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How Does The Forex Market Work?

Raghee Horner is a trader, teacher, and author, with more than 15
years experienceinthe markets. Sheisa highly sought-after educator
and hastaught her brand of technical analysisand charting strategies
all over theworld, conducting seminar sthroughout theUS, Canada, the
Caribbean, and Asia. The author of the works Forex Trading For
Maximum Profit and the upcoming Thirty Days Of Trading, she has
taught foreign exchange, futures, and equities trading for more than a
decade. Emphasizing charting and price action, Horner teaches the
tools and strategies that encourage self-directed traders to pursue the
study of chart analysis and market psychology. Not only that, she has
offered educationand analysison her ownradio programand currently
produces a daily multimedia commentary for TradeDirectFX.com. She
also offersanalysisabout the forex market for eSignal andisa frequent

speaker at the Forex Trader Expo.

Srocks & ComMODITIES Editor Jayanthi Gopalakrishnan inter-
viewed Horner via telephone on February 7, 2006.

aghee, how did you get into
forex trading?
Likealot of traders, | first
got interested because | was
aready trading other markets, and —
alsolikealot of other traders— | wason
the lookout for new trading opportuni-
ties. | justdon’tthink of myself as“just”
a foreign exchange trader; | trade fu-
tures, and on occasion, I'll trade stocks.
| actually got my start trading commod-
ity futures, so | wasexposedto currency
trading viacurrency futures. Soitreally
felt like a natural move to include the
forex market to my trading approach
and portfolio. Moretradersshouldthink
of themselves as traders. The market
you trade should be secondary to the
fact that you have a methodol ogy.

Were you working with a firm?

No, I’ ve never worked with afirm or
managed other people’'s money. I've
aways been a private trader.

When did you start?
That’ sits own funny story, actually!
When | was a kid, my mom was very

muchatypical Indianmother:
school, schooal, schoal, home-
work, homework, home-
work. But | wanted an after-school job.
Shesaid, “Well, if you'regoingto get a
job, you have to give me 25% of what
you make, and I’ [l invest it for you.” Of
course, being atypical teenager, | was
upset at that, but | found out that my
mom was putting my money in stocks
and mutua funds. So | thought, “Y ou
know, if that’s where my money is go-
ing, I’ d better seewhat thisisall about.”
So at 16 or 17, | took some of my
father’ sold engineering draft paper and
began to plot the closes, not really un-
derstanding thiswas my first foray into
charting. That’s how | got started.

| haveto givemy mom credit: shegot
meinto it whether | liked it or not! And
my interest grew from there.

From your experience, what are some
importantissuesthat anyonewhowants
to ventureinto forex should consider?

That’s a good question, because too
many people think there is some new
way that they should approach theforex
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The market you trade should
be secondary to the fact that
you have a methodology.

market. Again, it's my experience that
the general public migrating over to
forex have aready had exposure to the
stock market, and even, to alesser de-
gree, the futures market. | always tell
themit’ ssimilar towhat they’ realready
doing. They’re already accustomed to
news events and reports, to charts and
price action.

| think forex traders have to become
“big picture” people. The movesin the
forex market are affected by the curren-
cies, underlying equities markets, the
news and events of that country... and
again, by the same factorsfor the other
half of the pair.

For example, if you and | were trad-
ing the euro/US dollar pair, I’d tell you
toreally focuson theword “ pair.” Con-
sider you're really thinking abut two
currencies, two equities, two equities
markets. During the European sessions,
theeuro/UsD istrading for about fiveto
six hours without any US market par-
ticipation. That's one dynamic there.
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And then about 7 am or 8 am Eastern
time, we see the UK markets begin to
overlap with the US markets that are
just opening. That’s another dynamic.
After 8 am, we're in a great market
overlap. Wehavethe USmarkets open-
ing and the afternoon sessioninthe UK.
| haveto emphasizethe L ondon market,
becauseif New Y ork isthe center of the
stock universe, then Londonisthe most
active trading center of the forex uni-
verse, followed by the US.

