets. 

            It has grown in popularity for three reasons: 

            
               	 The advance of the internet and broadband has made it possible to provide real-time data direct to your desktop – wherever you are. Spread betting companies were amongst the first financial companies to offer online trading platforms and additional tools such as charting, stop losses, etc. 

               	 The dot com bubble and, of course, the subsequent bursting of this bubble at the beginning of this century, and then the financial crisis sparked off by sub-prime loans, has pushed financial markets onto the front pages. This has made people more aware of some of the wild gyrations seen in financial markets and perhaps more sceptical about the talents of professional financial managers. This in turn has led many people to want to take more control of their own investments, and also to see if they can profit from some of this shorter-term volatility. 

               	 And finally, as the spread betting industry has grown and competition has increased, the spreads have been driven down very sharply, which has meant it has evolved into a very cost-effective way of trading. 

            

            But to the new spread betting client, it can still look confusing and may be a bit daunting at first glance, so let’s clear that up before we get into some of the other topics. 

            

               The spread bet price 

               Let’s get one thing out of the way from the start. Spread betting companies do not predict where the price is going to go. There is no crystal ball hidden from public view at the back of the dealing room. The spread bet price you see is the market price, with usually a bit added on either side of the bid and the offer. It may be worth at this point taking a step back because, to some people, the notion of a ‘two way price’ is somewhat confusing. 



               If you check the daily paper and look at, for example, the price of Vodafone, it may show that it closed at 120p – so you think the price of Vodafone is 120p. However, there is more to it than that. If you called your stock broker you would discover there are actually two prices for Vodafone: a price if you are selling and a price if you are buying. So the broker may quote you 119.9p/120.1p, meaning: 

               
                  	 you can sell Vodafone shares at 119.9p, or 

                  	 you can buy Vodafone shares at 120.1p. 

               

               This is called the bid/offer spread. All markets have a spread – and spread betting is no different. 

               So let’s get back to the topic of the book, the forex market. 

               Assume we are looking at the price of the British pound against the US dollar; the spread bet price will depend on where the forex market is trading at that particular time. The bid/offer quote may be something like this: 1.6300/1.6303. If you are buying, then you pay the higher price and if you are selling your trade gets done at the lower price. 

               At least once a month a customer will ask me why can’t he buy at the lower price and sell at the higher price. The quick answer to this is that spread betting companies are not charities! The spread represents – as it does in all financial markets – the profit for the institution acting as market maker (in this case the spread betting company). Market makers take on the risk of providing prices across a range of markets and their reward for taking this risk is the spread. 

               So, the spread bet price will move around as the underlying market moves. 

               

                  Figure 1.1: Twelve hour chart of GBP/USD daily spread bet contract 

                  
                     [image: ]
                  

                  


                  Figure 1.1 shows how the price of the spread bet will change as the underlying market moves around. This chart represents the first 12 hours of trading on 28 September 2009. The market is GBP/USD – the British pound/US dollar exchange rate. All the spread bet does is move up and down as the exchange rate changes; it is just mimicking the moves in the forex market of this particular currency pair. 

                  Another thing worth clearing up (if you haven’t figured it out already) is that spread betting is not a market on its own. Many people seem to think that there is a whole new set of rules that need to be learnt when trading using spread betting. There really isn’t. Spread betting is not a more complicated product, unlike products such as options or covered warrants where factors such as volatility, time to expiry and strike prices need to be taken into account.

               

               

                  Spread betting is transparent 

                  A reason for the appeal of spread betting is the transparency of the prices. Spread betting is simply the mechanism you use to carry out your trade. This transparency has increased vastly in recent years with the introduction of the daily spread bet contract [more on this later]. All of the analysis is applied to the underlying market, because all the spread bet price does ultimately is mirror this. 



                  
                     
                        Key point 
                     

                     All markets have a two way price – the bid and the offer. Spread bet companies do not forecast where a market is going to go, the spread bet price moves up and down as the underlying market moves. 

                     

                  

               

            

            

               Time frames for trading 

               This is a very important topic (and one we will cover in more detail when we look at trading strategies) but it is worth a quick mention right here at the beginning. 



               Probably the most common mistaken assumption about spread betting – and trading in general – is that it has to be very short term. You have to be in front of your screen before eight in the morning when UK markets swing into action, right through till nine at night when the US shuts up shop. 

