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1 Introduction - What This Ebook is All About

One day after analyzing my web site’s traffic | realized thastpeople were not
reading what | considered to be the best and most informpteees of writing
in my blog. As an experienced trader in the area of automaseting | knew
that many people could benefit from this knowledge and it sekm little bit
like a waste that it was sitting there -hard to find and forgottwithin my web
site’s archives. Then | had the idea to write a free ebook abpkople could
take advantage of all this information in a direct, straigivward manner without
having to roam the files and categories of my website in theckdar the article
they wanted to get.

The objectives of this ebook are several but the most impbaae is to share
with all of you part of my experience and knowledge pertagnia automated
trading. Those of you who have some experience on the fieldresdige that this
is a very unethical and dishonest business in which evegybedms to be selling
the latest perfect robot that will let you achieve your dreahfinancial freedom
with very little effort. My ebook seeks to show you the aill have written that
destroy this myths, tell you the truth about trading (thtougy experience) and
shows you that this is in fact a great way to make money if yewalling to make
the effort and achieve the level of understanding needed.

My ebook wants to let you know some of the basic truths of thisifess as
well as some of the tips | would have wanted to hear when | wasta¢his busi-
ness. Through the articles compiled within this ebook | teilk about truth in the
forex market, handling losing periods, designing tradiygems, etc. All the arti-
cles within this free ebook are available within my blog h#tfxreviews.blogspot.com)
and they have been compiled on this pdf as a way to provide gthudasy access
and an easier way to print and read the contents in a much nserefniendly
format.

2 Sharing This Ebook

This ebook is absolutely free and | encourage you to sharihitas many people
as you want on as many places as you want. As long as you keeprnltents of
this ebook intact you are welcome to send it to whomever yont\wad to post
it on any forum you want. One of the most important objectigéshis ebook
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is to make people aware of some important truths in automiadeling and to
save people a lot of money they would spend on strategiesdtvt work and
hopeless systems that are just designed to fail. If you firedethook interesting
and you want others to understand and learn the same thingdigavhen you
went through it, feel free to share it. As | said before, aglas you don’t modify
the pdf | have no problem with the publishing of this mateaalother websites,
forums, etc.However it is worth mentioning that you should share ALL the
pdf, partial sharing of the material is NOT allowed.

3 Truths You Should Know. Realities About Auto-
mated Trading.

3.1 You Say Profit... | Say Draw Down

Every time | read a forum thread that attempts to evaluatergulvisors, an
expert advisor reviewer website or an EA seller websitellzeghat most people
put the wrong focus in the testing of expert advisors. Todaylllfocus on a
very typical mistake people make when looking at tradingtstgies and how this
wrong focus can translate into loses in the world of foreigohange automated
trading.

Image you enter an EA seller website or a regular expert advesiewer
website, then you look at an expert advisor, what is the fisigtthey tell you ?
Without a doubt, the first thing most people analyze abouading system and
how most people evaluate these strategies is through therdand profit they
make in a given amount of time. In fact, the majority of expadvisor selling
websites just focus on this aspect of trading.

| have always found this to be a totally wrong approach to treuation of
trading systems. Why is that ? Because | certainly don’t daaé much about
profit because profit is a secondary aspect for me in tradimgntost important
aspect in trading for me is capital safety. That’s right. Marperienced traders
and fund managers will agree with me in that the most impoctharacteristic of
a trading strategy is how good care it takes of your capitalolld never trade a
strategy that made 50% in one month and then wiped my accomoinghs later,
| am not interested in taking very high risks in order to achikigh profits. As |
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have said, the most important thing for me is capital pres@m and how the EA
can trade in a conservative fashion.

So what is wrong with focusing on the profits ? Everything ! pineblem is
that when you focus on the profits you ignore the chance thenaated trading
system you are trading has of wiping your account or leavimg in a very bad,
deep draw down. What happens then ? Many people trade exjwsbes in the
hope that they will get amazing profit returns when in redtitgse profit levels
are tied to insanely high risks through unlimited or veryrhigarket exposures.

My advice is very simple. When you are examining a tradingesysyou
should know the maximum draw down level it has an the mechaisuses to
limit its market exposure (more on this on my ebook). That ligywou will see
that | often put much more focus on the reduction of draw doswels and the
control of market exposure through dynamic money managesystems than |
do in developing a system that can turn 500 USD into one miltiollars.

The question expert advisor creators and reviewers havekdhe&mselves
should be reversed. It should not be, can the expert make >eyn@nt should
be, how much money can the expert make with an X maximum dramndd
Of course, the estimation of the maximum draw down level ofratsgy must
be inferred through extensive reliable historical testrafidated by live trading
results.

3.2 Can You Trade Automated Trading Systems Successfully ?

| have always thought that the way automated trading systemgortrayed to
the general public is absolutely wrong. You buy a systemwilaks, you plug it

in, you see the profits roll in. Truth be told, nothing coulddwefar away from

the truth. Although | go into much greater depth about thsad@n my ebook, |

wanted to write a post today about what | think are the necgs$eracteristics
a person needs to succeed in the world of forex automateidhgyadd automated
trading in general.

To start | wanted to tell you something you will probably finely contradic-
tory : Not everyone can be successful in automated tradifigoQrse, you may
think | am totally wrong because you just need a profitabléesgsa person to
plug it in and then the system does all the work, right ? Welk definitely not
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that simple. First of all, automated trading is not free frpsychological effects
as it is usually portrayed by most EA sellers (more on thisinitny ebook) and
second, a person not only needs to have a profitable tradstgray the person
needs to know it is profitable and the person needs to be abled®it. As | have
said before many times, the market protects itself fromyewes making profit
from automated trading by making long term profitable autethaystems ex-
tremely hard to trade, as the turtle trading systems, magilpavould never trade
the long term profitable systems even if they were given totfar free.

So what characteristics does a person need to succeed matetbtrading ?
From my experience and the characteristics | have seen guethi@e who have
managed to trade these systems consistently, | could telaydeast the things
they have in common :

e They are willing to learn. This means that they are able tsgraew con-
cepts, take in and find new knowledge.

e They are willing to accept reality. They are all glad to fdrtfee unrealistic
profit targets offered by most EA sellers out there and malee@avith
what is realistically achievable with automated tradinlysons. The more
you cling to the huge (50,100 even 1000%) monthly returnsretf by EA
sellers the more time it will take you to be profitable with@uated trading.

e They do the work. These people are looking to become dedid¢atau-
tomated trading, they are not looking for a "set and forgeMADr some
other get rich quick scheme. These people take automatgicigras if it
was a job.

e They are not stubborn. This is a very bad quality, speciafiganse most
stubborn people end up paying for their unwillingness torliday losing
large amounts of equity. They are too ways to learn, listetihéopeople
who know or learn it the hard way, sadly most people have tmldangs
the hard way and few of them survive it.

e They do not have huge egos. | have found that people who faekt!3
month losing period makes them feel like failures tend tbifeautomated
trading. People who are able to accept that loses are comnabomegessary
in trading always have the fastest way towards profitableraated trading.
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Being stubborn and having a huge ego is definitely the wonstbooation since
these people (as | have seen) are usually very attacheddalistic profit targets
and are always in the quest for a holy grail. Sadly, these Ipeaften lose the
largest amounts of money and many of them end up quitting viiney realize
that what they had been searching for was just a mirage in thdlenof the
desert.

3.3 Ten Reasons why People Fail to Live From Automated Trad-
ing

| think that it is incredible that several years after the ibeong of automated
trading systems (meaning metatrader 4 commercial systmigjhe large number
of promises of wealth and richness made | know no one who has akle to
make a living from any of these automated trading systemsaise | do earn
my income from automated trading (most of it) | feel that | clime a little light
into the reasons why traders have systematically faileddohr this point and why
the current approach most people have to automated tradiingotwield them a
stable income in the long term. Within this post | am going titevthe biggest
10 reasons why | think traders have failed to live from autd#&rading systems,
even though the systems have been available for years.

Reason Onelgnorance. Put simply, most people do not know what they are
doing. People try to profit from automated trading withoubwimg how to trade
or understand the market. There is a failure to understamchwiading tactics are
sound and which tactics are dangerous and which systemsweititually bring
accounts to wipe-outs. This is the largest reason why pefajl¢o live from
automated trading and it is the cause of many of the otheonsdswill outline in
the following paragraphs.

Reason Two. Excessive RiskNew traders tend to want quick riches from au-
tomated trading and this usually comes in the form of exeessk. You will see
that when people see some profitable settings on an expesoadv they make
some unrealistic dreamy calculations using compoundeésteghey are prone to
increase the risk of the trading systems used. They do thi®wi any understand-
ing of the trading system’s inherent risk or its potentisdwirdown, something
which eventually leads to account wipe outs.


http://fxreviews.blogspot.com
http://asirikuy.com

please visit my blog and Asirikuy.com to learn more !

Reason Three Lack of Confidence This is a consequence of the first reason
and it is directly tied to the fact that people want to get fighusing someone
else’s system without any understanding of how it works. \ing how a system
truly functions is vital for success since knowing the expanner mechanism
allows us to know what market conditions are good and whictketaonditions
are bad. Understanding allows us to have a real grasp of &seme behind the
profit/draw down cycles our trading system goes through, aSMUf you want
to be successful in automated trading. Many people bellteunderstanding is
an option and that they can blindly trade something whicly tten’'t understand.
In the end, they will fail because they will NOT have confidemc their trading
system. | have seen this far too many times.

Reason Four. Expecting a Paycheck Many new comers to the realm of
automated trading dream of replacing their current 9 to 5§@b an automated
trading "cash machine". They quickly get disappointed witiezy realize that
forex is not a risk-free enterprise and that a constant nipimicome is almost
impossible. There are draw down and profitable months and ast long term
profitable systems the profitable months which make 50-100%teoyearly profit
may be few and far between while losing months will be fairpmenon. Ex-
pecting a paycheck every month is not realistic, since the&ketas not always
willing to allow you to profit. Definitely understanding thature of trading and
the nature of how profits are generated is vital for success.

Reason Five. Using Unsound Trading TacticsThis is mainly another con-
sequence of reason one. The complete lack of understanding people have
about the market and forex trading systems makes them usenth&rading tac-
tics which are bound to get their accounts wiped. Many pemgdert to systems
which use tactics such as martingale or grid trading withhibyges of generating
a higher return when in reality the only thing they are getiegas an uncapped
market exposure.

Reason Six. Lack of Risk Analysis.This reason is in line with the second
and explains why so many people get their accounts wiped Batple fail to
correctly analyze the risk levels of the trading systemg #re using. More over,
new traders usually calculate risk over invalid evideneelisas expert advisors
which are NOT back/live testing consistent) and also asghatethe historically
maximum draw down is the worst possible case. In trading wayd must as-
sume that the worse is YET to come and we have to set our riskaecordingly.
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Capital preservation is one of the most important aspedisding.

Reason Seven. Underestimating Live ExecutionThis is a very big point
and a problem which many new traders face. This point is daily strong
for people which want to use scalping systems profitably.yTdfeen trade these
systems in demo or backtest them with excellent resultse(thatt backtesting is
bound to be very unreliable due to one minute interpolatroors) and then they
realize in live trading that the number of profitable tradeshe profitability of
most trades is greatly reduced by spread widening, re-quete.

Reason Eight. Focus on Short Term Resultslt is a sad thing that most
people who enter automated trading focus on short termtgediliis is the reason
why people go through endless cycles of testing and reviggwinly to find that
in the end they are left with nothing. There is a very big fooasshort term
profitability (a few months or even less time for results) tine big focus should
be on LONG term trading and profitability. Traders will geteg®d with a system
that has been profitable for a few months only to run it and vy accounts
in the long run. They will also dump good systems that go thhomormal draw
down cycles due to the lack of risk analysis. It is a selffi@icing cycle that ends
with people being poorer and EA sellers being richer.