So to answer your question, if | had
to pick onemajor aspect to specifically
consider in forex, it would be time.
Being keenly aware of Sydney, Tokyo,
Hong Kong, London, Singapore, and
New York, and all of their trading
times, is the key component to any
forex trading approach. Infact, I'll tell
my students, “Before you get into a
trade, ask yourself, ‘Who's awake?
before you push that buy or sell but-
ton.” If nobody’s awake, there's no
participation. To me, global timeisthe
aspect that stocks and futures traders
may not think about.

When people migrate from stocksinto
futures, or forex, for that matter, the
issueof leveragecomesin. | sthat some-
thing they have to be mindful of?

Absolutely. The overal opinion of
forextradingisthatitisextremely risky.
But | come at it from a different per-
spective. Of all themarkets, forex isthe
safest, followed by futures. To me,
stocks are the least safe.

Why isthat?

Maybe stocks have a better public
relations department! Even large, well-
known companiescan comeand go, but
cornwill awaysbe bought and sold. So
will the euro, the pound, and the dollar.
Y ou mention risk, and what isrisky is
leverage. Leverage is what makes fu-
tures and forex such different animals
fromstocks. Stocksoffer littleleverage.
Theunderlying, tangible value of forex
and futuresis much greater than that of
stocks, but forex and futures are all
about leverage. The buying power for
most forex accounts is somewhere in
thevicinity of 100:1 or 200:1. | lovethe
horsepower, no question! But you have

to control it. That’ stherisk. Y our wins
and lossesin forex and futures are am-
plified.

Leverage is a very real consider-
ation, but what it really comes down to
is the risk and trade management. If
someoneisgoing towingitinforex or
futures, you and | both know that ac-
count is going to hemorrhage capital.

Another considerationisthe24-hour
market. It' s always perceived as a pro,
but it can beacontoo. Ontheonehand,
it makes risk and trade management
easier — really, the best of any of the
markets — but on the other hand, we
havetoeat, wehavetosleep ... wemiss
trades on occasion. I'll take the good
with the bad, and | also think the order
entry is very good with forex.

Do you get better fills?

I’ ve been trading with GAIN Capital
for years, and having accesstothe“one
order cancels the other” (Oco) orders
and theif-then with the Oco allowsme
to step away from my computer, know-
ing I'll still be ableto actively manage
a position. People coming over from
futures and stocks don’t realize that a
24-hour market gives you the most ef-
fective and real-world executions for
your risk management. Stop-losses
aren’'t going to be as susceptible to
those gaps that happen with a market
that opens and closes.

So I'll take the occasional frustration
of missing a trade while | was asleep
because | know I’ m getting great order-
entry flexibility, a 24-hour market, and
better risk management: It’ satrade-off.

Doyou developtrading systems, or are
you discretionary?

Without adoubt, | am discretionary.
Even more specifically, | am a chartist.
Tome, beingadiscretionary trader doesn’t
mean that | don’t have a systematic ap-
proach. It meansthat | have anumber of
approaches that | follow systematicaly
in certain market environments.

For example, | personally have three
specific entry strategies that I'll use,
depending on current price action, and
I’ [ measurethe market with something
| call “thewave.” It' satrio of exponen-
tiadl moving averages (EMAS), a 34-
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period EMA on a high, low, and close.
By using the wave, I'll gauge the trend
of the market that’ s trading. More than
anything, each approach is going to
have its own set of tools, such as my
three, but | apply them systematicallyin
adiscretionary manner. To most folks,
discretionary means going by your gut,
but | don’t think that’s true.

When you’'re viewing charts, do you
look at your three-trade setup?

Obviously, | use the wave, but my
three trade setups are momentum set-
ups, swing-trade setups, and then some-
thing | use with the commadity channel
index (Cci) and the wave. Even though
| am very much achartist — | really do
believe that price action represents ev-
erythingthat’ sgoing oninthenewsand
fundamentals— | haveto acknowledge
that there are certain hot zones that the
newsandfundamental screate. Sowhile
| don’'t gauge my entries on the news
and fundamentals, | know that the in-
creased volatility couldtrigger my tech-
nical or charting setup.

