FOREIGN EXCHANGE NEWS, ANALYSIS AND EDUCATION FOR CURRENCY TRADERS

ICHIMOKU
CLOUDS

A6
RADLR] | 2393

WORKING Where will
IN MULTI S&P 500 be?
TIMEFRAME |

1450

Trading Systems
IDENTIFY.

AN EDGE

John Bollinger

EXCLUSIVE INTERVIEW

1 m HIS TRADING TECHNIQUES ON THE FOREX
! HOW SHOULD A SUCCESSFUL TRADER WORK

OPTIONS

OCTOBER - DECEMBER 2009




05 EDITOR'S NOTE

FUNDAMENTAL ANALYSIS:
46 XXIV century: Where will
the S&P 500 Index be in 23932

TRADING STRATEGY:

06 Working in Multiple Time
Frames: a srategic approach
giving a broader vision of the
market direction

TRADING SYSTEMS:
31 Building a Robust FX
Trading System — Part 3 -
Identifying an edge

BROKER REVIEW:
S4 CMC Markets

JOHN
BOLLINGER
INTERVIEW:

How he created the
Bollinger Bands. His
favorite tools and
methodologies  on
the forex, and what
traders should do to

be successful.

TECHNICAL
ANALYSIS:

Learn how to wuse
Ichimoku clouds with
moving averages and
GRAM to create an
EX spot trading model

CONTENTS

INTERVIEWS:
38 Henrik Pedersen, explains Pareto’s

strategy and how he manages a 44,5
billion USD portfolio.

51 Ross Donoghue, explains the
advantages of spread betting

and how CMC Markets run the
FX business

FOCUS:
56 Should FX Managers also be
marketers and educators?

OPTIONS:
49 To hedge or not to hedge?

TECHNICAL ANALYSIS:

62 Technical Outlook

EUR/JPY EUR/USD USD/ ZAR
58 Majors Report: Dollar/Yen,
Furo/Dollar, Furo/Yen, Euro/GBP

INTERNATIONAL DATA
65 FX Spot Monitor

66 Central Bank Rates

67 Economica Data - FX Poll
68 Markets View

69 ECONOMIC CALENDAR

FX TRADER MAGAZINE July-September 2009 3



CONTRIBUTORS

Alessandro Balsotti, worked for several
years as market maker of Italian Lira, Greek
Dracma and Czechoslovak Koruna in JP
Morgan. He was then in charge of the FX
trading desk in Abax Bank and Caboto.
He is currently responsible in JW Partners
for the FX Single Manager strategies.

Alessandro Fugnoli, covered the roles of
Investment Director in Gestnord broker
and account executive in Merrill Lynch.
He worked as Director of Research
for Caboto group. He is head of
macroeconomic and strategic research

for Abaxbank.

Steffen Gregersen has played a leading
role in Saxo Bank’s Quantitative Analysis
and Advance Research Department in its
development of the bank’s option pricing
models. He holds a degree in Mathematics
and Economics from the University of
Copenhagen where his thesis was on the
effects of jumps in underlying prices on
option prices.

Jason Alan Jankovsky has been trading
extensively in Futures, Options, and Forex
since 1986.
trading systems and has trained other
successful traders. He has been published in
many industry periodicals. His numerous
articles on global cash Forex have appeared
in  “Tradersavvy’, “The
“SFO Magazine” and other industry
publications. He is the author of the Best
Sellers: “Trading Rules that Work: The
28 Essential Lessons Every Trader Must
Master” and “The Art of The Trade:
what I learned (and lost) trading the
Chicago futures markets” (Wiley & Sons,
October 2006). Jason can be contacted at
jaj@forexbriefings.com,

www.forexbriefings.com

He has authored several

Perspective”,

JW  Partners is an independent FX
solution provider, based in Milan, with a
strong FX specific know-how. JW supports
and HNWI
in building quality FX multimanager

institutional  investors

portfolios, and FX underlying structures.

from  TraderMade
International has over 20 years’ experience
of providing technical analysis to FX
professionals. Formerly Chief Technical
Analyst at MCM Currencywatch and
Informa Global Markets, Steve now heads
the technical analysis at InterpreTA,

Steve  Jarvis,

Tradermade’s newly launched technical
analysis service.