Reason Nine. Long Term Profitable Systems are VERY Hard to Trde. |
have always thought that this is one of the most importasimesawhy people fail
to live from automated trading. The truth is that all the eys$ | know which have
long term profitability in mind are very hard to trade. Theyé&éng draw down
cycles and extensive periods of consecutive loses whickemewk traders fail psy-
chologically. People generally lack the understandingykedge and confidence
to use these systems successfully and this makes them tesbtrategies which
are bound NOT to be long term profitable like scalping tradipgtems (as | have
said on a few posts, the creation of a long term profitablggugkystem is highly
unlikely due to the variation of the nature of short term nmoeats along different
market conditions, added to the difficulty in proving longteprofitability due to
inherent errors in backtesting when using short TP valuesrtingales and grid
trading systems which will only end with their accounts lgeiviped out.

Reason Ten. Lack of Capital This is another chief reason why people fail
to make a living from automated trading. You will often se@ple wanting to
go from 100 USD to a 10,000 USD per month income in just a fewthmnT his

11


http://fxreviews.blogspot.com
http://asirikuy.com

please visit my blog and Asirikuy.com to learn more !

is outright impossible. Most people fail to realize thatythreed large amounts
of money invested to be able to live from automated tradirdjthnse who invest
large amounts tend to lose them due to all the above reasbissiniportant to
know the capital requirements for a certain average yeadgrme and then have
realistic profit and risk targets.

So as you see, it is not surprising that | have met no one wies fikom a
commercial expert advisor. It is very hard to expect anyghatse when you
have people trading systems they do not understand, unideagag risks, us-
ing under-capitalized accounts and unsound trading tactiowever the fact is
that most of these things are likely to remain that way beedlusy appeal to the
marketing area. Traders will continue to use short term faol2 systems which
wipe their accounts in the long run with no real understagdihtheir trading
logic or their potential for success.

My hope with this blog is that some people will see that usitdeek box is
not the answer and that true success in automated tradingscisom hard work
and understanding, not from mindlessly testing everyttivag comes out of the
market in the hopes that something will be that "holy grail”

3.4 The Three Commandments of the Successful Forex System
Trader

Very often people will ask me what is needed to achieve sorneess in auto-
mated trading. | get asked if it is actually possible to limeaking money while
you sleep" and to exploit market inefficiencies as the markahges. Often peo-
ple | explain my line of work to are extremely skeptical. Faample a person |
met a few weeks ago at my sister's wedding asked how this wesilje and that
if this was possible, why isn’t everyone making a profit frdma forex market. Oh
well, it certainly is useful when you talk to people who hawsalutely nothing
to do with trading - as a matter of fact - | had not found mysekuch a difficult
position to explain something for quite a bit of time. In thedel told her that
- in analogy with getting to heaven and the ten commandmepéople do not
succeed with the use of automated trading systems becaggedhnot follow
some very simple principles. | explained to her that theeesample rules that
need to be followed when you trade these systems and thaitas - even if
only small - can end up making a person fail to achieve thenalté goal of long
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term profitability in automated trading.

On today’s post | want to talk to you about these "three condnents” |
explained to her and why each one of these simple rules idubbkovital to
get success in trading, specifically with mechanical trgdipstems. Of course,
some of you may disagree and some of you may agree but in ththesd are
the rules | have found to work for me and what | believe "raibesbar” so that
only a few traders are able to get to this point. Evidentlydehaot been enjoying
this position for decades and therefore | am still temptedi strive to stay with
my "three commandments of the mechanical system tradep&fhbly following
these three seemingly simple - yet very complex rules - veidkme in my way
towards a few decades of forex automated trading profitgbd). Do you want
to know more about these rules and whether or not they appjypto current
situation ? Keep reading to find out !

1. You shall understand what you are doing Perhaps this eliminates most
of the people out there who are currently wanting to becoroéitpble in the long
term using these systems. Understanding is a vital partarfess and achieving a
profitable position in automated trading will simply not bespible - from what |
have seen and experienced - if you do not perfectly undetstaerything you are
doing, the systems you are using and how automated tradingwidnderstand-
ing needs to be deep and should NOT be merely superficial. istaheling should
cover deep knowledge about your system’s logic, the inefiicy exploited, etc.
If you have not gone through at least a few years worth of saddhe system
you are trading in a trade by trade basis doing a trade by tradepth analysis
then you still need to go a long way before you can consideryiia truly know
what you are trading. In the end, any effort you won't do is Haresomebody
else will make and that someone will take your place as a ptdéitmechanical
trader. So if you want to avoid efforts, this is not the placéé¢.

2. You shall know what to expect.After knowing what you are doing comes
to know what you should expect. Traders who are successiiud) @gitomated
trading systems know exactly what to expect from their systethey know all
the characteristics of the systems they trade and preomdedy their predicted
draw down and profit periods are like. People who understaanl automated
trading systems and analyze them extensively know the acgwf their simula-
tions, the length of profit and draw down periods and all ottfe&racteristics of
systems. Again - as with understanding - we are not talkirautlh superficial
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understanding of what to expect. Anything that happens watlr system that

you do not take into account within your plan will make you wesessful so you

have to be prepared for every possible case. What if youesystaches a draw
down deeper than the simulations ? what if the system hadelthd number of

predicted consecutive loses ? You should know what the mganfithese events
are related to your system'’s performance.

3. You shall evaluate your systemsThe last commandment of the successful
mechanical trader is to evaluate. You cannot be succe$sfalitrade a system
with blind faith - because every system can fail - and cordusly evaluating the
performance of your trading system and the current markeditions is of incred-
ible importance to achieve success. Knowing when a worst-saenario will be
reached, if the current draw down cycle is too long, if thetesysis now too risky
to be traded, etc is one of the most important aspects of ssitdenechanical
trading.

For people who read this blog who are also Asirikuy membezdtitee above
mentioned commandments may have sounded very familiar efed to them
continuously within the Asirikuy website videos as the Agiy mantra : under-
stand, expect and evaluate. From my experience these impkeshings are the
only actual skills you need to be a successful system trader.simply need to
understand, know what to expect and evaluate performance.

Of course, easier said than done :0) Maybe the first point séefve the hard-
est - and it probably is- but the second and third are NOT asieeakKnowing
what to expect from a system requires extensive analysistarduires you to
have a very clear understanding about the role and limitatad simulations and
the whole way in which the system changes as market condisitamt to develop,
not to mention a deep understanding of system cycles, tkegneand compo-
sition. Evaluating is also not very easy to do since it reggithe confidence to
run your system on live accounts and to weather the profit aad down cycles
trusting your expectancy analysis to be right.

My advice for you is therefore extremely simple. If you wambe successful

in automated trading, follow the above three rules and | asarantee that you
will - at least- get to the point where | am today :0).
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3.5 Trading Reality and Automated Trading : Realistic Profit
Expectations, Looking at the Barclay Currency Traders
Index

A while ago | received a very interesting email from an Asigknember pointing
me to a database showing the past 20 years of performance &drex traders
and funds (the data was originally discussed in this ajtiddthough | had seen
the indexed performance of several currency traders b#fées the first time in
which | had found this data in such an organized and reliaskibn, put together
by Barclay Hedge. The Barclay Currency trader index,- ifirtbvn words- con-
tains "An equal weighted composite of managed programsttadée currency
futures and/or cash forwards in the inter bank market. 1r020&re are 119 cur-
rency programs included in the index". To sum it up, the Bar&urrency trader
index gives you a snapshot at what the professionals in thk die achieving
showing you exactly what profit expectations are more realéd which ones
are to be considered completely delusional. On today’sIpeant to write a little
bit about this data to get those of you who are unaware of Wisdtihdustry stan-
dard" is, a better perspective of what is and what is notsgedilly achievable in
currency trading.

In the world of currency trading - and particularly in autdetatrading - peo-
ple are often pointed out that it is "very easy" to achieveehamounts of profit
in the forex market. Moreover, real live results that show yacreases of 100-
1000% in a few months are not uncommon in the forex market ey appear
to show new traders that you can actually make a small forquiekly from a
small investment in currency trading. However new tradéenchave absolutely
no idea of what the industry professionals are achievinglatwedge funds that
deal with currency instruments actually get and therefbey often believe the
paid actors that pose as traders on automated trading s@esaying that they
have earned millions in currency trading in a few months.

The fact is that huge returns are possible with a huge maxikeiseire and the
problem with a huge market exposure is that it causes huge aifs of capital
as the market evolves. So this is analogous to a person wisothgrottery. You
get a huge amount of return in one run but if you spent all yottety money in
tickets, you would hardly ever win again or if you do, keeporgdoing this will
eventually wipe you clean. The market - | believe - has als®iting character
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which makes the systematic exploitation of market inefficies to achieve huge
profits impossible due to the fact that huge profits requirgehexposures, and
huge exposures - lead to wipe outs.

The golden question is then what is realistically possibl&ince there is
no way in which the "top" possible average profitability canibferred the best
measurement we have of what can be systematically achisveltkt the average
people in the field are actually doing and have been doing fongtime. | have
to stress here that the "long time" part here is very impodarte long periods of
time imply robustness and statistical significance. Anycaue triple an account
in 2 months, but doing it for 20 years is something very défér When you have
been trading for a long amount of time it means that you hames@und risk and
money management tools that guarantee your long term subgdsniting your
present market exposure.

1980 - 1990 57.74% 2000 4.45%
1081 - 1091 10,94% 2001 2.71%
1982 > 1992 10,27% zo0z £,29%
1983 - 1993 -3 3I% 2003 11.08%
1984 = 1994 -5.96% 2004 2.35%
1985 - 1995 11,49% 2005 -1.21%
1986 = 1996 €.69% 2006 -0.12%
1987 29.56% 1997 11,35% 2007 2.59%

1088 4.28% 1908 5.71% 2008 3.50%

1089 18.89% 1999 3.12% 2000 0.91%
testimatad YTO performance far 2010 calculated with reparted data as of
June-11-2010 08:05 US €T
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If you check the Barclay Currency Traders Index you will des the average
compounded yearly returns are not to die for. Currency teadeerage a 7.71%
compounded annual return with a worst draw down of 15.26%aicgy traders
are in average conservative. However looking at all the peofd draw down
figures of the particular traders you will see that averagepmunded returns and
maximum draw down figures are often in a 1:2 to 2:1 ratio, meguhat the
average yearly return is actually never better than twieartaximum draw down.
If you are thinking that these figures don't apply to you besathese traders
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don’t have the "flexibility" of small account holders, yoweanrong. Many of

these traders are NOT trading billions and many of them hawess to liquidity

you would only dream of so if anything trading conditions foost of these guys
are only better than for the average forex trader.

A very important thing about this index is also that it showet iversification
is the key to long term success with the sum of all tradersngia very smooth
equity curve over a 20 year long period. So probably a goableso learn here
is that using several strategies that are all long term tdétwill probably help
us reduce draw downs as it helps the Barclay Currency Tradéex smooth its
performance. As we have seen with the Atinalla project, tngai large amount of
diversification is very beneficial in the long term for traglistrategies.

However the most important thing about these profit and drewndfigures
is that they show us the true face of market exposure and whatgn expect to
be realistic. If in the best case your maximum draw down levékely going to
be around one half your average compounded yearly profitahmonthly 100-
200% return or a 100% yearly return for that matter are urgt@br excessively
risky for any sound investor. In the end, this currency tradéex tells us that for
moderate risks, forex investors should aim for a yearly paif0-30% if their
risk appetite is moderate.

Currently our Atinalla No.1 portfolio would hold a place mehe top of the
Barclay Index and for this reason | would be tempted to sayitha very prof-
itable. However we must consider here that the portfoliort@deen run for 20
years on a live account and only time will tell us what its q@alfit and draw down
targets are. Nonetheless the most important thing abonaldiproject portfolios
is that they are traded with a very good profit expectationaaW&RY clear worst
case equity-loss scenario in mind, which is 36% for the Alénido.1 Portfolio.

3.6 Protecting Your Account Against Inflation - A Concern For
Long Term Forex Investors

Of course, when you hold a large amount of money in any cuyrémat is not

subject to any fixed interest you will tend to lose a part ofrjioMestment as the

intrinsic value of the currency changes inevitably towardtswver value over time.
Currencies are all going to eventually lose value mainlyase countries need
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to have more currency available but don’t have the necesgaaith to backup all
the currency’s value, this leads to a depreciation of theeculy and an increase in
the value of goods and services acquired with it. On today& pwill be talking
about inflation and about how we can trade the forex marketseifong term with
hedges against this ever-growing monster.