How do you measure momentum in
the forex market?

| use the wave. That 34-period EMA
trio. | useaclock faceto gaugetheangle
at which the wave is moving. If you
have an analog watch or a clock in the
room, if awaveissetting up between 12
and 2, I'll know the market is in an
uptrend. If the wave is setting up be-
tween 4 and 6, it'sadowntrend. That's
why it's so great to be a trader and
teacher: a lot of what | do might be
experience that has becomeinstinct for
me, but my studentswill ask, “Why did
you do that?” And | haveto find away
inablack & white, on/off, easy way for
themtoseewhat |’ mseeing, sol haveto
deconstruct alot of what | dotoexplain.
It sgreat for tradersto teach, because it
holds us to a higher standard.

So you do a lot of teaching now?

| do. It'samazing — once you write
thebook, you don’t havetimetoteachas
much! The teaching wasn’t even some-
thing | wanted to do when | was getting
into the commodity markets. Back then,
| used to have those big charts mailed to
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me once a week, and | would update
them by hand. This was before the
Internet. Traderstoday don’'t know how
spoiled they are! | also had a satellite
dish on my house that gave me the
datafeed, and since this was a so before
satellite dishes were common, people
started asking why | had adish and what
| was doing working from home. This
wasinthemid-1990s. | wasan oddity in
the neighborhood, and peopl e are natu-
rally curious about the stock market.
And that’s when | started teaching.

How many charts do you view at a
time?

| focus on five time frames, so when
it comes to how many charts | look at,
it’'saminimum of five. But | don't use
multiple time framesfor confirmation.
Each chartisastandaloneand | usethe
chart that showstheclearest signal. It's
notunusual I’ [l betrading onmy laptop,
and sometimes|’ [l only havethosefive
timeframes. My shortestisa30-minute
time frame, so it’s not as though I'm
tradinginarapid-fire, bang-bang, knee-
jerk way. Withthatinmind, | havea30,
60, 180, 240, and the daily.

Why the 180 and the 2407

Those came from my students when
| was doing a lot of futures trading.
They mentioned thesetimeframeswere
really popular for forex. | had no idea
becauseinthe US, three- and four-hour
charts are unusual. | heard alot of that
from my students over in Europe. |
decidedif thiswas psychologically rel-
evant in the most important financial
centersfor forex, I’ d better keep aneye
on them.

The 30-minute became my smallest
time frame. With a 24-hour trading pe-
riod, a30-minute chart can yield enough
candles or setups so | don't lack setups
using the 30-minute chart. In my trading
office, I'll expand abit, sincel haveabout
four monitorsin the office. But | aways
say, “ Take away my monitors, take away
my PCs, leavememy laptop and my five
charts, and | will bejust fine”

If youlet mego off onatangent here,
my husband and | both ride motor-
cycles, sport bikes. There’ sthisclassic
road-racing book called Twist Of The

Wrist, and in it there's this discussion
on the concept of your attention being
like adollar bill. There's only so much
of that dollar you can spend on all the
stimuli around you!

Of course, thisisgeared toward road-
racing a motorcycle at 150 miles per
hour, but | think there’'s so much anal-
ogy to trading here — if you put your-
self infront of 15 different monitorsand
80different charts, there’ sonly somuch
stimulation you can take. More isn't
better. If you take that one dollar of
attention and spend it on less stimulus,
but in a deeper way, that’s better. A lot
of new traders think they have to be
surrounded by 15 monitors and fancy
displaysto be atrader, and it’ sjust not
so. I’mon my two-year-old laptop most
of the time!

Speaking of the money aspect, do you
think there’'sa minimum account size
atrader should start with when they're
trading forex?