               Let’s take this one step further. 

               
                  Forex is a true 24-hour market so surely you should be in front of your screen in the wee small hours, coffee in hand, just keeping an eye on what is happening in the Asian session? 
               

               And isn’t trading all about clicking “buy” and “sell” all day long, jumping in and out for a few points profit (hopefully) every time? 

               

                  You don’t need to be stuck to your screen 

                  Don’t get me wrong, if I ran a spread betting company I would love it if all the clients traded this way, because every time they trade they are paying spread, which is a little bit of profit for me – thanks very much. But the reality is for most of us as clients we don’t have the time to sit there and watch every tiny change in price around the clock. I am sure there are people out there who make money from scalping the markets in this way, but it is not the only way. 



                  Personally, I think markets are easier (I would never say easy) to predict over the medium term (days/weeks/months) than over the very short term (seconds and minutes). 

                  
                  
                  
                  
                  
                  
                     
                     
                     

                  

               

            

            

               Trading in terms of pounds per point 

               


               
               
               
                  
               

               
               
               

                  GBP/USD (British pound/US dollar) 

                  


                  
                  

                     Figure 1.2: GBP/USD 
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                  EUR/USD (euro/US dollar) 

                  


                  
                  

                     Figure 1.3: EUR/USD 

                     
                        [image: ]
                     

                     


                  

               

               

                  USD/JPY (US dollar/Japanese yen) 

                  


                  
                  

                     Figure 1.4: USD/JPY 
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               The different contracts available and margin trading 

               


               
               
               
               

                  Margin trading 

                  


                  
                  
                  
                  

                     Margin trading the forex markets 

                     


                     
                     
                     
                  

               

               

                  The daily contract 

                  


                  
                  
                  
                  
                  

                     FTSE 100 example 

                     


                  

                  

                     GBP/USD example 

                     


                     
                  

               

               

                  Financing charges not a significant cost 

                  


                  
                  
                  
                     
                     
                     

                  

               

            

            

               Example of a trade 

               


               
                  	 We’ll stick with GBP/USD and a daily contract. 

                  	 We will assume we have told our spread betting company we want the contract to be rolled over at the end of the day (assuming we are still in the trade). With some spread bet companies the default setting for your account is to roll over all contracts automatically. With other companies you need to let them know this is what you want to happen – but usually you only need to tell them once. 

                  	 We will assume the deposit requirement by the spread betting company is 300 x stake and that our account balance is currently £1000, with no other trades open. 

               

               
               

                  Placing the trade 

                  


                  
                  
               

               

                  Rollover at close 

                  


                  
                  
                  
                  
                  
                     
                  

                  
                  
                  
                     	 One way it will be applied is as a straightforward debit from our account, which we will see on the daily statement. This is usually applied at the time the spread betting company chooses as their ‘close’ for forex. So, in this example, all of this will happen at 8 p.m. We will then be in the trade at £1 per point from the new level of 6053, where the position was rolled over. 

                     	 Alternatively there may not be a debit from the account, but the trade will be opened for the next day at an adjusted level to reflect the financing charge. We know the financing is £41 and this trade has been done at £1 per point. So to express the financing in points terms, £41/£1 equates to 41 points. The position would be closed at 1.6053 and then immediately re-opened at 1.6055.41 (1.6053+41). 

                  

                  
                  
                  
                  
               

               
               

               

                  Spread betting summary 

                  


                  
                     	 Spread betting is a very efficient way of trading a wide range of financial markets – and is particularly well suited to forex. 

                     	 With spread betting you trade in terms of pounds per point. A concept we will come back to time and again when looking at strategies. 

                     	 Apart from the bid/offer spread (which is present in all markets) the only other charges for spread betting, because you are trading on margin, are the financing costs associated with this. This applies to both running a daily spread bet contract overnight, or trading on one of the quarterly contracts. With daily contracts, this financing charge is applied every day the trade is open. With quarterly contracts the costs of financing for the trade is reflected in the price quoted. 

                     	 Importantly, while the financing aspect is a cost to trading, in the great scheme of things it is a negligible one for most short to medium term trades as you will have experienced when you have placed your first few trades. 

                  

                  
               

            

         

         

            Forex Explained



            
            

               Background of the forex market 

               


            

         

         
         
         

            What is a currency pair? 