Caspar Marney, started his trading career,
as a spot currency trader and technical
analyst with HSBC in London. He then
moved to SBC Warburg (later UBS) as
a proprietary trader and global head of
technical analysis for FX and precious
metals, where he became one of the bank’s
most successful traders and a regular
commentator on financial television.

Giorgio Martini has been a forex trader
since 2000 and has worked for leading
Italian banking groups. His articles
are regularly published on the Italian
financial portal www.smartIrading.it

He also collaborates with Age Italia, an
independent financial consultancy firm.

Maurizio Milano, began his career as
forex dealer in 1995. He started the
technical analysis department at Banca
Sella Group. He teaches technical analysis
at the University of Turin, Italy. His
contributions can be found in the most
renowned Italian financial newspapers and
televisions: Borsa&Finanza, Il Sole24Ore,
II Corriere della Sera, Class-CNBC,
RadioRail. He is member of SIAT (the
association of the Italian technical analysts)
and IFTA (the International Federation of
Technical Analysis).

Giovanni  Pozzi, worked as key
professional or managing director of FX
teams in leader market making banks
suchas UBS, Swiss Bank Corp.and American
Express Bank, ... and brokers. Today he

runs JW Partners, which is an independent
currency multimanager advisory company.

4 FX TRADER MAGAZINE October - December 2009

Editor :

Emmanuelle Girodet

editor@fxtradermagazine.com

Adpvertising manager:
Isabella Lamera
ad@fxtradermagazine.com

Webmaster:
Hristo Katzarski
webmaster@fxtradermagazine.com

Graphic design:

Preslav Dobrev

Editorial support:
Lorenzo Lorenzi
Luca Di Bari
Valeriano Lisanti
Simon Holmes

Trading carries a high level of risk, and may not be
suitable for all investors. The objective of FX Trader
Magazine is to give readers the tools, training and
information which will help them be better prepared
to trade on the foreign exchange. However, any analysis,
news, research, strategy, or other information contained
on this magazine is provided as general market
information and does not constitute investment advice.

FX Trader Magazine, will not accept liability for any
loss or damagc, including without limitation to, any loss
ofproﬁt, which may arise dircctly or indircctly from use
of or reliance on such information.

Subscriptions:
www.fxtradermagazine.com




TRADING SYSTEMS

Building Robust FX Trading Systems
Identifying an Edge

10 succeed as a trader, it is absolutely necessary to have an edge. You can’t win without
an edge... incidentally, if you don’t know what your edge is, you don’t have one.
Jack Schwager

In the previous two articles in the series, we discussed the
need to identify a robust edge and that it must be easily
explained, with a sound rationale and that it needn’t be
a significant edge, to produce incredibly significant and
consistent returns. Just as a casino’s edge is very small, when
exploited many, many times, the net result is incredibly

profitable.

We then discussed the need to have good, clean historic
data, with which to test ideas, as inaccurate
data with gaps or spikes, could easily lead
to misleading or wrong results.

In this article we build on those
foundations and explore the development
of some ideas, from conception, through
to creating trading rules, testing them and
determining whether they give us a robust

edge.

SUBJECTIVE ANALYSIS AND HIGH SUCCESS
RATE TECHNIQUES

When I first became a trader, it never ceased to amaze
me how subjective the vast majority of analysis was. The
number of ideas that are in common use, many of which
can be proven to be flawed, or cannot be objectively tested,
upon which millions is risked daily, is nothing short of
astounding.

Read almost any technical analysis on the market, easily

accessible via a quick search of the web and one will find
countless examples such as, ‘the oscillator is overbought and
therefore the market is a good sell here} or ‘the market has
breached the 10 day or 200 day moving average;, or ‘the price
is at an extreme level, testing the lower Bollinger Band’

The reason that most of these views continue to be followed
is summed up beautifully by the legendary William
Eckhardt, of the famous Turtle Trading Experiment,

Since most small to moderate profits tend to
vanish, the market teaches you to cash them
in before they get away. Since the market
spends more time in consolidations than
in trends, it teaches you to buy dips and sell
rallies. Since the market trades through the
same prices again and again and seems, if
only you wait long enough to return to prices
it has visited before, it teaches you to hold
on to bad trades. The market likes to lull you
into false security of high success rate techniques, which often
lose disastrously in the long run. The general idea is that what
works most of the time is nearly the opposite of what works in
the long run.’