A lot of the appeal of futures and
forex is the idea of starting with very
little money and making alot. Y ou and
| know that’ s not necessarily true, but it
doesallow ustheability totakeasmaller
sum and make it larger, unlike most
daytraders in stocks, where $25,000 is
the minimum. You don’t need nearly
that muchinforex. Moremoney doesn’t
necessarily mean moresuccess, but you
do have to approach it like a business.
An undercapitalized businesswill be at
a severe handicap compared to a well-
capitalized businessthat can handlethe
ebb and flow of thelearning process. If
someone were to ask how much they
would needto get started, I’ d say noless
than $5,000, but not much more than
$10,000.

Another wonderful thing is the mini
accounts out there. Paper-trading or
demo trading is agreat marketing tool,
but it's worthless when it comes to
teachingsomeonewhat it’ sliketotrade.
Even if you're only trading a mini-
account, and even if you're looking at
one pip being one dollar, you're en-
gaged init. It's not alot of money, but
there' sthiskinesthetic reaction we get,
even when it’sjust one dollar. It's like
Las Vegas— we drop a quarter in that
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dlot machine, and all of asudden, we're
really involved with the outcome. The
same istrue with amini account. With
alot of mini accounts, you can get the
idea of real trading and real execution
for less than $1,000.

In that regard, forex has given new
tradersagreat tool with which they can
feel what it’ sliketobeinthemarket, but
if they make a mistake, it won't be a
career-ender. In that sense, there's a
little bit of aleg up with forex.

hen you were talking
about the different time
frames, you mentioned
that the 180 and the 240
were psychologically relevant. How
important is psychology in trading?

| always have to give a plug for my
sister. She has a doctorate in psychol-
ogy andl’msoproudof her. 1 rely onher
heavily. Sheand | have had many great
discussions, debates, even arguments
about trading and its psychology.

When it comes to trading psychol-
ogy, there are two elements. Oneisto
understand thetimeframesthat are psy-
chologically relevant. There are also
pricelevel swithpsychological relevance,
like the 20-pip and the 80-pip, as minor
psychological numbers, and the double-
zero pip and the 50-pip as major rel-
evance. Traders and orders gravitate to-
ward those numbers, and they inherently
become support and resistance levels.
Then there is the psychology of disci-
pline, of obeying stops, or taking your
profits out at predetermined targets and
soforth ... 80% readly is psychological,
and maybe 20% is actually knowledge
and trading methodol ogy.

After discussing with my sister the
mindsets that lead to not following a
trading plan, | actually took atest, andit
gave me a good idea of what my per-
sonal weaknesses and strengths are. So
many of us go through this uncon-
sciously. We don’t know how we react
to certain stimuli. | always tell traders
comingintothemarket that they haveto
be conscious of the way they process
the market’s messages. And itisapro-
cess. Some traders see prices heading
up to resistance and think, “I want to
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shortthat.” Another trader waitsto play
the breakout, thinking, “I want to buy
that.” It'sthe same move, but with two
different thought processes behind it.
That's what makes the market work.

Peopleshould spendtimeunderstand-
ing that factor.

Disciplineisabyproduct of thetrad-
ing plan. To me, discipline isfreedom.
Not alot of peoplethink that way, but to
follow atrading plan, first you have to
have one! | can't tell you how many
times|’ veseentradersgetintoamarket
without a plan, without knowing the
risk/reward ratio, without knowing the
current market cycle. All of that isthe
20% of knowledge | mentioned that’s
outside the discipline.

For example, let’s look at a losing
trade. The way people absorb the emo-
tions of alosing trade involves under-
standing that placing your stops should
start with knowing when thetradeisno
longer valid. The price at which you
enter the market and the amount of
money you want to risk has no bearing
on what the market is going to do. The
market couldn’t care less that | only
want torisk 20 or 40 pips. If | placemy
stop based on that fixed number, I'm
certainly not basing my stop-loss on
any reality outside of my own desireto
lose no morethan 20 or 40 pips. Under-
standing my risk tolerance and whether
atradeisappropriatefor my accountis
best done before the trade, during the
setup period. Beyond that, the disci-
plineistrusting your charts, finding the
support and resistance, and using those
levels to enter and exit.

