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4 PROFITABILITY AND SYSTEMATIC TRADING
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FIGURE 1.1 Fundamental account of the market.

phrases just quoted and a host of others containing the word market all
have something in common: They are potentially misleading or even false
statements because the market is not some real entity, which acts or is
acted upon. Instead, the market is made up of all those who participate in
it, called the market participants. Any attempt to assign a special or abso-
lute quality to the word market, other than the fact that it is the collection
of its participants, is a distortion of reality and may eventually lead to false
trading or investing decisions.

Figure 1.1 illustrates the fundamental account of the market as a col-
lection of traders and investors participating in all sorts of transactions.
The input to the market is information, which drives the decision processes
of its participants. The output of the market is the price of the financial in-
struments traded and volume. Price and volume, current and historical, are
also part of the information that causes participants to act, especially tech-
nical traders. As a matter of fact, a good part of technical trading is based
solely on the analysis of price and volume historical data series.

The account of the market just presented is valid at every time period,
whether it is a day, a week, a month, five minutes, or even at every price
tick. It is the most fundamental account from a systems input—output per-
spective and one that is especially useful to technical traders and investors.

Whether the market can be defined only in terms of its participants or
as an entity with an absolute existence above and beyond its participants
is a much more complicated issue than it first seems. However, what mat-
ters most from the point of view of trading and investing is the operational
structure of the market from a practical perspective rather than its onto-
logical status.

The proper account of the market provided here is based on the fact
that markets cannot exist at all unless traders and investors participate.
Therefore, defining a market in terms of its participants is well founded.
Anything else above and beyond this empirical account is an irrelevant or
even dangerous perspective for a trader or investor to have. This is be-
cause, even if it is the case and markets are something more than their
participants, there is no way to empirically determine the resulting prop-
erties of such an entity and use the knowledge in trading methodologies
with quantifiable content. On the contrary, any abstract views, or even
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postulations, can alienate one from the reality of markets and eventually
lead to an emotive approach to trading and investing with disastrous con-
sequences.

The collective actions of the participating traders and investors in a
market determine the direction of prices, depending on the liquidity added
or subtracted in association with the given price level. More importantly,
the operational structure of markets is such that for every buyer there must
be a seller. When buyers concede to higher sell offers, prices rise. On the
other hand, when sellers concede to lower buy offers, prices drop. The
reasons for this pattern of price behavior are not important for the purpose
of this analysis; however, it is important to be aware of this relationship.
Even if there are some other causal connections, real or ethereal, affecting
price behavior and direction, prices move because of the actions of market
participants. In other words, there are no magical transactions occurring in
the market and every transaction involves a real buyer and a real seller. It
is eventually just the participants’ actions that determine price and volume.

Based on this well-defined operational structure of the market, a
prospective trader or investor must recognize that the market is just a
collection of active traders and investors, the people who participate in
it, people just like him. With this understanding of the meaning of the
word market, a better choice in place of the phrase “the market fell to-
day” is “sellers conceded to lower buy offers today.” Likewise, “the market
bounced off its recent lows” should be interpreted as “buy offers bounced
to higher levels from their recent lows”; and “the market was hit by waves
of selling” may be better put as “sellers conceded to waves of lower
buy offers.”

Assigning to the word market its proper meaning while rejecting emo-
tive, metaphysical, and absurd notions that view the market as an entity
that exists above and beyond its own participants, are very important first
steps to take for every trader and investor who desires to be a winner.
Then, “the market went against me” means “other traders took an oppo-
site view to the one I took and were right.” Similarly, “the market took my
stops” means that “other traders took my buy/sell offer” and “the market
was volatile” simply means, “prices were volatile.” Thus, whenever a trader
hears the word market, he must try to visualize other traders just like him,
from an office or a home or in a trading pit, all attempting to forecast what
the future price direction will be with the objective to profit from it. Those
who can either influence the actions of other traders using their financial
power or forecast future price direction with a high rate of success using
their wisdom are the ones who ultimately win. Thinking in terms of “me
against the market” is a loser’s attitude. Every trader or investor is just a
participant in the market, and his or her actions are part of the collective
activity the set defines.
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There are two basic qualities that contribute most to trading profitabil-
ity: power and wisdom. If a trader is powerful enough he can profit by po-
sitioning in the market at attractive price levels and then enticing other
traders to act while satisfying their demand or absorbing their supply,
depending on the direction of prices. If a trader is wise enough she can
achieve high profitability from forecasting the future direction of prices,
influenced by the collective actions of other participants, and accomplish
that by analyzing information in ingenious ways, ultimately predicting how
others will act based on that information. Unless there is power or wisdom
involved, there is no hope for anyone to succeed and any such participant
lacking both of these prerequisites will eventually end up transferring his
or her wealth to other more qualified traders.

