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Trading Forex

It’s hardly surprising that most retail traders beginning their journey into financial markets 
do so through forex; it’s the largest of all markets by far – 6 ½ billion dollars per day at last 
estimate, it’s active around the clock, and its fundamental background is easily available - 
mostly news and public announcements by governments and central banks. 

The term forex is an amalgam of “FOreign EXchange”, and the practice has been around, 
probably since the very invention of money, certainly since the rise of the city state. We first 
hear of money changers in the New Testament and the Talmud - people who exchanged 
money for a commission. Differently weighing gold or silver coins were bartered, and by the 
4th Century, governments were involved - the Byzantine rulers even regulating it. Until the 
Bretton Woods agreement, all national currencies were pegged to gold, after it - to the US 
dollar. With the collapse of Bretton Woods, currencies achieved independence from the US 
Dollar, their values determined by market forces based on the issuing country’s economy. 

Today, the major participants in the foreign exchange market are exporters, governments, 
central banks and other major financial institutions. However, anyone who has travelled 
abroad has inadvertently participated in the forex market, too - when exchanging their home 
currency for local currency. 
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Pairs & Derivatives

As opposed to tourists, retail traders involved in online over-the-counter trading of assets 
rarely deal in physical assets. Here, the majority of trading is in derivatives – contracts that 
derive their value from that of an underlying asset. Thus, online forex trading involves the 
opening and closing of future contracts that derive their worth from the relative values of 
currency pairs.  

When changing money abroad, a tourist will want to know how much local currency he/
she will be getting in return for his/her home currency. The two currencies being exchanged 
are called a currency pair, the pair’s designation based on the 3-letter designations of the 
respective currencies. Thus, if the Euro (EUR) and US dollar (USD) are being exchanged, 
the pair is called a EURUSD. If British pounds (GBP) and Japanese Yens (JPY) are being 
exchanged, the pair is the GBPJPY.
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The first named currency is the BASE currency and the second – the COUNTER or QUOTE 
currency. The base currency provides the base for the pair – one currency pair equals 
one unit of the pair’s base currency. The counter currency provides the value of the pair – 
how much counter currency is worth one unit of the base currency, or, how much counter 
currency fits into one unit of the currency pair. Thus, the value of the EURUSD pair equals the 
amount of dollars (counter currency) received for 1 Euro (base currency).
 
In forex trading, these pairs are often called forex pairs. The popularity of a pair will be a 
corollary of its liquidity – its availability on currency markets.  Since the US dollar accounts 
for 90% of all foreign trade, it is the most popular currency. It is followed by the Euro, the 
Pound, the Yen, the Swiss franc and the Australian and New Zealand dollars. The Chinese 
Yuan, although representing the world’s second largest economic power, is not available for 
foreign trade and is therefore not a member of these five major currencies. All the world’s 
other currencies are considered “minors”. 

Accordingly, forex pairs are also categorized as majors, minors and exotic pairs. Major 
currency pairs are those made up of one of the major currencies against the US dollar. 
Minor currencies are non-USD pairs made up of major currencies, and exotic pairs are major 
currencies against minor ones, such as the Turkish Lira against the USD or the rupee against 
the pound.

BASE COUNTER
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To return to our tourist analogy, when entering a bureau de change, one usually sees a 
3-column table of exchange rates. The middle column will usually be the country’s official 
exchange rate for each foreign currency offered, as determined by the central bank. On 
either side will be located the money changer’s exchange rates for buying and selling 
these currencies. Clearly, the money changer will be buying cheap and selling dear in 
order to make a profit. The difference between the rates is called a “spread”. Where a “no 
commission” sign hangs prominent outside the bureau, that commission is actually hidden 
within the spread.  

In forex trading, the two prices exhibited for a currency pair (or any other asset) are called 
BID and ASK. The ask price is what the broker is asking for an asset when you buy it; the bid 
price is what he’s willing to bid on it when you sell it. As before, the ask will always be higher 
than the bid. The difference between the two – the spread. And usually, the more liquid 
a pair, the more its components are traded, the more competition there will be between 
brokers. Hence, the lower the spread will be: the difference between the ask and the bid will 
be smaller. 