Can you give a step-by-step approach
to how someone should set up a trad-
ing plan before they trade?
First,youhavetostart withthewave.
That’ simportant becausetherearefour
market cycles. For example, accumula-
tion and distribution are the two side-
ways phases of the market cycle. You
also have amark up and amark down,
which is basically an uptrend and
downtrend. When they are going to
trade, it's important for traders to dif-
ferentiate between momentum and
swing-trading opportunities, because

there's an entry specific to each.

Sofirst, I look to recognize oneof my
setups. Takemomentumtrading. If | see
a 3 o'clock wave reading, | know the
market is heading sideways, and I'm
lookingfor that breakout or breakdown.
Typicaly, these will come in the form
of chart patterns like triangles or rect-
angles, narrow sideways channels, and
so forth. Rather than focusing on a spe-
cific chart pattern, which | think is a
mistake, | would rather see a trader
draw al the support, resistance, and
trendlines first, take a step back, then
see if those lines form a chart pattern.
That is very different from looking for
the triangle or rectangle.

Oncel havethat momentum trade—
thetrianglesetup— and |’ mwaiting for
thebreakout or breakdown, I'll confirm
that breakdown with the moving aver-
age convergence/divergence histogram
(MAcD). That'soneway I'll look for a
setup. | guess you could call that #1.

Swing trading is the entry style used
withinthecontext of atrend. Again, that
bringsmeback totheclock-faceangles.
We're talking about the trend either
being thewavetraveling up between 12
and 2 or traveling down between 4 and
6. Either way, we need toidentify some
sort of trending market. It's funny —
there are al these truisms that traders
have to wade through when they’retry-
ingtolearnwhythetrend istheir friend.
But it's only your friend if you're al-
ready in the trade!

That'struel

It's difficult to enter an established
trend. That’ swhy | tell peopleto recog-
nize momentum trades because you're
getting in on the beginning of thetrend.
Simply getting long in an uptrend or
shortinadowntrendisahigh-risk entry.
You have to look for those measured
pullbacks or those measured bounces.
Call them retracements or corrections,
but you need away of measuring them.
| use Fibonacci levels, but that’s really
up to theindividual.

Inthecontext of atrend, I’ mlooking
for the opportunity that comes with a
retracement. I’ d go so far asto say that
whenyou’ reswing trading— whichis
acompletely different game from mo-
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mentum — the goal isto get long at the
pullback and short at the bounces. The
chart will tell youwherethat is. Those
are the best two ways to go about set-
ting up atrade.

What about placing stops?

Whether you’'re a swing or momen-
tum trader, your entry style dictatesthe
typeof trade, not thelength of timeinthe
trade, or eventhetimeframeof thechart.
| could be momentum trading on adaily
chart and swing trading on a 30-minute
chart. It' sthe way you enter, the market
environment, the cycle you're in. But
when it comes to managing the trades, |
manageall my tradesthesameway. | use
asingleentry, and | never scalein. But |
have multiple profit targets, sol doscale
out. As far as stop placement goes, |
could spend all day on that!

However, the main thought behind
any stop-lossplacementisnot afixed pip
orfixed percentage— | don’ tthink that’ s
appropriate for trading, athough you
could useacap liketheever-popular 2%.
But the actua price level where you
place your stop should represent where
thetradeisnolonger valid. That philoso-
phy and that level doesn’t care about a
fixed pip or afixed percentage. It’ shased
off of the chart setup.

Often, traders will use achart setup to
getin, but they’ |l abandon the chart when
itcomestomanagingthetrade. They’ll go
to fixed levels, and that's the absolute
wrong thing to do. Keep relying on those
charts. They got you into the trade, and
they’ reequally capableof getting you out
intermsof thetwo exitsyou havetothink
about, one being the stop-loss and the
other being the profit target.