Generally speaking, inflation is simply the decrease ofealfia currency
over time caused by a wide variety of factors. These caushsde government
spending (printing money), large injections of capitahfrother sources (like it
happened with Colombia in the 90’s in which inflation reacth8&b6 due to drug
dealing contributing at some point 20% of the GDP), etc. tidtais simply the
result of a currency being less valuable because there i money and less
wealth to back it up. — This is actually not bad and healthynecoies maintain
a certain degree of positive inflation which usually ostd$abetween 1-3% each
year. Having deflation - which is the opposite effect - usuakhppens during
or after a recession where most people are simply not spgratiy money and
therefore the intrinsic value of the currency increasescklat spending means
lack of liquidity and movement and these of course meansdébkisiness, jobs,
etc.

The problem of course comes when you realize that if you halertain cur-
rency you will be losing X% of the currency’s intrinsic valaach year over time.
Soif you purchased a car today for 20K USD, in 20 years thishmse could well
be 30K or more. Effectively inflation has the potential to &iput a substantial
amount of your forex gains depending on the amount of monaynyake and the
currencies you hold so hedging against inflation is somgthiest people who
hold long term investments in currencies do.

How can you hedge against this problem ? The easiest way to @as buy
a commodity which has a "non-variable intrinsic value" anotbht for the same
time in which you hold your currencies. Of these commodiiége most popular
- is gold. Since currencies lose value, they are bound toedégie against gold
with time as gold will inevitably gain value as the purchaspower needed to get
it becomes bigger. So the best thing is to get a hedge of the satue as your
investment with gold.

The ideal isto geta 1:1 leverage account and simply investaime amount in
gold so that wild swings in gold can never cause a wipe outrderdfor this hedge
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to be effective you would need to make your yearly additiansa between your
currency trading and your gold account in such a way that gorease their value
in a similar fashion. This means that your money- when yoa ta&ut- will have
the exact same value it had when you invested it and therdowvitio loses due to
inflation and substantial gains due to increases in goldisevéwhich in the end
just even out inflation for the currency you used to inveshisTnvestment could
also provide you with diversification as the value of goldlddue increased by a
value larger than inflation due to the demand for gold - in the €it is a good
way to diversify your investments and provide a good hedgenag inflationary
pressure.

Of course, if you simply cannot afford to do this in the longnethere is no
problem. The only effect will be that inflation will affect yoinvested capital to
a point where it may lose some value during the course of thefa® decades.
However, if your average yearly profit is above 20% this Iessaund to be less
than 10% of your profits so in the end your forex profits can asoount for
inflationary loses.

3.7 The Ability To Make Money : The True Reward of Forex
Trading

One of the biggest reasons why most forex traders fail to bftable in the long

term or the reason why most are unable to achieve their fiahgoals through

trading is usually lack of capitalization. | have spokenesal/times about this
issue and the fact that most - if not all new traders - seek hiege financial

independence with a usually very small account in the or@ié&-10K or even

less. The truth is certainly that this is not possible in @a&ned manner over a
long period of time.

Even if your needs were as low as 1K, producing 10% in averagey enonth
is most likely impossible as the self-limiting characteird@fficiencies in the mar-
ket would prevent this achievement for a very long time. Asadter of fact, there
are no examples - to the best of my knowledge - of people whe hahieved
this degree of proficiency for at least 5 years with most peegio speak about
this profit levels being "sustainable™" achieving them in Biperiods of time. It
therefore remains true that such targets are unachievabler statistically sig-
nificant periods of time (5-10 years) (if you have real evickenf an example of
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someone who has achieved this please do let me know!). - - Whiyedbest fund
managers and traders in the world earn so much money if tbeirns - to the
beginning forex trader at least - seem so humble ? The tr#bttisally that mak-
ing money in the market (and keeping it !) is extremely diffiand achieving
proficiency that allows survival under many different markenditions is very
difficult. The ability to stand through deep and extendedwvdilawn periods and
the ability to have confidence in one’s strategy is a vitat paachieving this hard
endeavor.

This is why when you are able to achieve profitability duringtatistically
relevant period you can say that you have acquired one ofatfestrabilities in
today’s modern financial world : The ability to make money.u¥aave indeed
succeeded in the use of trading strategies to exploit mar&#iciencies in a sus-
tainable fashion, something which is terribly difficult to dnd absolutely valu-
able. Even if you did so only with a 1000 USD account, the faet tyou now
master this skill makes your income potential effectivatyilless.

After taking this step at mastering the ability to make moit@g now time
to make forex trading a real business for you. If you reallyita make money
trading, then you cannot limit yourself to the trading of yown capital, you need
to start managing other people’s funds in order to increase yicome potential
to levels which fit your life style. With a five year verified tiarecord there will
be many people fighting for you to manage their funds and | sanra you that
you will not have problems finding people willing to get theelisification and
"higher than stocks" average yearly return you will be offgr

In the end you need to focus on developing your ability to nakaey and
you need to think about trading as a business to sell thigtyabiDo not limit
yourself to your own capital. If you truly have the skills t@ke money then there
should be no fear in sharing this ability with others. Youlwiplain them all the
risk and your track record would also show the ups and dowascofear trading
period. In the end your ability will shine on its own and evégau can "only"
make a 15% average yearly return, you will have literallyliorils of dollars lined
up for your management.
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3.8 Ten Reason why using Scalping systems is NOT a Good
Idea

There has always been something very attractive aboutisgadpstems for most
forex traders. Profits are never given back, trades are &eeeund left quickly
and profits seem to have the opportunity to compound fretjuant! with great
success and returns for the trader. However, people ofteth dalize the true
characteristics of scalping systems and specially why xistence of a long term
profitable scalping system is terribly unlikely. By scalpisystems | mean strate-
gies which have very small TP or exit values (below 6 timessihead). Today
| am going to dedicate this post to give you the ten chief reasehy | believe
scalping systems CANNOT be successful in the long term andywh shouldn’t
use them as part of your long term trading portfolio.

However | want to make it clear that | do know a few traders wke scalping
during their day trading quiet successfully but their gigas are methods, not
systems, and they are adapted by their experience as mam@itions change
(note that this adaptation is not programmable due to thehat it is extremely
discretionary). They are NOT systems with strict logicdzhaules which is what
| will be discussing in this post. So why can’t scalping systebe called long
term profitable ?

Reason One. The nature of the short term movements in the magk. It
is true that markets do behave in a somewhat "predictableheran the longer
time frames. Movements in the longer time frames are theemprence of fun-
damental reasons and they obey mass market behavior. Tiedradable market
inefficiencies in the longer time frames which appear to lieroanstant as market
conditions fluctuate because mass behavior remains fairlgtant. However, the
nature of the short term movements does NOT obey mass behavimovement
of a few pips on a given currency pair can happen for many reasdhere is
simply no long term tradable inefficiency associated with because it would be
like predicting when someone is going to exchange a few aniltollars of one
currency for another. It could be an import/export paymartank fund transfer,
etc.

Reason Two. Any inefficiency is bound to disappearl have talked to sev-
eral traders about this and those who use scalping totatleagith this state-
ment. If you find any tradable inefficiency in the lower timarfres which can be
exploited mechanically, it will change simply because th&ure of the transac-
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tions in the lower time frames is very variable. It becomemntlextremely hard
to find and inefficiency which remains constant during longitperiods because
the transaction sin the lower time frames simply do NOT rentainstant, they
are ever changing and they change drastically when marketittans change.
Something which does not happen with wider movements.

Reason Three. The Risk to Reward RatioOften you will find that scalping
systems try to remedy the above by using very unfavoralitetoiseward ratios.
It is quiet common for scalping systems to risk a lot for dditirofit with a simple
streak of 5 consecutive loses wiping 2 years of profitabldesan some cases.
High risk to reward is the dumb way to fix a trading strategyy woe increasing
your probability to be right by increasing your risk when yewong. When the
system loses its positive mathematical expectancy -dubeadasons outlined
above - the system will fail, big time.

Reason Four. Live Execution Variables.Due to the fact that scalping sys-
tems work on very small exit parameters market variablegedlwith execution
become extremely important for these trading systems. &equand slippage
become terribly important as they may account for a veryi@amt percentage
of the profit of the trading system. For example, a tradingesyianay seem very
tradable and profitable on a demo account but live tradingreskeal a lot of re-
guotes and slippage which will remove most or even all of tldifability gained
by the trading system.

Reason Five. The importance of the spreadScalping trading systems will
have a hard time when dealing with market spreads due to théha the spread
may be a very important part of the system’s profits. Sincealéding and
simulations do not cover the effect of spread widening itasyikely that the
profitability of a scalping trading system will be GREATLY evestimated by
either forward testing on demo accounts or simulations.

Reason Six. No accurate simulationsSince scalping systems take low prof-
its they are VERY affected by one minute interpolation esrof the metatrader
backtester, add to that the fact that spread widening aecekecution problems
are not taken into account and you will find that simulatiorBEATLY under-
estimate draw down and overestimate profitability. Of splembncern is the fact
that this differences will NOT be noticeable in the shortrtesince the winning
percentage of these systems is usually high. It is commothése differences to
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become apparent once the system is live traded for a longgand the number
of consecutive loses or the maximum draw downs starts todre et of propor-
tion. Usually this underestimation of draw down is VERY innfamt, with real
draw down being 5 or even 10 times higher than that predigtesirbulations and
forward testing.

Reason Seven. Profits are VERY sensitive to lose®ue to the fact that
the risk to reward ratio of most scalpers is so high and thetfet demo and
simulations greatly over estimate the profitability of hystems itis VERY likely
that the maximum draw down will increase when live trading.most scalping
systems, if the number of consecutive loses just increagesrbere 2 or 3, the
system will face a wipe out. Long term profitable systems vatlorable risk to
reward ratios don'’t suffer from these problems leaving rdomunderestimation
of loses within simulations without significantly affeagitheir profitability.

Reason Eight. Broker DependencyScalping systems act on price variations
on the lower time frames and on these time frames the difteehetween broker
feeds are the most prominent. Just if there is a 2 secondetiife between the
closing of candles on each broker, results are bound to beletely different.
Even more, the mere fact that the bank feed of each brokeffeseht is likely to
cause very different results between them. Add to that tbetfeat each broker
has different live execution and spread widening and yolfind that the results
of scalpers are rarely reproducible and extremely brokpedéent.

Reason Nine. Scalpers pay a LOT of commissionsFor me one of the
greatest problems of frequent trading and getting a smalitps that mainly
your trading system is working FOR the broker. For example trading system
executes 10 positions each day, you are paying the brokemE3 the spread
each day, which means that the broker is getting a great gudwfprofits. Even
if trading frequency is reduced, the percentage of your tgrafhich is equivalent
to spreads will be great, often 10-50% of your total profitabiTrading like this
has never been sound in my opinion in the sense that the pagingmmissions
is maximized. If you use an ECN broker for better executibe, problem only
becomes bigger due to the higher cost of ECN trading.

Reason Ten. There are NO long term profitable scalpersThe chief reason

why | do not use scalpers and why | sustain that all the abasores are perfectly
valid is that there is NO long term profitable scalping systdimere has been no
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scalping system that for the past 5 years has been able toagepeofits consis-
tently. While | have seen many scalpers come out, reach a femthm or even

a year or so of profitable results only to go down in flames aketaonditions

change or any of the above reasons appears to be true. Maple pewve worked

on scalping systems, and yet no long term profitable systasadrae out. People
always get excited with simulations and live trading reswithout taking into

account ALL the above problems and this eventually leadstowant wipe outs
due the underestimation of loses and the use of excesskve ris

| hope that all the above reasons are convincing enough eldreghe reasons
why | do NOT develop scalping systems and why | don’t consttlem reliable
systems to reach long term profitability.