The remaining part of this chapter deals primarily with a comparison
of futures, equity, and forex trading. Any reference to the word market is
simply a reference to the collection of its participants—retail and profes-
sional traders, specialists, market makers, institutional traders, and so on.
The same holds true for the remaining part of the book.

FUTURES, EQUITY, AND FOREX MARKETS

The majority of technical traders are participants in the equity, futures,
or foreign exchange (forex) markets. There are several other very liquid
markets—such as fixed income securities, interest rate swaps, and collat-
eral mortgage obligations—that are mostly at the institutional level and
are not suitable to retail traders because participation requires establish-
ing credit lines with financial institutions.

Retail traders and small-to-medium-sized funds participate in these
three most popular markets and use brokers to place their orders. Prior
to the early 1990s, the bulk of retail trading volume was done in the com-
modity futures markets. The bull stock market of the late 1990s was the
main reason for the dramatic increase in the number of equity traders. This
coincided in time with an explosive growth in the field of information tech-
nology and use of the World Wide Web. The new technology contributed
to the emergence of online equity brokers, but similar applications in fu-
tures and forex retail trading lagged behind mainly due to technical and
regulatory issues.

During the 1990s, most of the commodity futures exchanges were
still operating based on open-outcry pit trading, while forex trading was
an unregulated institutional market dominated by large banks. After the
rapid market decline, which followed the bull stock market of the late
1990s, there was a resumption of interest in retail futures trading. The
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introduction of 24-hour electronic screen trading in several futures mar-
kets and the addition of popular products like the S&P 500 and Dow Jones
Industrials mini-sized futures contracts contributed to a steady influx of
new retail traders. That further led to an increasing number of futures bro-
kerages offering online order placement. At the same time, forex market
makers offering online order placement and execution to individual re-
tail traders started to emerge. As the liquidity and momentum of the eq-
uity markets subsided, those introduced to trading and technical analysis
through the equity markets started to switch to futures and forex mar-
kets in search of opportunities to apply their skills and hopefully profit
from them.

Traders who plan to develop systematic trading methodologies must
understand the characteristics of each popular market they intend to work
within. Market-specific characteristics often impose constraints on the de-
velopment of a trading methodology. For example, intraday and short-term
traders must be especially aware of any daily limits imposed on price
moves. And forex and futures traders must understand how the margin
works and its effects on trading system designs and risk and money man-
agement. In the following section, important characteristics of the most
popular trading markets are presented in more detail.

Futures Markets

Futures markets are organized financial exchanges where participants can
trade standardized futures contracts. Futures markets offer moderate to
high liquidity at moderate to low commission costs. These markets are un-
der strict regulation and supervision, and there is a time and sales report
available to all participants. Such a report is extremely valuable because
traders can always verify broker fills using the exchange records. Futures
markets are structured to guarantee smooth execution of orders and the
elimination of counterparty credit risk by imposing sufficient margin re-
quirements. Thus, traders can safely ignore operational and counterparty
risk-related issues and focus on their methodology and analysis, whether
fundamental or technical.

A few important characteristics of futures markets that play an impor-
tant role in the development of systematic trading methodologies are:

Leverage: The most attractive feature of futures markets, one that
highly appeals to retail traders and fund managers, is the high lever-
age. The low margin requirements per contract allow leveraging of po-
sitions, but this can work favorably if the forecast of the future price
direction turns out to be right or against the trader if it turns out to be
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wrong. Futures contracts never default or become worthless, but high
leverage can have an equivalent effect on a trader’s account.

Due to the high leverage, as discussed in Chapter 5, prudent risk
and money management must be an integral part of every systematic
futures trading system; otherwise the risk of ruin becomes very high.

Daily price limits: Most futures contracts have daily price limits. A
daily limit is the maximum price advance from the previous day’s set-
tlement price permitted during the trading session. In some futures
contracts, the daily limit may change during the trading session based
on a predefined time schedule set by the exchange. Similar rules apply
to stock indexes but, in comparison, forex markets never lock limit up
or down because they are not regulated by any exchange. This is the
reason currency futures do not have daily limits. The same is true with
most interest rate, metals, and index futures contracts, because their
spot commodities do not have any daily limits imposed on them. Grain
and Oilseed and Livestock futures all have daily limits imposed.

Although stock index price limits were put in place to protect mar-
kets from excessive daily drops, like the stock market crash of 1987,
for example, limits in general can work either for or against a trader.

If an exchange does not close trading, then a general rule is that
only selling is allowed when the price of a futures contract locks limit
up, and only buying is allowed when the price locks limit down. If a
trader is caught short in a locked limit up market, she cannot buy con-
tracts to offset her open position. The same holds for long position
holders in a locked limit down market, where no selling is allowed.
In the event that prices open locked, limit up or down, in consecu-
tive trading sessions, a trader can be faced with a financial disaster
that is beyond her control if there is no alternative way of hedging
her position.