When a trader goes long on an asset, he first buys it at the broker’s ask rate, then sells it 
at the broker’s bid rate – hopefully at a profit. This means that a position will always open 
at a loss – the difference between the original buy price at which the trader “bought” the 
asset and the eventual sell price at which he will sell (clearly, there is going to be confusion 
between whose buy and whose sell, whose bid and whose ask. Since it is the broker who 
ultimately holds the power to determine these prices and the trader who has the choice 
of accepting them or moving on to a competitor, when speaking of bid and ask, we will be 
referring to the broker’s bid and ask, the broker’s sell and buy). If the trader decides to go 
short, he will first be selling an asset at the lower bid price (the price at which the broker will 
be willing to buy) and then closing the position by buying the asset at the higher ask price 
(what the broker is asking for the asset). Once again, bearing in mind that a successful 
position means the asset is falling in value, to be profitable, that value will first have to cover 
that spread between the broker’s bid and the ask.

Bids/asks & spreads
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Pips

Now that we’ve determined who does what and how the currencies move, we should look at 
the units in which those movements are measured and the asset is valued. 

As mentioned before, one unit of a currency pair is equal to one unit of its base currency. 
When the pair’s value changes, it is the relative value of the counter currency we’re looking 
at. And value is measured down to the 4th place after the decimal point - a hundredth of a 
cent, where the dollar is the counter currency (EURUSD, for example), a hundredth of a penny 
for pound-quoted pairs (such as the EURGBP), and so on. 

Units in that 4th place are referred to as “pips” - Percentage In Point, or Basis Points. This is 
the smallest unit measured in forex trading, even though some platforms quote the number 
in the 5th place - the “pipette”.  

Each time a pair’s value changes, we should know how to calculate its implications upon our 
account if we have a position open in that asset. To do this, we simply multiply the size of 
the change by the size of our position (in its leveraged form). We then should translate that 
into our account currency. 

Incidentally, where the Japanese Yen is the counter-currency, a pip is worth 1/100th of the 
Yen, not 1/10,000th, since the Yen is already smaller than most other currencies by a factor 
of 100, more or less. 

Profit/Loss = Change in Pips x Volume x 
account currency exchange rate against the 
pair’s Counter currency.

1.1125
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Lots

The reason that forex pair movements are measured in pips is that they’re very small. 
As mentioned, the forex market is huge. One result is that, with the presence of so 
many actors on the stage, a consensus, once arrived at, is very difficult to move. Major 
economic events will result in a 10-pip movement, 100 pips at most - about a cent. For 
such movements to have any effect upon a trader, positions must be correspondingly 
large. 

The basic forex position (contract) size is therefore 100,000 units – a unit called a 
“lot”. A 1-lot position on the Euro-USD pair equals 100,000 Euros, which is a huge sum 
for the average retail trader. The two solutions to this are leverage, on one hand, and 
two smaller units, on the other. We discuss leverage in the next chapter. Regarding 
smaller units, we have mini-lot that equal 10,000 units, and micro lots - 1,000 units. 

Contract sizes are measured in lots in other assets, too. In shares, for example, 1 
round lot equals a hundred shares. An odd lot is any amount below that, and a mixed 
lot is a mixture of round and odd lots (i.e. anything above 100. For government bonds, 
1 lot equals a million dollars’ worth, while a lot of municipal bonds equals $100,000. 
Commodity lots also depend on the actual commodity - 5,000 bushels for most grains, 
1,000 barrels for oil and so on.

100,000 units 10,000 units 1000 units

LOT MINI-LOT MICRO-LOT
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Margin & leverage

Given the size of an average contract, for many 
years financial trading was simply beyond the 
scope of most people. Fortunately, brokers will 
now leverage a client’s investment by a scale of 
anything between 5 (most shares & commodities) 
to 800 (mainly forex for professional traders), with 
the leverage depicted as a ratio (the leverage to 
the investment - 20:1, for example). Brokers are 
required to maintain and update a web page that 
details leverage and margin requirements on all 
available assets. 
 
With a leveraged investment, the client puts aside 
a proportion of his money (the required margin) 
and the trader opens a position for him/her that 
is multiplied by the leverage factor. The money 
is not actually deducted from the account until 
the position is closed. At that point, the client’s 
account is credited or debited with the profit or loss, 
respectively, and the money that was put aside is 
returned to the remainder of the client’s money. 
What that means is that the client’s money - his/her 
equity - is divided between used margin and free 
margin, both continuing to be a part of that client’s 
account balance. The used margin is comprised 
of the required margin put aside when the position 
was opened plus his/her leveraged losses on open 
positions, were he/she to close the

position. The free margin is what is left over plus 
the leveraged potential profits on open positions. 
 
Once the position is closed, as mentioned, the 
required margin is returned, profits added and 
losses (and overnight swaps - the price for keeping 
a position open overnight) deducted. 
 
The margin required to open any position is 
expressed in percentages and it is inversely 
related to the leverage: for a position on an asset 
leveraged by 20:1, the required margin is 1/20, or 
5% of the leveraged position size. 