            


            
            
               
            

            

               Currency nicknames 

               


            

         

         

            The most traded currencies 

            


            
               
                  
                     	Rank
                     	Currency
                     	Code
                     	% Daily Share, April 2007
                  

                  
                     	1
                     	United States dollar
                     	USD
                     	86.3%
                  

                  
                     	2
                     	Euro
                     	EUR
                     	37.0%
                  

                  
                     	3
                     	Japanese yen
                     	JPY
                     	17.0%
                  

                  
                     	4
                     	Pound sterling
                     	GBP
                     	15.0%
                  

                  
                     	5
                     	Swiss franc
                     	CHF
                     	6.8%
                  

                  
                     	6
                     	Australian dollar
                     	AUD
                     	6.7%
                  

                  
                     	7
                     	Canadian dollar
                     	CAD
                     	4.2%
                  

                  
                     	=8
                     	Swedish Krona
                     	SEK
                     	2.8%
                  

                  
                     	=8
                     	Hong Kong dollar
                     	HKD
                     	2.8%
                  

                  
                     	10
                     	Norwegian krone
                     	NOK
                     	1.9%
                  

               
            

            
            
            
            
               
                  
                     	Curreny pair code
                     	Currencies
                  

                  
                     	EUR/USD
                     	(euro/US dollar)
                  

                  
                     	USD/JPY
                     	(US dollar/Japanese yen)
                  

                  
                     	GBP/USD
                     	(British pound/US dollar)
                  

                  
                     	USD/CHF 
                     	(US dollar/Swiss franc)
                  

                  
                     	USD/AUD
                     	(US dollar/Australian dollar)
                  

                  
                     	USD/CAD
                     	(US dollar/Canadian dollar)
                  

               
            

            
            
         

         

            Quoting conventions and terminology 

            


            
            
               	 USD/JPY is trading at 95.00 then a US dollar buys 95 Japanese yen. 

               	 EUR/GBP is at 0.9550 then a euro buys 95 and a half pence. 

            

            
            
            
               	 buy GBP/USD, you are speculating that the pound will rise against the US dollar, and  

               	
                   sell USD/JPY, you are speculating that the US dollar will fall versus the Japanese yen. 

            

            

               GBP/USD or USD/GBP? 

               


               
               
                  
                  
                  

               

            

         

         

            Strength and weakness in forex 

            


            

               Figure 2.1: GBP/USD July 2008 to July 2009 
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            What moves the forex market? 

            


            
            
            

               A reflection of confidence 

               


               
               
               

                  Figure 2.2: EUR/USD 1999 to 2001 
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               The effect of interest rates on currencies 

               


               
            

         

         
         
         
         
         

            It’s not black and white 

            


            
         

         

            Markets can be slaves to fashion 

            


            
            

               Figure 2.3: GBP/USD 2007-2009 
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               Figure 2.4: GBP/USD January 2009 
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            No single factor 

            


            
            
         

         

            Key monthly announcements 

            


            
            
            
            
            
         

         

            The mechanics of trading forex 

            


            
               	 futures 

               	 margined forex accounts 

               	 spread betting 

            

            
            

               1. Futures 

               


               
               
            

            

               2. Margined forex accounts 

               


               
               
               
            

            

               3. Spread betting 

               


               
               
               
               
               
                  
                  
                  

               

               
            

         

         

            Why forex has become such a popular market 

            


            
            
               	 a true 24-hour market 

               	 very low bid/offer spreads 

               	 trending-ness 

               	 volatility 

            

            

               1. A true 24-hour market 

               


               
               
            

            

               2. Very low bid/offer spreads 

               


               
               
               
                  
                     
                        	Instrument
                        	Bid
                        	Offer
                        	Spread
                        	Spread as % of Bid
                        	Previous week’s range (points)
                        	Spread as % of 1 week range
                     

                     
                        	Vodafone
                        	138.71
                        	139.04
                        	0.33
                        	0.24%
                        	7.2
                        	4.6%
                     

                     
                        	GBP/USD
                        	1.5940
                        	1.5943
                        	3
                        	0.02%
                        	356
                        	0.84%
                     

                  
               

               
               
               
               
                  
                  
                  

               

            

            

               3. Trending-ness 

               


               
               
            

            

               4. Volatility 

               


               
               
               
            

         

         

            Managing Risk



            
            
            
            
            
            
            

               The three components of risk 

               


               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

            

               Position sizing 

               


               

                  My early experience 

                  


                  
                  
                  
                  

                     An impressive ignorance of risk 

                     


                     
                     
                     
                     
                        	 achieve total domination of the largest financial market in the world, or 

                        	 have five losing trades on the trot at some point and effectively blow up my account? 