3.9 Profits for Today or Profits for a Lifetime... Think Differ -
ently

It is funny how the world of automated trading works and howshypeople view
automated trading systems. In general | have found peopleatitomated trading
systems as a "way out" a way towards quick riches, streesafmney-making and
a sure-way towards a life of luxury. | believe that my visidratgorithmic trading
systems has developed to stand far away from the most comppnaches to
expert advisors and | believe that this is the reason why sbisiard for me to
communicate my train of thought to new traders. On todayst pavill try to
explain to you why my vision about automated trading is stedént and why |
think it is the most sound and reliable approach to this topic

How do people view automated trading anyway ? | have fountighaple
around the metrader 4 scene are rarely experienced tradest.people around
this scene are either experienced programmers or inexgedetraders with the
idea that trading is a way in which they can get a lot of weattla ivery small
time frame. People truly believe that they can make a hugamedif they could
only find that "holy grail" that will produce a lot of profit witlittle or no draw
down through an infinite period of time. People lack any kremgle about system
development, trading strategies or trading in generallfat iatter. This makes
people stimulate the development of systems which caneatedivort term results
to satisfy people’s immediate need for reward (as | have inieadtl on previous
posts on this subject).
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What you get from this mess is the actual state of automaaelhiy and retail
trading. You get people looking for a trading system "that juorks" and getting
their accounts wiped time after time after time when theibrgdystem which has
been giving results for 6 months or a year suddenly stopsinwgr&nd starts to
bring the account into heavy draw down. Why ? - people ask plsitlmecause they
were using a system that had no possibility of being long terofitable. People
generally use systems without ever thinking : Will this gystbe profitable in 10
or 20 years ? Is it based on sound trading tactics and prepl

Here is where | believe that my way of thinking is completeiffedlent. The
first thing | ask myself is that exact question : Will this srstbe profitable in 10
or 20 years ? Is there a high like hood of this being the case&3his is rarely
the case for commercial systems | usually get into a lot adleda with people
who strongly believe that the system they are using is ptétébecause it has
been giving profits for 1-12 months) but they fail to graspfte that there is no
evidence that points to the system being profitable throbhgmext few decades.
Moreover, they ignore the logic behind the system and theytdmow if such
logic uses sound trading principles or if it is bound to bedemed unprofitable as
time goes on. The fact is that most systems use tactics thahewitably lead to
wipe-outs in the long term.

| am a trader, who thinks like an investor. When your livingperses depend
on the money you generate with your automated trading systémot only be-
comes important, but vital, to develop trading systems yau @bsolutely trust
and work with, with the confidence that everything that cdogddone to prove
their long term profitability has or is being done. It is a reattf changing time
frames. | am thinking : Where will my systems and trading b20ryears ? Not,
how much was the system’s profit in February ? What | have taedevelop
through time is the only reliable approach to trading | hagerbable to find, the
design of systems with sound trading tactics that have tjedsit possible chance
of standing the test of time.
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3.10 Deepest Pocket Wins ... Argumenting for Once and for
ALL why Martingales CANNOT be traded Profitably in
the Long Term

| have to say that | become a little bit irritated each time Iggoline and have
a conversation with someone who argues in favor of martengading systems
or when | see an EA seller selling this wonderful martingadpegt that gives a
100% monthly profit. For this reason | decided to write thistgdoday, this post
will give all the arguments, once and for ALL that clearly shavhy Martingale

trading IS unprofitable and CANNOT be traded profitably in Al¥ssible way.

This analysis will also apply to any type of system with a $&mprogressive
money management scheme. Before continuing, this post imeant to be rude
or mean against people who trade Martingale systems, thigiisly to show you
that it is not reliable and will eventually lead to the lossbifyour trading capital.

As you all know, the Martingale system, developed in the I&htury, is
a trading system in which a trader will double his stake wheridses a trade
resetting the count after he wins a single trade. What is thblgm with this ?
Well, the first problem with this is the exponential increasgsk which make the
system eventually risk very large amounts of money for vergsprofit amounts.
| will now try to argument against each one of the points puiverd by people
who trade martingales :

e If my account size is big enough it will not be wiped out. Thesan awful
mistake. Martingale systems will always wipe an accoungahbse the in-
crease in risk is exponential while your increase in equtyner. That is,
increasing your capital from 1000 USD to 10,000 USD does ngtjou 10
more losing trades, it just means 2 or 3 more losing tradesveder, you
will not lose 1000 you will lose 10,000 USD.

e But if my system has X maximum consecutive loses then ingrgasy
capital by Y will make the system safe. Wrong again. The fhat t/our
system has X consecutive loses in historical testing ortegéing does not
mean it cannot have more. All trading systems may face a aegg Ihnumber
of consecutive loses. In practice, you will never be ableustan more
than 10 consecutive loses, something which is likely to oedgth almost
any trading system. You are playing the deepest pocket gemgambling,
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when two players are going for martingale strategies thewatiethe most
money wins. Who has the deepest pockets, you or the market ?

e Ok, | accept that my account will eventually be wiped out, boer if |
withdraw my profits | will still win in the end. This is a very iv& argument
in favor of Martingales. If wipe outs will always happen, whiis the case,
the frequency in which these wipe outs happen is unknowmrsexiample,
you may get a wipe out in a month, then one next year then 8 tweafter.
In the end, a series of wipe outs will remove all profits frora girevious
runs in which the trader was lucky.

Can money be made from Martingale trading ? Of course, anceynoan
also be made in Vegas. When you trade a Martingale systemhvifistatis-
tically shown to wipe any account and eliminate any accutedlgrofit either
through successive wipe outs of opened accounts or thrdwglvipe out of a
single account with all the profit you are simply betting asticcess. Gambling
is something that should not be done in trading. You know tthaite is a saying
in trading. If you are going to gamble go to Vegas, at leastiiireks are free. If
you are considering or trading a Martingale take all the alpmints into account,
they are based on sound and proved arguments.

3.11 Messing with an Expert Advisor... Five Reasons Why you
Should NOT Intervene

One of the things | have found most common regarding new tsaated the way in
which they approach mechanical trading systems is thatakeeyery likely to in-
tervene with the trading of an expert advisor for a largeetgrof reasons. People
justify intervention in many ways : "I knew the news would lesjtive/negative”,
"the market was too volatile”, "I knew it would come back'¢.efThe truth my
dear readers is that these are mere excuses which ariserfseicurity and lack
of confidence. There is no way in which someone can know blefm@ how the
market will behave and intervention is - truth be told - a n@ctimanical modifica-
tion of a trading system'’s performance which may lead to ey consequences
in the long term.

Within this post | want to talk to all of you who like to "mess'ittv your
automated trading systems to tell you the reasons why | kinatvibtervention
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with an expert advisor is almost guaranteed to be detrimhentae long term (at
least with long term profitable systems). After you read gfost | want you to
reflect upon your trading and address the issues you havaednegdhe systems
you are currently using so that you can truly use them sufidgss the long
run. So here are my top 5 reasons why you should NEVER meddteywour
automated trading system.

1. Ifitisn’t broken, don’tfixit. This very simple saying applies to automated
trading as it does to taking apart a perfectly good eleatrdevice. If you have
analyzed your trading system and you know it has adaptivalibjes and it
can survive a different array of market conditions then winyhie world are you
intervening ? What you are doing is changing the overallgrarance of your
system to something which is non-mechanical and not evedugbu are in fact
taking something good and making it something unrecogiezab

2. You cannot predict the future. If you think about it, you don’t know where
the market will be heading and you have less statisticaificetion to intervene
than what your EA has to do whatever it is doing. If an EA hasba®fitable
in months of live trading and 10 years of backtesting thekmiows" the market
better than you do. Could you have taken successful tradekd@ast 10 years
with an overall statistical advantage ? The expert advisgbradd you are how
trampling all over it like you have an edge it doesn't.

3. You're not thinking about the long term. The reasons you are modifying
the trading system is because you fail to evaluate the bimiqg@cyou intervene
on one or another trade merely because currently you ardauttabandle a loss,
you are desperate to capture some profit (you hate giving)pettk You simply
LACK confidence on what your mechanical system is trying tacadd you are
just damaging its mechanical edge by introducing "what yooktis best" when
actually what you are doing is taking an emotional non-medadecision which
will be damaging to the system in the long term. This decisnaty seem rational
to you but it is outside the mechanical rules and it should N®@Taken.

4. If improvements can be made, then code themlf you feel that there
is something the EA is doing wrong then code the improvenreatmechanical
fashion and see if it is translated into an overall improvenie profitability. You
will find out that many of your "interventions" are detrimahin the long term.
For example, some people are very uncomfortable when sgsiam back profit
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and they quickly jump to suggest a trailing stop. Then whentthiling stop is
implemented you see that overall you take more profit but y@s mome prof-
itable runs which accounted for a good portion of the systgumofitability. You
need to have statistically powerful reasons to introducdifitations the "I feel
like it", "I think" way of modifying trading does NOT work irtte long term.

5. The market’s alluring short term compensation. People usually justify
intervention by saying "it has worked for me in the past" ahd truth is that
in a long term profitable system intervention may reward yoery substantial
amount of the time. So you will be happy to intervene 75% ofttime or even
more. However, the truth is that sooner or later your meddiiill have dire
consequences for the strategy. You will someday intervaddafeit a profitable
trade which accounted for a large amount of the yearly gaiies,| can guarantee
that you will regret intervention in the long term.

Again, the truth is that intervention is nothing but the nfestiation of the
emotions that are generated when you lack confidence. Ifrysta system and
the way it handles the market then you simply let it do its ghinf you think
it can be improved then you do a rigorous historical and sttesil analysis of
hundreds of trades and introduce modifications within thdecdy intervening
with an expert advisor you are simply destroying its tradexgic and making it
be something different which is non-mechanical and hasnteioeresults in the
long term, taking away all the validity of simulations, pi@ys live trading, etc.

My advice is then pretty simple, analyze a few hundred tradealyze the
logic, know when the system is bound to lose trades, whenngwhow it wins,
how it loses and learn to be comfortable with the histoncadlen periods of loses
and profits. Most people are simply lazy and don’t want to de &imd they pay
for this laziness with an overall lack of confidence, undatyeand by intervening
with systems and changing their long term behavior and pimfity. It is difficult
not to intervene and it takes years of practice and expezitmbe able to restrain
one’s self, for some people these words will be enough, foerstit will take the
messing up of a strategy and the arrival at an unprofitableaseto learn the
lesson.
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3.12 The Market Fights Back : Five Ways in Which the Mar-
ket Protects Itself from Massive Mechanical Exploitation

When | started my journey in automated trading it was only dentefore | asked
myself a very important question : Why doesn’t everyone freen automated
trading if it is so profitable ? | bet many of you have asked gelwes the same
guestion and you haven't found any answer that clearly yellswhy every aver-
age Joe out there who knows about expert advisors isn'gifriom them. | used
to have several long discussion with fellow traders and thsial answer - before
| started living from these systems - was "they just don’tkioiClearly simple,
if the systems do not work, then nobody can live from them, @frstory.

However, upon a closer inspection of how the successfuésyst know work
and their trading characteristics | have come to a set oflasiuns that show us
why - even if everybody knew them and traded them - only a feapfeecould
ever be successful using them. On today’s post | will distiedive main ways
the market protects itself from the massive exploitationma&fchanical systems
giving you an idea of what you are getting into if you want thiage long term
profits with expert advisors.

1. Profitable systems have long draw down periods.One of the things
that | think makes the massive exploitation of long term pabfie systems likely
impossible is the fact that draw down periods of profitabltems are extremely
long and very hard to endure for most people. If you don’t usded what the
system does and you have been in draw down for 300 days, tmemao sense
would dictate you stop trading the system. When people tsadeething they
don’t understand they easily fall prey to fear while if theéteanpt to have "faith"
on the system they will get their accounts wiped if the systémps working.

2. Worst historical draw downs always get worse Another very important
aspect is the fact that the market will show you a darker sfdesdace as time
evolves. | have seen many people trade systems with highensks saying "in
a 10 years backtest its maximum draw down was 60%, so I'll & fiffhis is a
big mistake. The worst performing point in the past does omdast the worst
point in the future. A system may go into a deeper draw dowhéfature and if
your risk measurements don't take a deeper draw down intouatthe system’s
future regular profit/draw down oscillations will take youto
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3. Long term profitable systems are unattractive.People generally look for
systems that show short term results, high profit rates agld f@coveries from
loses and therefore long term profitable systems simplytdadittract people. If
you were selling these systems probably only a bunch of pewplld ever buy
them and this is because their profit targets are not verydmgltheir draw down
periods are long and their draw downs deep. So in the end @aoplsimply not
attracted to these systems and prefer to trade much morewarsgsystems.