Lumber futures, as an example, went through a series of locked
limit up trading sessions in early 1993, as shown in Figure 1.2. There
were at least 10 trading sessions that remained locked limit up from
the open of the trading session starting on January 25, 1993. The rally in
lumber prices continued to mid-March of the same year with scattered
locked limit up trading sessions.

Anyone caught net short Lumber futures on January 25, 1993,
could not buy contracts to close open positions until around Febru-
ary 8. Unable to do anything, they watched their trading account eq-
uity plummet and even go into the red. On the other hand, those who
were long made windfall profits. Some of the traders who were caught
short lumber futures during the specific streak of locked limit up ses-
sions ended up losing a fortune. The best way for technical traders to
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Zero-sum game: Trading futures contracts is a zero-sum game, as will
be discussed in the next chapter in more detail. This means that at
any given time, even at every price tick, the sum of profits must be
equal to the sum of losses. At the end of each trading session, after all
participants’ accounts are marked-to-market using settlement prices,
the total credit posted to accounts with winning open positions always
equals the total debit posted to accounts with losing open positions.
This means that for a trader to profit in futures trading, some other
trader must lose. Since there are no speculators willing to lose money
in the futures markets, profitable trading requires a means of making
the right predictions about price direction. This means among other
things outsmarting or overpowering other traders by forecasting suc-
cessfully or affecting price direction for one’s own advantage. Those
who have no power to affect price direction can rely only on their wis-
dom to predict the actions of the other participants and benefit from
the resulting price moves.

Equity Markets

As in the case of futures markets, similar considerations also hold for eq-
uity markets regarding the regulated structure of exchanges, moderate to
high liquidity, low commissions, and transaction report availability. A few
important characteristics of the equity markets that often play an impor-
tant role in the development of systematic trading methodologies are:

Liquidity, leverage, and bear markets: Some equity markets, such
as the over the counter (OTC) market, may not provide enough liquid-
ity and are not suitable for technical systematic trading. Most compo-
nent stocks of the S&P 500 and NASDAQ 100 indexes are very liquid
and popular to trade. So are some of the recently developed exchange
traded funds, such as the QQQQ and SPY. However, position leverag-
ing via the use of margin is not as attractive a feature as it is in the
case of futures and forex trading. Margin requirements are high, short
positions can be taken only in selected issues that fulfill certain crite-
ria, and there is extra cost and increased risk involved. Equity markets
may exhibit protracted bear markets, where the inability to short some
issues virtually diminishes the potential to profit from such moves. But
more importantly, short-covering periods in bear markets are frequent
and dominated by violent price moves. This reality of equity markets
forces many traders to chase short-term upward price reversals that
occur in bear markets, which demands a timing accuracy that is very
difficult to get using technical analysis methods.
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their stock price. The reverse effect that works against traders is when
company insiders sell because they need for various reasons to reduce
their stake in a company. These insiders profit at the expense of traders
and investors. Also, equity trading is not always a zero-sum game dur-
ing certain periods due to creation or destruction of wealth. These is-
sues will be further discussed in the next chapter, which deals with
Zero-sum games.

Forex Markets

Forex markets facilitate over-the-counter transactions of one currency for
another. Unlike futures and equity markets, these markets have no central
clearance. Retail forex trading offers very high leverage (up to 200:1), very
high liquidity, 24-hour trading, and a market that is difficult for participants
to manipulate, although that seems to be easy to do in the short-term for
politicians, central bank officials, and some special-interest groups. Trad-
ing currencies is by and large a zero-sum game, and there are no bear mar-
kets because quoted currency prices are exchange rates between pairs and
arise in the value of a currency makes sense only in reference to the drop
in value of another currency. More than 75 percent of the daily volume
of forex markets is speculative. As such, there is a lot of competition and
effort made by its participants to redistribute wealth.

Some important aspects of forex trading that can greatly impact prof-
itability are:

No commission-free trading: There is a misconception, or maybe
misinformation, that commission-free forex trading is possible. On-
line forex brokers that advertise zero commission rates do this be-
cause they need to attract customers in order to pool enough accounts
together so they can efficiently and profitably act as market mak-
ers. Traders end up paying commissions in the form of wide bid-ask
spreads. In most cases, commissions are added to the order fill price,
and when a trader opens a new position it always starts with an open
loss. Forex market makers can do this because the market is self-
regulated and transactions are over-the-counter.