                     

                     
                     
                     
                  

                  

                     Overconfidence 

                     


                     
                     
                     
                     
                     
                     
                     
                  

               

               

                  The mechanics of position sizing 

                  


                  
                  
                  
                  
                  
                  
                  
               

               

                  Example 

                  


                  
                  
                  
                  

                     Trade summary – calculation of position size 

                     
                        
                           
                              	Variable
                              	Value
                           

                           
                              	Trading pot
                              	£5000
                           

                           
                              	Trading risk per trade
                              	3% (£150)
                           

                           
                              	Trade entry price
                              	1.6000
                           

                           
                              	Stop loss level
                              	1.5925
                           

                           
                              	Stop distance
                              	75 pts (1.6000 - 1.5925)
                           

                           
                              	Trade size per point
                              	£2 (£150 / 75)
                           

                        
                     



                     
                     
                     
                     
                     
                     
                     
                     
                        
                        
                        

                     

                  

               

            

            

               Stop losses – managing the risk of being wrong 

               


               
               

                  Spread betting myths 

                  


                  
                  
                  
                  
               

               

                  The danger of too tight stops 

                  


                  
                  
                  
                  
                  
                  
                  
                  
                     
                     
                     

                  

                  
                  
                  
                  
                  
                  
                  
                     
                     
                     

                  

               

               

                  Types of stop order 

                  


                  
                  
                  
               

               

                  Example – stop loss order filled as expected 

                  


                  

                     Figure 3.1: GBP/USD 2 October 2009 
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                     Figure 3.2: GBP/USD 2 October 2009 
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                     Guaranteed stop loss 

                     


                     
                  

                  

                     Representative charges for guaranteed stop orders 

                     
                        
                           
                              	Market
                              	Typical spread
                              	Extra spread for guaranteed stop
                           

                           
                              	EUR/USD
                              	2 points
                              	3 points
                           

                           
                              	GBP/USD
                              	3 points
                              	3 points
                           

                           
                              	USD/JPY
                              	3 points
                              	3 points
                           

                           
                              	EUR/GBP
                              	3 points
                              	3 points 
                           

                        
                     



                     
                     
                     
                  

                  

                     A relatively small price to pay 

                     


                     
                     
                     
                        
                     

                     
                     
                  

               

            

            

               Risk versus reward – is the trade really worth doing? 

               


               
               
               
               
               
               

                  Getting the balance wrong 

                  


                  
                  
                  
                  
               

               

                  You don’t have to be right all the time 

                  


                  
                  
               

               

                  Example – would you take this trade? 

                  


                  

                     Figure 3.3: GBP/USD – risk reward 
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                     Trade summary – risk reward example 

                     
                        
                           
                              	Variable
                              	Value
                           

                           
                              	Trade entry price
                              	1.6458
                           

                           
                              	Stop loss
                              	1.6370
                           

                           
                              	Potential loss
                              	88 (1.6458 - 1.6370)
                           

                           
                              	Target price for exit
                              	1.6560
                           

                           
                              	Potential profit
                              	102 (1.6560 - 1.6458)
                           

                           
                              	Reward/risk ratio
                              	1.2
                           

                        
                     



                     
                     
                     
                  

               

               

                  Is there an ideal risk versus reward ratio? 

                  


                  
                  
                  
                  
                     
                     
                     

                  

               

            

         

         

            Technical Analysis



            
            
            
            
            

               Different ways of displaying price data 

               


               

                  Line charts 

                  


                  
               

               

                  Figure 4.1: simple line chart, daily close 
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                  Figure 4.2: line chart, 10-minute interval 
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                  Bar charts 

                  


               

               

                  Figure 4.3: bar chart 
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                  Candlestick charts 

                  


                  
                  
               

               

                  Figure 4.4: bar chart 
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                  Figure 4.5: candlestick chart (for the same data as the previous chart) 
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               Keep it simple 
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