4. They give back. | think that a very good reason why people don't like
long term profitable systems is because they have a strodgrien to give back
profits a significant amount of the time. The turtle tradingteyn can have a 1800
pip profit and come out with a 200 pip loss. Most people will gegry, won't
understand this and will run away from the system saying ithddesn’t work.
They simply do not understand the reason why this "givingkbaéappens and
why it is done to preserve the probability to achieve a trgdiystem’s potential.

5. True understanding is needed.Due to all the above reasons, the chief
protection of the market against the massive exploitationechanically tradable
inefficiencies is the fact that a true understanding of thstesys is necessary. If
you set and forget you will fail due to the above reasons. Yduprobably get
out on a predicted draw down cycle, modify the system etbriakry to make it
"avoid giving back" or you may just attempt to trade the syste blind faith and
wipe your account when the system has simply become too tiskg traded.

After | realized the truth behind all the above reasons, dsegh and trading of
long term profitable systems became much easier. In the enghdist important
thing is to know exactly what the system is doing, why it is bdto work, how it
works under varied market conditions and why and when thiesyss bound to
make profitable trades. It is extremely important to knowltmg term statistical
characteristics of the trading systems and to constandiuate the performance
of the strategies against what you learn from previous fagihg and simulations.
In the end few people will be able to achieve the understanadéeded to defeat
the market at its own game. Hopefully you’'ll be one of them :0)
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4 Expert Advisor Evaluation

4.1 Trading on the Edge of the Charts...Why Visual Backtest-
ing Does Not Work

It seems that the first thing that anyone does when they amtengt#o examine a
potential trading system is to go down the charts and anaghgeotential trades
that would have happened from time to time. That is, peoplevdat we call
a "visual backtest" which is merely the optical evaluatibtrading possibilities
over a chart over a given (usually small) period of time. ¥idaacktesting brings
many problems to the evaluation and creation of automatddvaanual trading
system, often because profitability is over estimated byp#reon who does the
backtesting who is already "biased" in a certain sense tiswvde profitability of
the systems he or she develops.

What are the problems of visual backtesting ? Well, for onestnpeople
seem to underestimate the problems related to how manyaitodgcare portrayed,
often traders will analyze systems with indicators thatrep(change past values
due to future values) and because of that they get a greatgtapility, there is
also the fact that people tend to underestimate the exit® ey already have
access to how the whole picture developed. They say, | waatldygt here because
"this" happened but "this" is usually a particular criteafgplied to a single trade, a
criteria that gets somehow twisted and adapted as the tda@srthe backtesting.
Visual back testers tend to hate taking loses and they ysualtify the rules of
the system "on the fly" to avoid the taking of loses. This ofreeymeans that in
the end the trader has a system that may have worked veryavelldmall set of
particular trades but will fail to work in the future or fughaway in the past.

What is the correct way to test a strategy then ? The best wagta strategy
is to simulate what real trading would have been like. Théesaway to do this is
to use the metatrader 4 strategy tester as a "real life" maxgerience. You just
need to edit any expert you have and place a // before the S&ddrfunction on
any lines that start with it, this will make the expert unatdepen trades. After
this, just load the expert into any chart and do a visual lestldf the period you
want to analyze. This will give you an "evolving" view of theanket and you will
see it how you would see the market in real life. With the atlvge that you can
"fast forward" and see where your trades would have endets allows you to
apply any indicator/price criteria and see whether it waaidt would have not
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generated you profit in the long term.

When | am teaching someone how to trade this is one of the Hirsgs | do,
we will open up a strategy tester and we will "simulate” ramdentries on the
visual backtesting and see where we would have got out oésrédaly simulate |
mean that we will just draw lines on the screen and keep thardemn an excel
sheet since no actual trades can be entered while on a bcHieis teaches in a
very practical way how to handle market exits and how the etaskviewed "on
the edge of the chart". Viewing the market before "the edgesomething that
will never happen in real life so why would you ever practicing a system on
charts that have already been drawn ? If you think aboutdipés not make any
sense because the whole perspective changes dramatycallwill see that after
doing this exercise you will get a very good perspective af you interpret and
react to the market. Generally | have several metatrad&rinss so that me and
my students can analyze both short and long term tradingeetises.

4.2 Knowing Before Knowing, The dangers in Hindsight

One of my new pupils in forex told me that he had been goinguincsome auto-
mated trading system websites and that he payed closeiatiémthe disclaimer
shown at the end (shouldn’t we all pay attention to that diseér). He wanted my
opinion about hindsight and why it is important to considevtien trading either
a manual or an automated trading system. Since this is aenegly important
subject | wanted to dedicate today’s post to the discusdibimdsight and how it
can affect our trading negatively, specially when evah@tiscretionary trading
strategies. What is the problem of hindsight ?

To begin with, having hindsight is knowing something befiteappens, that
is, knowing the future. When we are evaluating our automatedanual trading
strategies we have the benefit of hindsight. We all know th&ELED reached a
high near 1.60 and during the next year dropped to near 1.29knbbw that the
pair then rallied towards 1.5, we all know this. What is wraigput this ? Well,
it depends. | thought that | was barely affected by hindsigtitl | discovered
that on an statistical study of a system | was doing on the EX3RY | had been
subconsciously suppressing short positions before 2008ay positions after
mid 2008. | was in fact getting better results because | kndatwvas going
to happen and | was subconsciously looking for profitableltes This is an
innocent, bad consequence of hindsight, | was overestigatiofitability.
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Of course, there is a much more evil side to hindsight. Exfdvisor sellers
looking to get very high profits in backtesting results caeaifvely manipulate
their systems so that they "know the future" and trade in @eeaingly profitable
fashion on historical data. Obviously if the system has dmgt" of the future it
will most likely achieve very high profitable returns. Thesthe main reason why
we cannot trust mere backtests from EA sellers, we alwayd hee tests that
show consistency with the backtests so that we know thatysters behaves the
same in real live trading conditions as it does in simulation

Then it gets worse when systems are designed around hind#ighan ex-
ample, it has become popular to trade grid systems on the E”JR/or the
AUD/NZD based on the hypothesis that this pairs are rangadhodow do you
know they are range-bound ? As a matter of fact, had you madsatime hypothe-
sis 5 years ago you would have gone through some very bad extgygsions that
would have wiped your account. Backtesting strategiesdteabased on a range
that we know now but previously ignored obviously yieldsffir@ince this range
did happen. But could you have foreseen that range someh@ada ? 2005 ?
You couldn’t have. The same applies now, could you foreseedhge that will
be in place in 2020 ? NO ! Will there even be a range then ? As gaisee, grid
trading is a perfect example of a system designed aroundiginickhat assumes
the future will be the past, nothing could be more wrong.

Hindsight is a very powerful force. When you evaluate or pang either
your automated or manual trading systems you should be \&sfut to leave
hindsight aside. You should always consider that a healfgiesn must have no
assumptions either about the past or the future, good longpeofitable systems
trade as market conditions change and have no assumptiousaddsolute ranges,
past trend directions, etc. A good system trades the maskétpays out and
assumes nothing about where it is going or where it has gomsenply trades
when the market shows a certain scenario it has been progrdntonreact to,
then it takes advantage of it.

4.3 Curve Fitting Trading Systems... Can it be Avoided ?

Imagine that you have dedicated several weeks to the dewelojof a profitable
trading system. Your simulations are showing you brillisggults, so you decide
to test your system on a live account for a few months. Thendiscover that
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performance is nowhere near what you expected. What is w2digll, the most
probable explanation is that you have curve-fitted youresysto past data and
therefore your system is unable to behave similarly on @uifit data set. On the
following paragraphs | will talk to you about what curveifig is, how it affects
system development and how we can develop systems to avseiddamingly
unavoidable curse.

So what is curve-fitting anyway ? Simply explained, the tesrderived from
the fact that any given "curve" or data set can be accounteoyfa given math-
ematical function of arbitrary complexity. That is, you caways find a mathe-
matical function which can predict with absolute accurdtyhe items of a data
set. However, the function may have absolutely no predigiower. For example,
take into account the data set 1,2,3,4. Can you predict tktennenber ? You can
immediately think of a function which can predict all thenite of the data set but
can it predict the next one ? Well, what if the next one was I#% your function
has no predictive capability even though it was able to pteall previous items
successfully.

The problem applies to trading because the fact that a giysters was able
to exploit a market inefficiency in the past does not guasatitat the inefficiency
will be present in the future. Usually optimization is greaturve-fit trading sys-
tems because what an optimization does is merely to "adjastibn parameters”
to find a mathematically sound answer to the problem. Thebattd tighter the
optimization, the more curve-fitted the system will becothés is a reason why
neural networks - which are excellent at optimization- témdail in successful
trading systems as they always curve-fit their data excglgsiv

So how can we make a trading systems with the slightest gesdilance of
ending up with a useless curve-fitted expert advisor ? Thdrgortant measure
is to do simulations on periods which are as long as possiblee longer the
trading period, the more statistically significant the dsgtiis and the less likely
it is to allow the curve fitting of your system. Long time peafsintroduce a wide
variety of market conditions which make curve fitting verffidult. However the
number of trades is also very important. Having more tradesafgiven long
trading period is better (against curve-fitting) since iplies a larger number of
market conditions in which the EA was able to trade and sutcee

Another important aspect of curve-fitting is to avoid exoesg correlated and
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exhaustive optimization of trading systems. Trading systehould be optimized
one variable at a time or using two cross-related varialilasn@aximum without
going into excessive detail. For example if an EA has a pat@nvehich can go
from 20 to 50 it is better to optimize itin 2 steps (20,22,24) eather than running
a full optimization of all values (20,21,22, etc).

Another great idea is to have very robust profitability, timeans that results
in an optimization should form "thick clusters" of profithtyi. For example, if in
the above example 24 gives very profitable results but 23 &rat@ unprofitable
then it means that in the future the system is bound to be fitglyte if there
are slight changes in the optimum criteria (something winghhappen). When
running an optimization as many results as possible shaulgrtfitable and the
area around the most profitable result should also be clasatoesult.

Then finally we also have the matter of adaptability. A sysstould be able
to adapt to changes in market conditions therefore havingesitexibility in its
entry and exit criteria. If you optimize a system which giwesy good results
with a TP of 100 pips the system is likely going to be unprofeah the future
as market volatility and conditions fluctuate, invalidgtthe 100 pip TP. The best
thing would be to optimize a dynamic criteria, for exampléatpercentage of the
standard deviation is the ideal TP ? This ensures that thed®Achange its exit
and entry values in a dynamic way therefore adding anotlyer laf protection
against curve fitting.

However, despite all our efforts it is still a mathematicakgibility to curve
fit a trading system to the past given the fact that the futuag have absolutely
no relationship with it (like in 1,2,3,4,12). Nonethelekslowing the above cri-
teria in the development of a trading system aiming for aalaipty, broad opti-
mizations, robust profitability and large periods of tegtitata guarantees a better
chance of succeeding even if there are significant chandatuire market behav-
ior.

4.4 The Testing Time Problem... For How Long Should | Demo
Test ?

When people start to get into the world of automated tradysgesns they soon
find out that there is a sort of "general protocol” establistye most of the on line

36


http://fxreviews.blogspot.com
http://asirikuy.com

please visit my blog and Asirikuy.com to learn more !

user community to use forex expert advisors. People arergigntold to get an

EA, demo it for a certain period of time and then, when if thendggives satis-
factory results, run the expert advisor on a live account weal money. Where
did this idea come from ? It came from the notion that reguéopbe have that a
minor test of a demo account will most likely mimic tradingahve account later
on. Today'’s post will focus on explaining why this critereadvaluate profitability
is wrong and why most of the time it will only lead to the distiag of profitable

systems and loses on forex live accounts.