Thus, if one opens a $1,000 position on the 
EURUSD, one must put aside 5% x $1,000 = $50.
This is another way of saying that a $50 investment 
in the EURUSD will provide a profit or loss on a 
position worth $50 x 20 = $1,000. 

The client puts a side a $50 required margin. The 
broker opens a $1,000 position.
 
If the EURUSD rises from 1.1100 to 1.1150, a 50-
pip increase, the client will have earned 50 pips x 
$1,000 (leveraged position size) = $5 on his original 
$50 investment (required margin).
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Balance, equity & margin calls

As mentioned, in the above example no money is added to or subtracted from the client’s account until the 
position is closed. Meanwhile, the client’s money is being divided into used margin (the $50 required margin 
that was put aside) and the free margin (the original balance minus the used margin plus the $5 profit) with 
which he/she is free to open more positions. The client’s account balance is not going to change until the 
position is closed. What does change is what that account is worth - the client’s equity. It is now, for the 
moment, equal to the client’s original account balance (before the position was opened) plus the $50 profit. 

If the EURUSD had fallen by 50 pips to 1.1050, the $50 loss would have been deducted from his/her free 
margin. The client’s equity would now be his/her original balance minus the $50 loss. 

Since balance only changes when a position is closed, brokers must ensure that there is no threat of a 
client’s account entering a negative balance. This is done by issuing a warning whenever the level of free 
margin falls below a certain level – usually 50% of used margin. If the warning is unheeded, the platform 
automatically closes positions according to criteria that are determined by the broker – usually losing 
positions first (regardless of whether they are about to reverse into profit or not, since the platform cannot 
determine this), sometimes largest positions first, sometimes all positions at once…  

Required Margin Required Margin Required Margin

Free Margin Free Margin Free Margin

OPEN 
POSITION

CLOSE 
POSITION

BALANCE

BALANCE BALANCE

LOSSPROFIT



Financial analysis

One of the best ways to avoid losses in forex trading is to know precisely what you are 
doing. Even then, one is never sure that markets will be acting logically; however, the 
only way to upgrade one’s activities from pure gambling to informed investing is through 
knowledge - by minimizing the chance element as much as humanely possible. 

To analyse a forex pair, one must look at either the political, economic and monetary forces 
propelling both sides of the currency pair, or else examine the pair’s activities in the past 
and seek out patterns that could repeat themselves, given specific triggers. The first form of 
analysis is referred to as fundamental and the second - technical. 

Since forex trading involves the exchange of national currencies, fundamental analysis 
is relatively simple, since all the elements that determine a currency’s value are easily 
accessible: the news provides the political, economic and social environment within which 
central banks must make their decisions vis-à-vis valuing the nation’s currency. In addition, 
online economic calendars accrue results of the country’s economic data, such as GDP, 
inflation, employment numbers, foreign trade, services and manufacturing industry numbers, 
and so forth.  

All of these gauge the health of a nation’s economy and - consequently - the strength of its 
currency. They are the fundamental basis for the asset’s inherent value, as perceived by the 
marketplace. 

Technical analysis foregoes an examination of the reasons for an asset’s value, instead 
examining the evolution of said value. Technical analysts believe that that evolution, being a 
result of all the above, is subject to the same forces of history, and that these are repetitive, 
given to cycles of market optimism and pessimism, demand and supply… Technical analysts 
seek such patterns along various time frames, and when they find them, they seek their 
triggers, believing these triggers to be also found within the price action. They do so by 
subjecting the price action to statistical and mathematical formulae that enable them to 
extrapolate their results on to the future.
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Charts

(For a more in-depth description on opening and closing orders using online 
or desktop trading platforms, please consult our eBook on How to Trade). 

Whether one is a fundamental analyst or a technical one, at the 
end of the day, one will be seeking one’s final prompts and placing 
positions based on an asset’s chart - the 2-dimensional graphical 
representation of an asset’s price evolution over time. 
 
Most trading platforms will provide a dedicated chart for each asset 
being offered alongside tools for opening, administering and closing 
positions, placing orders, and analysing. This latter is done through 
charting tools (for drawing over the chart) and technical indicators 
- a set of automatically applied functions that result in either trend 
lines being superimposed over the asset and/or oscillators beneath 
it. These measure an asset’s movement in terms of trend strength, 
market sentiment and more.  

The charts themselves can either be line charts, that follow the 
closing prices for each determined time period, or bar/candlestick 
charts that provide more information on the price action within that 
time period - anything from seconds to years.  