The amount of books which also teach these ‘high
success rate techniques, which often lose disastrously
in the long run’ is equally astounding. Let us take one
of literally countless possible examples from one of the
better known trading strategy platforms of a Bollinger
Band strategy:
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}
/i/ Bollinger Bands LE (Strateqy)

Input information

Name Default | Description

Type

Close A bar price or other value

used to calculate the

BollingerPrice Numeric

venter-line average.

TestPricel.Band Numeric | Close Triggers placement of
stoporderat LowerBand
when this price crosses

over LowerBand.

Number  of  bars
used to calculate the
Bollinger band.

Numeric 10

Lenght

Number of Standart
Deviations  for  the
Bollinger Band
(enter a
positive number; the

NumDevsUp Numeric 2

Calculation

strategy will calculate

the lower band).

Usage
Long entry based on the low price crossing above the
Bollinger Band.

Description

Bollinger Bands are generally placed two standart deviations
above and below the market. Prices within the standart
deviation are said to be &rsquor;normal’ prices. Whenever
the price moves below the lower band, the strategy generates
a buy stop order for the next bar when the low price of the
current bar has crossed back above the lower band. The stop
value is the level of the lower Bollinger band.

You can change the number of bars and standart deviation
used to calculate the Bollinger band.

Whenever the price moves below the lower band, this strategy
generates a buy stop order for the next bar when the low price of
the current bar has crossed back above the lower band.

Thisisagood example of a ‘high success rate technique] which
can often, ‘lose disastrously in the long run’ If we applied
both the long, and equivalent short, rule to AUDJPY over
the last 10 years, we can see that it was indeed a ‘high success
rate technique’, which then lost disastrously from June "08-
June ’09, as shown by the chart below and the equity curve

in the sub graph.
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However, most people trading such a technique may
well believe that they were just ‘unlucky’, rather
than appreciating the statistical certainty that it
was only a matter of when, and not if, the strategy
would ‘lose disastrously in the long run’.

Another one of the mistakes that one sees time and
time again in testing strategies is optimising the
markets and parameters used. While back testing,
one will find many markets where a given strategy
has performed well and it’s therefore a trivial exercise
to construct a successful back tested simulation, of
various markets and strategies that have performed
well in the past.

Victor Sperandeo underlines the same point in his
book, ‘Trader Vic on Commodities’,

Any system or method based on optimization will
fail in the long run. This is because markets change
and evolve, they do not remain constant. So if you
structure a system based solely on the past, it cannot
survive the future.

As highlighted in the previous articles, any trading
rule will have periods and markets where it is
profitable, even buying on a full moon and selling
on the following full moon, will doubtless work in
some markets, over some time periods. Suffice to
say, that does not make it a robust strategy.

There are countless other subjective strategies
which have huge followings and again are usually
high success rate techniques, which therefore
appear to be profitable but are possibly flawed in
the long run. Many of these enjoy the benefit that
they can never be disproved, lacking objective rules
with which to test the theories, such as the infamous
Elliot Wave or Tom DeMark studies. Though many
have tried to write rules for them, I have yet to see a
successful and robust translation into an objective
and profitable trading strategy, though I would be
delighted to do so.

TRADING SYSTEMS

ROBUST STRATEGIES

So, what do we mean by a ‘robust’ strategy? The
foundations for a robust strategy are in having an
edge and knowing what that edge is, put very well
by Jack Schwager of ‘Market Wizards’ fame.

To succeed as a trader, it is absolutely necessary
to have an edge. You can’t win without an edge,
even with the world’s greatest discipline and money
management skills. If you don’t have an edge, all
that money management and discipline will do for
you is to guarantee that you will gradually bleed to
death. Incidentally, if you don’t know what your
edge is, you don’t have one.’

An edge starts with a sound idea and then knowing
you have an edge can only come from rigorous
testing (as opposed to optimisation) of that idea,
so let us start with the idea that, ‘in the longer
term, markets trend’ and as long as markets are
driven by people, fear and greed will always play
a strong role and markets will therefore continue
to trend.

We then need to test that idea and therefore need
to develop some trading rules. This could be using
aone, two or even three moving average cross over
system, a channel break out, where the market
makes a new ‘n day’ high or low, or even breaking
outside of a Bollinger Band - the opposite to the
strategy shown above.