What is wrong with this testing approach ? You take an expdvisar you
want to test, run it on a demo account for X weeks, then youwaeeisis profitable
so you run itin a live account. What ? From where did peopletuta profitable
or unprofitable period of a few weeks or months on demo is adigative of the
expert’s profitability on a live account ? | certainly do naidkv. A demo test of
a few weeks or months is only going to tell you if the expertrsfipable under a
very narrow window of market conditions, these conditiorestaound to change
once the market starts to evolve, leaving the actual use$slof your demo period
in the trash.

What if the demo testing period only generates draw down ?siue mean
the expert is unprofitable ? No, it doesn’t, many long ternfifable systems go
through long periods of draw down (even one or two years)reefte very prof-
itable periods which generate most equity gains. Then yewaund to discard
long term profitable system when using this demo testing Ispegaiods because
long term profitable systems are always most likely to beiwibreak even/draw
down period than within a profitable one. Now what if you haue gear of demo
testing ? good enough ? No ! Again, forward testing is not thig thing you
need to take into account. Some systems with terribly ungtnaling techniques
can generate a lot of money on periods of even one or two yedosebwiping
everything out. This is the case for some Martingale systgmms can also be
using a curve fitted system which then goes out of date ants stawipe your
account.

So is there any amount of time you can have in demo testinghaitt in-
evitably ensure you that you will not lose money on a live artd@ No ! Long
story short, there is no substitute for analysis and soualliation of trading sys-
tems. No forward testing period, no matter how long, can céwethe tester’s
ignorance about the system or its potential for long ternitadality. How can
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you be sure then that a system is going to be profitable in thg ferm ? You

cannot ! However you can ensure that there is a high probalidr your sys-

tem succeeding in the future if you ensure that the systers sisend trading
techniques, is able to adapt to varying market conditiomisparforms in a satis-
factory manner in long (ten year or more) simulations withgstent results in
live testing.

4.5 The Trick of Tricks... Deceit by Multiple Testing

| did think | had figured out all the ways in which expert advisellers could trick
people into buying things that did not work in the long ternteftainly thought
that | had gone through so many websites that it was now alimgsissible for
expert advisor sellers to surprise me with something newweéyer | recently
thought that there is a very mean and powerful way in whicleebgdvisor sellers
can deceit customers and this tactic could be or already lbewe used by some
sellers out there. Today’s post will focus on the analysithif deceit tactic and
how we can protect ourselves from falling into this trap.

What would you say if you found an expert advisor sales pagehich you
had a one year live account with a 200% profit with verified steeaccess ? The
EA also does not use any unsound trading tactics. Would ygtHaiexpert advi-
sor ? All the trades are absolutely legitimate, made by tding system. Is there
any way in which the EA seller could have cheated you into igygomething
that does not work, even if the EA has been trading for so lolsgtffere any way
in which the live statement could have been fabricated ?

Yes and no. Definitely the expert advisor seller cannot fargme year live
test with verifiable investor access, there is just no wayotthis. There are only
two options then regarding the live account : either it wadsléd by the EA or it
was manually traded by the seller. Now if it was manually é&cdby the seller.
Then the seller should become an account manager if afteyearehe/she was
able to pull 200% with a decent draw down, that is definitelyoadything for a
manual trader. But there is a third option... The trick afks.

What is this trick of tricks. Simple, take an EA which tradegieen system
and has some very good years but then some years kill the tccblow, the
trick is to modify the settings of this EA and run 20 or moreeliccounts, each
one with a different setting. After a year, almost all of theuil have wiped the
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account but a few may have produced a lot of profit. Of coutse]dses of all
the accounts far exceed the profits but the EA seller now has eelsult of an EA
which did produce a very big profit in live verifiable testirihe buyer sees what
seems to be transparent testing of an EA for a year when iityr@dlithat there
was was a very broad sample test which gave some profitahltsres some of
the settings.

The buyer gets the EA only to discover that it fails bluntlyliwe testing as
time progresses because the EA has this characterissoiitly short term prof-
itable. Now the EA seller has many thousands of dollars iassahd can move
on to the next EA. Maybe the seller can just take another getafitable settings
and show it on another web site or repeat the process witthansystem. The
cost of doing this is high, but it may only be 10-20 thousantiade and the EA
seller will end up making a lot more with such evidence atit@simercy.

Do we have any defense ? Sure, as | have always said, badk#itheg con-
sistency and a backtest of a 10 year period of time is goingitaup on the safe
side. Itis always very important for you to assume that EAeselare using what-
ever tactics to fool you to believe results which are not.titis always important
for you to check all the important points necessary for an BAé long term
profitable. Making up all these points is almost impossibleesthey require true
consistency with long term simulations an dynamic adaptgbigainst changing
market conditions.

4.6 What is Accurate Data ? Talking About Simulations in
Forex Trading

Certainly one of the main concerns of traders developingraated strategies
is the achievement of accurate simulations that can give udea about the past
performance of a given strategy. The whole premise of autedrteading is based
on the building of systems that have worked extensively engast - under very
varied market conditions - which have ideal possibilitieswrviving in the future.
It therefore becomes extremely important to know the rdlisitof the data we
have and if we can or can't trust our simulations of past ntackeaditions to be
accurate. On today’s post | want to discuss the definitiorrelfdble data” what
it means, what we should look for and the current state of queties’ data sets
when it comes to this concept of "reliability".
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In general trading there is only one definition for reliabbgad This is data
which is extracted from a central exchange which shows allviriations (down
to each transaction) which happen across certain datestod¢kssand futures
obtaining reliable data is a very simple process, there amanaber of central
exchanges and you simply buy the data you want from whatesdra@ge you
are interested in. If you are interested in knowing US stalz¢s for the past 10
years you can easily purchase extremely detailed data fnerNéw York Stock
Exchange from a different series of data providers.

When it comes to forex trading we face a totally differentdidsecause we
lack a central exchange. Since there is no "original datai #se case of stocks
and futures, it is impossible to tell just from looking attmevhich one is the best
data feed. In practice, the best data feed for you would baiterical data feed
that best matches the liquidity providers of your preseokér but the information
pertaining to the origin of the data, the providers it conresifand the liquidity
providers of your broker is often very secret and hard to know

Because of these facts we have to make a new definition obleltata which
centers around the technical aspects of the data sets udeat W& want - at a
minimum - is a data set that does not have mismatches betweerpéeriods or
odd occurrences like 1 pip daily bars. The 4 digit metaqudtda set is com-
pletely unreliable since it has a lot of these errors (whishdwed on an Asirikuy
video and highlighted on a blog post before) reason why we @QNLY use the 5
digit metaquotes history to run simulations on the metatrddolatform, meaning
that only 5 digit brokers can be used for reliable backtgstin

However, outside these very simple technical aspects tidgtej the general
soundness of the data use, we cannot have any criteria tlsatseif the data
is more or less valid than other data sets. Of course, metasjuata will be
different from 1 minute data from other providers (such asd2eor Dukascopy)
but the truth is that such differences are expected merelguse of the previously
mentioned lack of a central exchange.

The best things we can do to develop systems that are notyalependent
on the "fine" and possibly extremely variable details ofdrisial data is to use
strategies which only trade above or on the one hour charwvéinch do not have
a strong dependency on spread widening or execution vagéi accurate simu-
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lation. A system that trades on lower time frames (below anehand has small
TP or SL values is not only going to give inaccurate simufaidue to one minute
interpolation problems but any LIVE results obtained on braker will probably

be very hard to reproduce on another due to changes in dats lbe¢éwveen them.

In the end the accuracy of simulations in the forex marketiikastopic of
debate but the whole preference of one data set over anahause of "reliabil-
ity" does not make a lot of sense once the original technispéets of the data
proposed are examined. If you have two equally technicallynd historical data
groups then both are bound to be equally valid and merelgraifit because of
the natural feed differences between forex brokers. Oupaemagainst any pos-
sible dependency include the use of longer time frames add piofit and stop
loss targets but such an approach is also bound to have anadetaee of broker
dependency, something we are currently examining withinlAsy.

4.7 Unreliability of Backtesting Data... Why you should ONLY
use the Alpari Downloaded Mt4 for Backtesting

Through all my time as an automated trading system develmpeof the things
which | have always dealt with is the problem of backtestel@bility. It quickly
became apparent to me that the metatrader backtester hadseoious flaws (as
evident by some commercial experts which are able to turesinto millionsin a
few years) inherent to the way in which the program does ététg. Besides these
flaws which include backtesting interpolation and simileslgems | also found
out that there were a lot of "data” related problems. Withia blog post | want to
talk to you a little bit about these problems and why it is Miteaddress them in
order to have reliable simulations of your trading systeRasticularly | am going
to tell you the reasons why backtesting should ONLY be dortle thie metatrader
downloaded from the Alpari website since backtests doneld Ather platform
(any non 5 digit broker) are bound to be VERY unreliable, delaeg on your
trading system.

So what are data-related errors ? These errors regardirggliadgrsystem’s
simulated performance are generated due to quality errihrsnwthe historical
data used, that is, the data used to do the backtests has wigh do not allow
us to do accurate historical simulations. Last week, withrlease of the Teya-
canani trading system, | received a couple of emails teftieghat some Asirikuy
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members were unable to reproduce my backtesting resulten Wpme asking
| realized that these members were not using the Alpari dosdted metatrader
platform but their OWN broker’s platform to do the backtaegtimainly because
they believed that this would better reproduce their brgkérading conditions”.

| was absolutely determined to look into the issue as it wea for me to know
why these results were changing so much.

What | found out was that the metatrader history downloadedtber bro-
ker platforms (I tried around 10 different broker platformish the same results)
gives you very inaccurate historical data. At first | thouttatt the problems were
arising due to the appearance of Sunday candles withinigtisrital data (which
appear after 3 months of past data regardless of if your biwk®or doesn’t have
these bars) but then | realized that not only was there andattion of Sun-
day candles but there was also a substantial amount of efiifes with the data
of the Alpari downloaded platform. These differences - whiexamined from
2005 through 2007 - include the appearance of very low voldaiky bars (non-
Sunday) which are missing a massive amount of movement witthnsmaller
high/low/open/close values than on the Alpari downloadetf@rm. Moreover,
there is also the appearance of very odd holiday bars whechans made up of 1
tick with the same high/low/open/close values. The beloagmshows examples
of these errors as well as a comparison between the 5 periBcbAboth accurate
and inaccurate historical data.
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My conclusion from this was basically that this data has aofointra-day
information missing (which | confirmed) as well as massiveoant of inaccu-
rate daily candles, something which inevitably changegtbétability of many
trading systems which rely on short indicator periods sichieyacanani. | was
previously aware of these problems with data downloadexltiir the history cen-
ter from non-five digit broker downloaded mt4 platforms b problem seems
to be far greater than what | had previously imagined. Howseme systems are
bound to show more or less changes between these two datdepetsding on
their sensibility.

Through this post | want to warn fellow traders and automatading sys-
tem developers that you should ONLY use the Alpari (or other dligit broker)
downloaded metatrader 4 platform for backtesting and thiaguany other broker
for backtesting does NOT make the backtest approach yoaké&bs conditions”
, on the contrary, the downloaded data may introduce caictrads as Sunday
candles on a non-Sunday candle broker and all the errorstioned before. For
this reason- if you want to backtest your systems with rédialata- download the
metatrader platform from Alpari and do your backtests thérkave compared
this data with Oanda Tick data and it seems to be in fair ageeérfwhile the
other data is NOT) so again, ONLY use a five digit broker matgr platform to
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perform backtests.

Previously | had written that the metaquotes platform stidnel downloaded
but they recently changed from a five digit (in build 225) tearfdigit (in build
226) broker by default making the platform download the bai dAlpari US/UK
(which was the previous broker used) does download relidduia.

4.8 Jumping to Conclusions... The Neglect of Statistical &nif-
icance

One of the most prominent mistakes | have noticed when pdopke develop
new trading systems or test commercial or free trading sysis their eagerness
to jump to conclusions. | believe that the way in which mangple evaluate
systems and make conclusions about their profitabilityfoimability is actually
faulted due to the fact that they don't take into account igaicance of their
results when evaluating a strategy. On today’s post | wiltevabout one -if
not the most- important aspect when evaluating any tradystem or strategy :
Statistical Significance. Through the following paragraphvill explain to you
what this concept is and what its consequences are for exgeidor evaluation
and trading system design.