No times and sales report: Note that there is no time and sales report
available for the forex market as a whole. Price quotes that one trader
sees on his computer screen that is linked to one market maker data
feed can slightly vary from those another trader sees on her screen that
is linked to another market maker data feed. Thus, a limit order placed
at a specific price level maybe executed by one market maker but not
by another because the specific price level was never reached.
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Retail disadvantage: Individuals trading from home or office cannot
compete on a level playing field with professional forex traders based
at bank dealing rooms and large financial institutions and profit from
their losses in an intraday or even short-term time frame. Those pro-
fessional traders have timely access to information about order flow
and high-quality market analysis that enables them to always have a
competitive advantage over individual traders.

Currencies trend: Due to the fact that currency prices tend to form
protracted trends, a retail trader can accumulate profits using trend-
following techniques provided there is the necessary skill and disci-
pline in place, as will be further discussed in Chapter 3.

An example of two protracted price trends in the EUR/USD cur-
rency pair is shown in Figure 1.4. Prices trended down during 1999
and 2000 and then went in an uptrend in early 2002. Sideways markets
can last for years, as shown in the daily chart of the GBP/USD pair in
Figure 1.5. In this case, for a period of two years, from mid-2000 to
mid-2002, GBP/USD prices fluctuated in the narrow range of 1.4000 to
1.5000. Only highly skilled and experienced traders can profit during
extended periods of sideways-moving prices in a tight range, and this
is always done at the expense of unskilled and inexperienced ones. But
even during trending markets, high volatility can make the task of fol-
lowing a trend very difficult; this will be discussed in Chapter 3 in more
detail.

Mostly a zero-sum game: Although forex trading is a zero-sum game,
there are certain very rare occasions when some participants may be
willing to lose. This, however, does not change the zero-sum nature of
forex trading.

An example of such participants are central banks that either inter-
vene in the currency markets in order to stabilize currency exchange
rates or slow down the rapid evaluation or devaluation of a currency.
Although it is not very clear whether central banks are net losers or
winners over longer time periods (not that it really matters), over the
short term they may be willing to inject substantial sums into the forex
market in order to stabilize currency exchange rates within a target
band. Central bank intervention cannot change the longer-term trend
of currency exchange rates that is dictated by macroeconomic factors,
but any intervention on their part presents traders with an opportu-
nity to profit at their expense. Interventions always come, or are sup-
posed to come, as a “surprise,” but this is in regard to only the specific
price levels and the timing. Experienced forex traders can anticipate
interventions and can make fortunes if they are correct in timing them.
Central banks act like bluffers in a poker game during periods of
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WHICH MARKET SHOULD I TRADE IN?

The answer to the question regarding which of the three markets, fu-
tures, equity, or forex, is most suitable to systematic technical trading
can be given on a case-to-case basis, and only after considering which
market(s) a trader understands best and feels most comfortable with. All
three major trading markets offer opportunities, but also involve risk of
total loss of capital. The most important aspect of trading is not which
market one chooses to trade but the effectiveness of the methods used
in generating market entry and exit signals and applying risk and money
management.

One important factor in selecting a market to trade in is experience.
Novice traders often concentrate on a single market, but experienced
traders will trade anything that presents an opportunity to make a profit.
Trading forex is a 24-hour job, and anyone who has been involved with it
knows that one can easily lose a night’s sleep if open positions are kept
overnight. It's hard for a trader with an open position to relax when he
knows that there is trading activity in a market, but intraday traders can
also get anxious if they feel they are missing opportunities while they are
asleep. Equity and futures markets are moving toward a 24-hour market
operation structure in order to get a piece of the forex action, especially as
trading becomes a global activity with traditionally socialist economies and
China adopting capitalism. Eventually, all markets will be based on screen
trading, and open outcry will be abolished.

A transition to 24-hour screen trading poses many challenges to traders
but also increased opportunity for profit. One factor that is slowing down
the conversion to a global, 24-hour, all-electronic trading market is the
time difference in the operation of local banks and clearing members.
Automation technology and the World Wide Web are rapidly changing
that as banks and clearing members are linking their databases and au-
tomating their back-office operations. Recently, there has been an emer-
gence of online brokerages that offer a single multicurrency account
for all three markets, futures, equities, and forex, with direct links to
many exchanges worldwide. This bold step breaks the traditional frag-
mentation of brokerage services and everyone is now scrambling to im-
plement the new technology to remain competitive. The globalization of
brokerage services is in line with the globalization of every other eco-
nomic activity in the world, and this provides more opportunity for profit
but also risk of loss.

Trading is in principle a zero-sum game, and this will not change ir-
respective of any technological breakthrough. That is, the fact that in or-
der for a trader to profit some other trader must lose in most cases will
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never change irrespective of any technological breakthrough in processing
information on a global scale. Therefore, having a competitive advantage
is much more important than any technological advance. Systematic trad-
ing combined with effective risk and money management can provide this
much-needed competitive advantage in the new technological environment
of fierce global competition.