The Channel Break Out system is one that has
gained a great deal of press over the years, largely
thanks to it being the basis for the famous Turtle
Experiment by William Eckhardt and Richard
Dennis. It has certainly stood the test of time and
there are vast quantities of research on the system,
as well as software programs, designed specifically
to develop such a system, such as TradingBlox™,
though it can be done in almost any software
package, or even Excel.
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So why has the Channel Break Out (CBO) system stood
the test of time and resulted in so many successful systematic
funds, when other trend following systems, such as a Moving
Average crossover system, have not?

Let’s analyze the results side by side. I started by taking 20
years of FX data for AUD, CAD, CHF, EUR, GBP, JPY
against the US Dollar and then constructing all 21 possible
crosses of those; AUDJPY, EURGBP, EURCHEF etc,, as
described in the previous article. I also did this for intraday
data, which was a considerably more demanding exercise, but
am using daily data for the purposes of this analysis.

I broke the data down into two periods, 1993-2003 and
2003-2009, simply because 2003 was a convenient overlap
between various data sets.

Let’s start by defining the two systems:
CHANNEL BREAK OUT SYSTEM (CBO)

Buying or Selling on a new %’ day high, or low; and closing the
position out on a new ‘y’ day low or high. For example, if the
market made a new 80 day high, we'd enter a long positions
and if it then made a new 30 day low we'd exit that position,
and vice versa for a short trade, as per the example below.
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TWO MOVING AVERAGE CROSS-OVER SYSTEM
(MAX)

We plot two moving averages on a chart, as per the example
and buy when the shorter (fast) moving average crosses
above the longer (slower) moving average:
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Of course we could also trade the inverse of those two
systems, selling, instead of buying on a new high, or
selling when the shorter moving average crossed above
the longer moving average, treating them as counter
trending systems, so those tests were run as well.

We ran them in Tradestation 20004, as that’s a product
many will be familiar with and into which one can
easily import ASCII data files, but we could have
run it in many other software packages such as Excel,
Mathcad or Mathematica etc.

An exhaustive test of every CBO system and MAX
system was run on each of the 21 currency pairs, over
the 20 years of data, for every combination of values
between 5 and 200, in increments of S i.e. 40x40 =
1,600 tests.

We have approximately 20yrs x 252 trading days x 21
currency pairs of daily data = 105,840 days of data.
Multiply each day by the 1,600 tests, gives us more
than 169 million potential trades, which is statistically
a fairly significant sample.

Incidentally, this is another major mistake often
made, which one see in forums all of the time;
people having claimed to have found the holy grail
because they found a system which performed well
over the last three months on a certain instrument.
This is clearly of no statistical significance and
therefore such a small sample will often be extremely
misleading.



ANALYSING THE RESULTS

After taking all of the results for each currency pair and
converting them into US Dollars (as USDJPY produces
results in JPY, USDCHEF produces results in CHF etc.)
we can create a 3D chart to analyze the results (using Rina
Financial’s 3D Smart View’).

The results of the two tests are below:

8o Enir

i
o0 B 0 g e
700

100

|4
30

50

150

O 257(
'ZE;(O OOG
(o £y
A bog
o] 0
s ol £, .
% ot o5 5
= T &
U . Foge ¥
&,

Channel Break Out 1993-2003

TRADING SYSTEMS

For ease of viewing only the trending half of the results are
shown and what is striking is that most CBO parameters
are profitable, whereas the MAX system has a distinct
peak, surrounded by many losing parameters.

If the results were always stable, around that same peak,
then perhaps we’d have a robust MAX system too, so
now let’s look at how the two systems performed from

2003-2009:

CBO pit

¢

0 2o 80 Entyy,
30

100

0
i 00

450

\E*OO E*OOS
0,
oo £y
19 OOO
5]
< Q@ s &
) kS + B
2, /qE , OOG QS
= )
% ,Qg’)( E*Doe 9
3,

Channel Break Out 2003-2009

Moving Average Cross Over 1993-2003

Moving Average Crossover 2003-2009
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Again we see the CBO system having the majority of parameters
being profitable but this time the profitable parameters for the
MAX system have completely shifted to the right and the best
parameters, which looked robust for the test from 1993-2003
became losing parameters in the following years.