When people design or evaluate a trading strategy they aadlysery eager
to say something about the performance of a system withiwavieeks or a few
months. Phrases like - if it works well on demo for a few weekslt it on
live - or - it didn’t make a profit for 6 weeks - are very commordaome of
the first things new traders actually learn. The problem igipahat this short-
lived analysis of a trading system usually leads to conchsiwhich are only
representative of short term performance and do not haveaiity regarding
the long term aspects of a given trading strategy.

| believe that this problem is mainly a consequence of thike tddormation
people have regarding statistics - a field which is very irntgodrwhen developing
long term performing systems. This science tells us thatdeimoto draw valid
conclusions for a given question we must have a big enouglplsasive. So
saying that a system is unprofitable or profitable from a femtn® of testing is
simply not valid because a few months are simply statidficadt representative
of long term performance. When you evaluate a trading systeerformance in
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the short term you are simply evaluating it under currentketaconditions and
possibly under a temporary draw down cycle which does noeappvident to
you due to the short scope of the analysis being done. Theigaly important
for many systems that have predictably long cycles of drawrdahich then
lead to very profitable trading periods, systems which wooddt of the time be
discarded by people who simply don't evaluate systems ig@ous manner.

Another problem of this "short term syndrome" is the fact fheople quickly
jump to conclusions about how to modify a system to make itfpen better".
These modifications which are almost NEVER based on an dealys statis-
tically significant number of trades may lead to an improvenwd performance
under current market conditions with a fatal blow to longnierading perfor-
mance. On the other hand, there will also be a "praise” oesystwhich perform
very well in the short term, often leading to the heavy useysteams that use
unsound trading techniques and which put accounts at a gekatf facing a
complete wipe out.

So what is a statistically significant sample size ? This tjoless not very
easy to answer since there is no mathematical criteria tagide a market con-
dition from another. | have discussed this question a feve tmith a friend of
mine who has a major in statistics and we arrived at the cemariuthat - accord-
ing to volatility measures - at least 5 years of analysis amessary to draw valid
conclusions about a trading system. Therefore, when gbirgugh system de-
velopment and the proposal of modifications it becomes sacgdo evaluate a
modification or performance through the course of a five yeaiogd in order to
draw valid conclusions.

In the case of systems which ARE back/live testing consisfam years of
live trading are necessary in order to conclude that thetabdity and perfor-
mance seen in backtesting can effectively be reproduceerduatlire market con-
ditions. If the system is not back/live testing consistdr@ problem becomes
harder as at least an initial 5 years of live trading with nadifications are nec-
essary to make an analysis to propose changes to the sysieandase its prof-
itability.

| know that it is actually hard to go through hundreds of tsadad evaluate
one by one the effect of a certain modification. For most pedps much easier
to just evaluate systems for a few months and draw conclasidrich are simply
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not statistically valid meaning that they are not represstre of the system’s long
term performance. Some people even venture to modify sygsbased on just a
few weeks or days of trading, making modification which haneuapredictable
effect on long term performance.

It is easy to understand- with such a lack of rigorous anslged evaluation
- why there is an overvaluation of systems that give shomtesult and a sys-
tematic discarding of some systems that have indeed patémtiong term prof-
itability. Most reviewers show little or no knowledge rediy this field and they
will be very quick to jump to conclusions without having aelabout the validity
of what they are actually saying from a "sample size" pointieW. | encourage
everyone interested in system design or in automated tyadigeneral to get a
basic formation in the field of statistics and particularithe field of "hypothesis
testing” which evaluates the whole process of drawing vabidclusions from a
given statistical sample.

4.9 And you say you have a strategy ?

It is pretty easy to see why so many people fail to profit fromekarading when

you look at the way this form of business is portrayed on lifeday | was doing

my monthly research on new trading systems and developnrefdsums and

| found out the same thing | always find. These "trading systewhich are

misleading, poorly explained and that have no results wieats that any trader
could use to see their profitability.

| cannot even imagine how bad this "on line forex world" is$omeone who
is just starting to trade. You just need to search for "foragihg system" and you
will find a myriad of websites with tons of articles descripisystems and ways
to trade the market which have absolutely no track recordaofpf profitability.
For example, when you search for something very simple avitrgaaverage”
you quickly find a ton of systems based on different movingaye crosses, etc.
The same thing happens with every indicator. The problenoighat there are
websites describing "how to use" these indicators but télpm is that many
times they portray these uses as "profitable” when in fagthlage no track record
or historical testing whatsoever that can prove their case.

It must be very confusing for someone looking for a profitaylstem because

they will find out that there are a lot of people telling thenséuhis”, "use that",
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"make your own system" but non of them is actually saying laimgt concrete or
showing them any good proof that anything they are saying atdyally work.
You never see any of these websites talking about a "movieage cross” saying
"you can make X every year", "expect an X maximum draw dowm'falkt, to
make it worse, most of the time these websites do not evenidedbe money
management aspects of the trading systems or merely sayhsogkke "do not
risk more than x% per trade" or "I never use more than 100 pipsfy stop loss",
etc.

The problem arises when someone tries to describe a marergl discre-
tionary system as something that can be systematic. | cameagsu that | have
programmed and backtested more than 30 strategies | hawd flowebsites and
forums that claimed "profitability” and non of them have ediito be anything
more than "short term profitable" in the best cases. The fawhhve actually
been profitable are strategies that | already knew were abbditlike the turtle
trading system or the 4 week breakout strategy. Both of teagegies generate
profits (you can check the tags for more info) in the long term.

What | am saying is that you should be very careful with what yrade so
that you do not lose your money and your time basing your hopssme man-
ual/automated strategy which may not be profitable altegethyou are going to
trade a manual strategy that is supposed to be systemat&hgold program it /
have it programmed and check its long term profitabilityhk strategy is discre-
tionary you should do a manual back/forward test of it as yould trade it live
and see whether or not you can generate the profits mentignibe Iproposer.

In my experience, most of the time the strategies proposqzebple on line
are actually not long term profitable, sadly, most of the timese strategies are
described as "profitable” because of some short term fortestihg results or
some "visual backtesting” which is something | advice yoaidas it can be
problematic (more on this on tomorrow’s post). If you evenii@ test a manual
strategy on historical data you should run it as you wouldtsee a live feed.

| can imagine a manual trader who has just started who is qudting for
something to "follow blindly" and start making money quigkl walked a mile
in those shoes and | remember the despair and uneasinesaithatwhen sys-
tems entered draw down and | wondered "will it end?", "howpded! it be?".
Questions like these are supposed to be answered beforevgonistart trading a

a7


http://fxreviews.blogspot.com
http://asirikuy.com

please visit my blog and Asirikuy.com to learn more !

system and for this reason any automated system | descrilaysakcomes with
an explanation of the draw down and the profits that can beatsge Knowing

ahead of time the potential risks and profits of a tradingesysnakes you trust it
and makes you trade it profitably.

4.10 Evaluating Trading Systems : Characteristics and Qual
ity

The evaluation of trading strategies is certainly one ofrtiast necessary pro-
cesses in the trading of mechanical manual or automatedmsgstThe value of
evaluation is great since it allows traders to loose theational fear and greed
emotions and gain a true understanding about the charstaterof the trading
system they intend to trade. Part of the evaluation of tigadirstems involves the
judging of different quality parameters to distinguish wireakes a system better
and what makes it worse, a process which although seemintiifive is not so
straightforward. Adequate knowledge about the infornmapertaining to each
parameter of the test and what it conveys the user is negetssknow what its
consequences actually are in real trading and what theiep®#rom a compara-
tive standpoint. On today’s post | am going to talk about hovobk at a system’s
characteristics and what you should be looking for to judigequality of a given
strategy.

New traders are often confused when it comes to the evaiuafidrading
strategies something which is not surprising if you take iatcount the whole
amount of information which can be derived for a given systéaople new to
trading first seem to focus on the absolute values of the Enofitmaximum draw
down percentages but judging the quality of a trading systemely by looking at
these two values without prior experience is very hard. d$® true that judging
a system just through one of these two values is misleadirtigarsense that it
doesn’t represent a good overall picture of the stratedyesacteristics. For ex-
ample, saying that a system makes 100% a year does not malseasy if the
actual potential draw down is not known and even if it is, ottlearacteristics
need to be taken into account.

The most simple way to compare a trading system to anothectafély is to

use ratios of profit and draw down variables. The profit fgatdrich compares
the gross profit against the gross losses of a strategy istah measure of system
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quality. However, although this type of ratios do give us sanformation about

the past risk to reward long term expectation (especiallgmivaluated over 10
year periods) they do not talk a lot about the problems tteesiy would run into

with increases in future risk. For this reason | believe #ittough these ratios
are useful to some extent to compare simulations they doutigtrepresent the

inherent market exposure of the system in a way in which adameparison is

made.

System quality - without a doubt - needs to include an analysincreases in
risk over the projected values achieved in simulations akthe true problems
that the user may be running into if - for example - risk in thufe increases or
the estimation of profit and draw down targets is not accuriate this reason it
seems better to evaluate strategies based on projectiamsredsed risk to know
the true quality of the system and how dependent it may be @il gfitches in
simulations.

In this case our best shot at accurate quality comparis@mst be the av-
erage compounded yearly profit to worst case scenario ratidich the average
yearly profit (over a 10 year period) is compared to twice treximum draw
down of the strategy (worst case ratio). To add more meamirtgi$ increased
risk comparison a careful user might also want to test theageecompounded
yearly profit to double consecutive loses after maximum dilawn ratio (worst
streak ratio). In this ratio, the average compounded yqaud¥it is compared to
the maximum draw down percentage plus a string of loses ¢gjtisice the num-
ber of maximum consecutive losing trades. The idea heregetti@n idea about
the robustness of the strategy and how bad things can tuoneébafbad scenario
is bound to happen.

Systems that are very sensitive to small changes in the nuohlbensecutive
loses will give very unfavorable ratios in both cases whylstems that have less
dependency on individual trades will get better resultsis Tyay of evaluating
strategies eliminates by default a lot of systems that usewnd trading tactics
such as martingales and systems with very bad risk to revediolsrdue to the
fact that this ratio comparison makes them show their flawsreases in risk are
presented. One thing all traders should understand isrttiaeifuture the risk of
any given strategy is bound to increase to some extent andghsystems that are
able to handle this risk increase is not only vital but neagstr successful long
term trading.
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The above evaluation criteria also allows you to use systaatsdon’t need
to wipe accounts to demonstrate that the market has becanresky for them.
For example, a strategy with a worst case ratio of 1:2 tangeti20% yearly profit
may be stopped from trading at a 40% draw down while a systairhids a 1:5
ratio in the same situation would end up killing the accowsfobe we realize it
has become to risky. It is also important here to note thah@aystems will
have a "worst case ratio" better or only slightly worse thagirt "worst streak
ratio” while systems that use unsound techniques -whidheisensitive to small
increases in consecutive loses - will have a much worse ‘tetnesak ratio”.

In summary my advice is that you focus on the profit to draw doatios
when evaluating trading strategies but -most importantiat you evaluate ratios
in which the maximum draw down and maximum number of consezlbses
are increased so that you get a true idea about your systelmistness.

5 Losing Periods and Automated Trading System
Psychology

5.1 Getting the Right Mind Set : Distinguishing Between Ex-
penses and Failures

Certainly when people start to get into forex trading evétieltrade that doesn’t
go their way seems like a gigantic failure. Definitely thesaas why this is the
case are many but perhaps the most important one is that adersrdo not have
an approach to trading that lets them make the distinctibmd®n what is a failure
and what is a normal trade that simply went wrong when evergtivas done "by

the book". On today'’s post | will be talking about the distina between trades
that fail and trades that lose, | will define each one and | atilémpt to give

you some guidelines so that you can change your mindset artcagiproaching

trading from a more business like perspective. Hopefultgrafeading this post
you will apply this to your trading and you will find out that istaf your so called

"failures" are just business expenses while many of youitplide trades, are just
failures.