The most popular chart type is the candlestick chart, which presents 
a series of candles delineating the price action. Each candle has a 
body and 2 wicks - above and below - and describes a time period, 
providing the asset’s opening and closing price for that period (the 
top and bottom of the candles’ body), as well as the highest and 
lowest prices achieved therein (the edges of the wicks). 
 
Candlestick charts were developed over 200 years ago by Japanese 
rice merchants, who used them to predict market prices by seeking 
specific candlestick patterns. The length of a wick, for example, 
will indicate market volatility during the time period, the length of 
the body – the relative strength of buyers or sellers. Green candles 
represent rising prices, red ones – falling. In addition, different 
combinations of different candle types can serve as triggers for 
price reversals, and so on. Beyond these, various trend shapes also 
provide hints as to the market’s future behaviour. 
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Longs & shorts

There are many good reasons to trade forex, among them the market’s size and liquidity, its 
round-the-clock liquidity and - as mentioned - the ease with which its fundamental data can 
be accessed. For retail traders, the primary attraction is the leveraged aspect of the market, 
which allows regular salary-earning individuals to multiply the size of their trading contracts 
thanks to their brokers’ access to large liquidity providers. 

But without doubt, the greatest attraction of trading derivatives of any kind is the fact that 
one can short the underlying asset. What this means is that a trader can profit from an 
asset’s losing value (going “short”) rather than gaining value (going “long”). Once an asset 
is purchased, the buyer is irrevocably espoused to its value. Buy a car and you lose the 
value of its depreciation. You have no choice but to sell it at a loss or hang on to it until it 
disintegrates. The same is true for a share, a barrel of oil and so forth.  

The situation with currency pairs is somewhat better, since if one currency in the pair 
depreciates, the other will appreciate proportionately. Unfortunately, currency pairs in retail 
forex trading are fixed. There is an asset called the EURO-GBP; there is no GBP-EURO.  

Luckily, forwards, futures contracts, options and Contracts for Difference enable us to invest 
in an asset’s losing value. Originally (and in commodities - still, to a great extent) shorting 
was created to insure producers against a market glut or unexpected lack of demand. It is 
a form of insurance, and it enables a producer to sell a future product at a lower price than 
expected but one that still ensures sufficient profit to continue production.  

A flower-grower, for example, requires a minimum of x to cover his costs. There is ample 
reason to believe that in 3 months’ time, when the current crop is ready for marketing, he 
will be able to sell his flowers for X+5. On the other hand, if his flowers are suddenly out of 
demand, he may have to sell for X-2. He therefore signs a contract with his insurer (usually 
large wholesalers) to sell them the flowers at X+3. He may be losing 2 units in the future, but 
he is assured of his 3-unit profit. 

Another way of explaining short selling is through the history of the term – being short on 
an asset means it’s missing. You have committed to selling something you don’t have. A 
shortseller expecting the market to fall will loan an asset at its current price and sell it. When 
the asset drops in price, he will purchase an identical asset at its lower market price and 
return it to the giver of the loan. 
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Day trading & scalping

Technology has made retail trading feasible - the availability of information and access to 
markets using online platforms. The great push to online trading came at the end of the 
1990s with the Dotcom bubble, in which a host of technology companies thrived and added 
value with no end in sight. It was not rare for people to trade throughout the workday with 
their laptop computers in parks, cafés and even at their regular workplaces. Because they 
were not fulltime traders, these people would open and close their trades within the space of 
a day. 

And thus arose a new class of traders - day-traders - who place short-term trades, closing 
them by the end of the trading day to avoid bear gaps and for whom paying overnight swaps 
is anathema. Before this, day traders had mainly populated the equity investment and fund 
management departments of major financial firms. 
 
Depending on their situation and resources, day traders usually ascribe to one of possible 
strategies: Trend trading (trading with the trend), Contrarian trading (waiting for a reversal), 
Range trading (trading within a defined range), News trading (monetizing announcements), 
Price action (pure technical analysis), Artificial intelligence (subject to the availability of a 
computer capable of running high-frequency trading algorithms) and Scalping. 

This last deserves some attention, for it is the ultimate in day trading - opening extremely 
short-term positions and closing them the moment they cover the spread - many small 
profits during the trading day rather than less trades of higher profit margins. 
 
To successfully scalp, one must be active when markets are extremely liquid (usually when 
2 markets are open simultaneously, such as the US-Europe hand-over) and using extremely 
liquid assets (such as the EURUSD) so that movements will be motivated by an almost 
immovable consensus, resulting in higher stability and predictability. 

Scalping requires a high level of concentration on one hand, but the ability to maintain self-
awareness and market consciousness on the other. It does not suit all traders, but those it 
does are ensured an exciting workday and hopefully an increasing-with-practice P/L ratio. 