When it comesto placing stops, sup-
port levelswhen you'relong and resis-
tancelevelswhenyou’ reshort areobvi-
ous choices for finding potential stop
placements. Again, knowing those lev-
elsand understanding your risk/reward
ratio before you get into the market are
key. Becauseyou're using the chartsto
measure risk and reward instead of just
putting some haphazard (or standard)
20- or 40-pip stop-loss, it really does
matter whether your first profit target
and your first stop-loss give you risk/
reward ratio that’ s appropriate for your
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persona risk tolerance and for your
account. You may set up a trade that
looksgreat butisn’t appropriatefor you.
The only way to know that is to set up
the trade beforehand and use the charts
to decide where these support or resis-
tance levels are waiting.

Butwhat if thepattern or chart doesn’t
go the way you think it will?

Now you' rethinking of therisk-man-
agement, stop-loss side of things.

| guessthetradeisnolonger valid, then.

Right, it’sliterally when the tradeis
no longer valid. Y ou haveto go back to
psychology. Y ou haveto haveyour stop
placed in the market as soon as you get
your entry. Y our mental stopsand men-
tal profit targets only come after years
of good habits, and practicing those
habitsuntil they become second nature.
But the worst trade that anyone could
possibly have — the most dangerous
trade— isthat onewhere you broke al
the rules and you didn’'t follow your
trading plan, but you still won! That
singletrade will create the mindset that
you can get away with breaking the
rules next time.

Even though the trader should feel
that following that stop-loss and obey-
ing that level isasuccessful trade, we
go back to psychology. There are the
five stages of loss. We all go through
these stages with our losing trades!
Recognizing those stages of denial,
anger, bargaining, depression, and ac-
ceptanceiskey. I’'m not trying to put a
loss of life and a trading loss on the

same level, but the stages and emo-
tional patterns are similar.

You seethat on awinningtradeaswell
— people think, “Why did | get out of
that trade so early?”

A trap that most people don’t even
consider isthat profit target trap. Their
prices reach a predetermined profit tar-
get, and if the trader does not have the
order waiting, they get greedy. They
want to see how much more they can
squeeze out before it beginsto reverse.

They find out the hard way.

Thefirst thingthat happensisthat abit
of profit starts to tick away. The first
stagekicksin: denial. “ Oh, themarket is
just getting ready for the next moveup!”
And the market continues to go against
them, and they get angry. “| should have
gotten out!” Then the bargaining kicks
in. “If it comes back to where | was, |
promisel’ll get out!” Who they promise
to, I don’'t know. Then there's depres-
sion. “I gave back all my profit,” or
worse, they let aprofitabletradegonega-
tive. And at some point, there has to be
acceptance, either in the form of atrade
going positive, or maybe it got stopped
out. But we al do this.

What's the best way to combat this?
Doesit come with practice?

In most ways, it's the same mindset
when it comesto obeying a stop-loss or
a profit target. They are still exits, al-
though one is certainly more pleasant
than the other. First, traders have to
embrace the feeling that being stopped

out isstill following your plan and that
is success. Exiting at your predeter-
mined profit target is following a plan,
and that plan must be devel oped before
you enter the trade. Y ou hammer your
first nail into ahome after you have the
blueprints. Y ou don’t enter atrade until
after you have atrading a plan.

Discipline seems like a bad word. It
makes you feel like you're on that diet
whereyou haveto eat salad all thetime.
Nobody can just discipline their way
100% through trading. It becomes a
mindset where you do the little things
right every day. Spend the time on the
charts, do your homework, learn to rec-
ognizethe support and resistance levels,
and you'll recognize it’s working. Rec-
ognizethosesmall things, dothosesmall
thingsthat add to your confidence. Once
you have the confidence in your charts
and you're following your trading plan
consistently, then the discipline takes
care of itself. You're developing good
habits following that trade plan.

| don’t know anyonewhowasjust born
with that mindset. Y ou havetowork onit
until it becomes second nature, and that
means doing the homework. You can't
just wakeup andturnthecomputer onand
say, “I’m going to trade today.”

All goodthingstokeepin mind. Thank
you, Raghee.

tSee Traders Glossary for definition
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