If we look closer at the CBO system, we also see that the greater
the ‘CBO Entry’ value, the more profitable the results. Going
back to our initial premise, that for any system to be truly
robust, it must be easily explained and have a sound rationale,
this intuitively makes sense. The fact that a market has made a
new 100 day high, is much more significant than if it’s made a
new 10 day high and this is born out by the result.

Also we can see that in both CBO tests that a shorter Exit
signal is more robust and profitable in almost all cases, with a
distinct high in the 0 to 30 day region. Again this is intuitively
correct, as it allows profits to run, but cuts losses:
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If the market made a new 100 Day high and we entered along
position, with an exit at a new 15 day low, it’s going to exit the
trade relatively quickly if it went against us, but it will have the
ability to re-enter the long position, should the market then
continue to rally and make a new high.

So let’s now look at the CBO results a little closer. William
Eckhardt in his interview in Jack Schwager’s ‘Market Wizards’
told us:

The general idea is that what works most of the time is nearly
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the opposite of what works in the long run.

Above is a 3D plot of the percentage of trades that were
profitable with the CBO system, using the 2003-2009

results for illustrative purposes.

Here we can see that the majority of trades are losing trades
— in fact, at best, only 30-40% of the trades are profitable
and this is again similar for the previous 10 years of data.

We can also look at the ‘Profit Factor), which we touched
on in the first article of the series. The Profit Factor is the
Gross Profits of all winning trades divided by the Gross
Losses of all the losing trades. For example, if all the
winning trades made $1.1mio and all of the losing trades
lost $1mio, we would have a Profit Factor (PF) of 1.1/1
=1.1

Again using the 2003-2009 results, we can see that although the

CEO Enh’y

a it
o 0

0 200 5

12 2
. lo &
5 ¢
T8 Dg
o a

o

system produces robust results, the edge is ‘only” in the range 1.1
to 1.2, at best. If we recall the casino comparison though, a casino’s
edge, when a player bets on red, for a roulette wheel with two
zeros, is 20/18 = 1.1111 (where the casino wins on any black (18
slots), plus the zeros (2 slots).

By contrast, if we look at the MAX System for the two periods, we
see much ‘better” results in terms of both profitability and Profit
Factor, with the Profit Factor exceeding 2.5 for some results
in the 2003-2009 test.



MAX System 2003-2009

However, remember that had we have chosen what looked
to be the most robust results and started trading in 2003,
those same parameters would have actually lost money
in the following years. As Victor Sperandeo observed

above,

Any system or method based on optimization will fail in the
long run. This is because markets change and evolve, they
do not remain constant. So if you structure a system based
solely on the past, it cannot survive the future.

TRADING SYSTEMS

CONCLUSION

Intuitively, the results of this analysis are logical and
rational, as there is very little importance, psychologically,
or otherwise, that two arbitrary moving averages have
crossed, no matter how good the results may look for a
given currency pair, over a given time period. This is true
of an infinite number of systems, as almost any system can
be show to profitable over a given time period on certain
markets.

This fuels the belief that systematic trading doesn’t work
consistently and that systems work for short periods and
then stop working. That is absolutely true in the vast
majority of cases, but there are clearly a number of ideas, as
we have seen, which are robust, as Jim Simons (Renaissance
Technologies), Monroe Trout and Toby Crabel would all
certainly agree with and to which their returns stand as
irrefutable testament.

When testing the CBO strategy, we have confirmed our
initial theory that, ‘in the longer term, markets trend’. Fora
robust application of that idea one would not try to pick the
‘best’ results from the simulations, but simply to apply some
robust rules and sound money management principles.

That the market has made a new high or low and particularly
a new long term high or low is important, and will likely
always remain important, both psychologically and in terms
of being the very definition of a trend, that the market is
making higher highs.

Therefore, next time you hear someone talk about how
important it is that a market has crossed a certain moving
average, that the Elliott Wave is about to make an ‘abc’
correction, or a Tom DeMark reversal has been made, ask
whether they’ve done the maths, and if they haven’t, or have
only done so with small samples, on specific markets, with
limited time frames, or have optimised the results, then
probably best to just smile politely, say many thanks and ask
whether the market has also made a significant new high or
low.

Caspar Marney
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