Cataloging trades that go "wrong" and end up in losing tayiias failures
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is easy because when we lose money we tend to feel like loasstherefore
very normal to consider losing trades failures in the beigignHowever after you
have been trading for a while it becomes obvious that losrapiinherent part of
long term profitable trading and that learning to catalognigsrades differently is
important to approach trading with the right mindset. Iditgavhen every trade
is placed there is a natural probability that it may turn outé a loser (the trade’s
market exposure) and therefore when you execute every#isipganned and you
lose, it is just a temporary consequence of your strategy.

When you approach trading like a business, this becomesiadsssexpense
and the trade become a triumph since you planned you tradeaatet! your plan.
This in turn makes it easier to deal with losing trades sinme gpproach them
in a very non-emotional way, simply as some temporary evimatiswill lead to
some future profitability. Therefore losing trades thataao®nsequence of a well
laid out plan with accurate long term profit and draw downégs@re not failures,
they are just part of your business model.

Failures - on the other hand - are all the trades you take gt from your
business plan. When you intervene with your plan and makediena changes
to your trading methodology or system you are indeed faiéihgading because
you are moving away from your "business model". If you madeadd in which
you took a decision that generated a lot of profit but thatsdeciled to a road
where the long term probability of success was unknown thenhave failed
because what you obtained was some profit out of some luclg tesm survival
in forex trading is about having a plan and executing the pdaget to where you
want to be, any deviations from the plan are failures sineg khad you a road of
unpredictability and uncertainty that will end up with faié.

In order to trade forex successfully | focus on trading assari®ss and on the
trades taken by my systems as a business plan. Any losingsttaet happen are
merely "business expenses" and all of them are triumphserséimse that they
represent my confidence in the strategy and the business Iphanv understand
that any action | take that may intervene with my strategi#isd@viate me from
my long term profitability objective and this for me has beeommacceptable
since these changes constitute failures of what | want t@aeh

Soin the end, loses are a natural part of trading and theaimithys be there.
Dealing with loses is something which is naturally hard tobdd you should be
able to make the distinction and take loses that are part alBlaid out plan as
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business expenses while those trades that get you to uedhartitory should be
regarded as failures. This mindset will get you on a trackoaflterm thinking
and understanding that will ultimately lead to long termfpadole trading.

5.2 When the Expected Draw Downs Come - Dealing With
Loses When you Live from Trading

Perhaps the most difficult aspect of forex trading is the fhat loses happen
and they constitute a vital and necessary aspect of thenga&tperience. During
various posts | have talked about the nature of loses in foeghng, their origin
and their need as limiting factors of the massive explatatif mechanical trading
strategies. Today | want to talk to you about a more pers@spea of loses and
the way in which | deal with draw downs as a vital part of my earas a trader
who lives from the performance of his trading strategiesillitalk about the ways
in which | have dealt with draw down in the past, the plan I haie out and how
this plan comes to life in reality when that creepy monstevikm as a deep-long
draw down period shows his sharp teeth around the corner.

Truth be told, | have never been good at dealing with loseghdps it is be-
cause | am an emotional man or because | sometimes view mgssittrough
my trades but | have always dreaded and hated losing pef@dsiurse, | am just
a human being and losing is not easy for anyone and it espedidh’t feel easy
for me. When | began trading | used to take a serious emotinoal every time |
faced a draw down period. | didn't react by getting angry,tuatly got depressed
and frustrated as | saw how my money started to evaporategremously prof-
itable accounts. The emotion filled trading that followedlydad to deeper draw
downs and to even deeper feelings of anguish as more andr hoggs appeared.
- - After developing my core knowledge about the market anidgythrough the
extensive process detailed through a good portion of tlug,bl became much
more conscious about the nature of draw down periods andizedahat they are
THERE and that they are necessary for the trading of proéitajtems. It actu-
ally comes down to a very simple concept, without the drawrothere simply
wouldn’t be long term profitable systems because the markatdm't be able to
discourage their trading through the cycle | detailed a fegtpago.

However one thing is to know that you will face a 250 day lon§®0eep

draw down period and another thing is to take your accounten emotionally
worse, your managed accounts) through this psychologicahgy. The first time
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| faced the draw down monster | almost had a heart attackdétrdghe God's Gift
ATR through a break-even/losing period of several montHerbea new equity
high was reached. | was happy that | followed my plan and thhabthed my
profit target and | was even more happy about having defeatedvam inner
challenge of draw down survival. Understanding played aSHES$TIAL role
here as | would have never done this without fully knowing twhaas getting
into. Definitely this is one of the main reasons why | consigiederstanding an
absolute requirement for success in automated tradingasat for me it was.

Now after some time of achieving this ideal status wherengivirom auto-
mated trading is a reality (and hopefully it will remain tgy :0) !') , | have
a clear plan to deal with draw down periods and with my profiels so that |
can sustain the expected and worst-case scenarios of a@ttoeints | trade and
manage without risking my living style. My plan has the feliag simple outline

Keep enough savings to live at least for 1 year without ANYoime

Always respect the worst case draw down scenario

Always evaluate the extent and depth of draw down periodmagte his-
torical standards

Keep living standards at 50% of expected profit level

On every month, spend at most 50% of income, invest 25% (fonexest
25% (other)

As you see my plan attempts to attack possible bad scenariogmking sure
that | spend less than what | make, reinvest part of my incomaedaversify my
investments. | always apply the Asirikuy mantra (underdt@axpect and evaluate)
and | keep in mind that past performance does not guarartige fiesults and that
certainly the worst case - even if unlikely - may develops klear that every long
or deep (or both !') draw down period on any system is a chgéeand the success
or failure of a trader depends on how this challenge is tackfeyou tackle it with
emotions and improvisation you will get financial ruin whilggou tackle it with
understanding and planning you will be able to make it to tiweoside.
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As a person who is fully dedicated to the field of automateditiga| can tell
you that - for me - the hardest part of trading Asirikuy systesrthe psychological
pressure that draw down periods bring, a pressure that syalexistent but that
| become better at handling as | develop a better understgradimy automated
trading systems, their draw down periods and the foreighaxge market.

5.3 The Reality is, Most People are Terrible Losers... Are yo
a Good or a Bad Loser ?

If you have read all the previous sections you may know thaluating systems
to understand draw down periods is one of my main concernswikag any
automated or manual trading system. | have also written apiests about the
way in which the market limits the mass adoption of systemsuihph the use of
extensive and deep losing periods and | have also given @eofdw pointers -
mainly based on true understanding of the trading stradege® that they can
survive these periods without simply using "faith" as a tese. However what |
have found out is that the truth is quite simple : most peomesanply very bad
at losing and these makes them particularly vulnerableitonfaading more than
people who are "better" at surviving draw down periods. Qtays post | will
talk to you about the differences between good and bad I@setsvhy people
who do not become "good losers" are bound to end up failingrexftrading.

If you remember a few posts | wrote almost one year ago, | hadest a
project in which | attempted to train a few people to becomexassful at au-
tomated trading. As time has gone by (more on the progredssoptoject in a
later post) | have noticed that their reactions to losingqukrhave been extremely
negative and this often creates a quick aversion to themytstey had been using.
In general | believe that we - as humans - do not like losing wveuch and when
this happens in trading we tend to look to change our systemarfother that al-
lows us to profit without this bad side. Of course, most pebgelesve that draw
downs are inevitable but most believe that they can havemedly small draw
down. Something which is also not possible.

This in turn leads people to get into systems that have very [orofitable
periods followed by extremely sharp and possibly devasgatraw downs. This is
why scalpers with large risk to reward ratios and martingakeve such a huge fan
base amongst new traders. These are systems that show vegndmg equity
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curves with just "a few dips". New traders bite on this quydkécause they don’t
like the feeling of losing and therefore they tend to leanamig systems that make
them feel like "winners" most of the time.

This is disastrous since as time goes by and traders see bowatbounts start
to grow, they decide to take a bigger risk which ends up withiiakspr wipe-out
(for martingales a wipe-out will ALWAY'S happen, this is atitcal certainty).
Being a bad loser makes you tend towards systems that stemydar "greed
side" less than your "fear side". The market protects itsglmaking long term
profitable systems fear based and unprofitable systems besedl, pretty clever
indeed :0).

For this reason being a "good loser" is a vital part of sudoéssding and in
fact this is a characteristic | have found all the profitabéeléers | know share. A
draw down period doesn’t cause them to evaluate or modify tfagling systems
and they never lean towards trading strategies which ar@o$ly unsound, de-
spite how "good" the simulations may look like (which at aselblook are most
of the time flawed to some extent).

Chances are that if you are in the beginning of your tradingerayou are
a "bad loser". If you tend to be happy with winning trades aad with losing
trades, making your emotions inherently tied with your imgdesults then this is
a behavior you need to change as soon as possible if you tany i become a
successful trader. The bad part for most is that this jouisiagt easy and may be
easier for those who can listen than for those who are stuldimyut some trading
paradigm that is simply not true.

As | have said many times, the solution is simply to gain a tnuéerstanding
and - as | highlighted on yesterday’s post - to acquire a lessiroutlook over
your forex trading experience. If you are trading a systemn o not understand
PERFECTLY and you don't have accurate risk, reward and waasé scenarios
then | have to tell you that you have a HUGE probability to faith its trading
in the long term. A draw down period will come and you will f&dl interpret if
it is too deep or too long and you will promptly modify youraegy or change
your system completely. Such a way of trading is very pronfailare and the
way most traders approach expert advisor and manual systeatoggment in the
beginning.
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So if you want to succeed in trading, my advice is very simpjeu need to
become a "good loser"”, you need to understand that draw deviods (long and
probably deep) are a part of the trading experience and #dading) with them is
absolutely necessary to survive this game. However leavirgugh them with
faith is bound to have the same devastating results and drilyETunderstanding
of EVERYTHING you are doing is bound to give you any long teraccessful
results.

5.4 Are there any Bad Market Conditions in Forex Trading ?

It is not uncommon for traders to refer to certain tradingditbons as being
"bad". In particular, during the past few weeks | have heaajte calling current
EUR/USD market conditions this way. Why do traders referames conditions
as bad and to others as being good ? Is there an inherentypfadigiven market
that makes it good or bad to trade ? On today'’s post | will trgddress this issue
and explain to new traders why you cannot call any given madaeditions good
or bad since this makes no overall sense. | will attempt téexpvhy traders look
into when they talk about market "quality" and why there msly no reason why
certain systems should be stopped under different markelitons as the future
development of the market is never known with certainty. Il aliso highlight
some example about the way in which this judgment is costty many times
makes traders lose significant opportunities due to theativeisconception that
the market can be "bad".

First of all, we must understand the way in which traders latokarket condi-
tions and why some traders - usually inexperienced onesffanse :0)!!) - judge
the market’s quality by calling it good or bad. The conceptisually arises from
the use of mechanical trading systems. When a mechanidains\starts to fail
under a given market condition, users of a system usuallytlealcurrent mar-
ket conditions "bad" and stop trading this mechanical sgdbecause it simply
"doesn’t work" around current market conditions.

There are several wrong things about this approach. Chriaacan say that
market conditions were bad for a given trading system in #mse that it had a
bad trading week, month, year, etc but we cannot know if tutoarket conditions
will or will not be favorable for a system. What | am saying éés simply that
the fact that we cannot predict the future makes us unabledigej the currently
developing market conditions as we have no idea of how th&enavill behave
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with good certainty. Users of a given mechanical systemdiogit trading it during
"bad" market conditions may be surprised when they misstanbal periods of
profitability due to their deductions based on past trading.

An example of such a case is easily taken from most long teatfit@ible sys-
tems. For example, a 1 month losing period may mean that meokeitions were
bad but to stop trading the system could mean that a very ghotdiperiod would
be lost as market conditions develop. When people wait foketaonditions to
improve they may start trading their system when a good gesfqorofitability
has already passed. A real life example showing this candrewih the Ayotl
trading system. The system had some unprofitable tradesbm&isy and March
but if you had stopped trading the system in April you wouldébost an entry
that granted a profitable trade of nearly 3000 pips, showiagdlthough you can
judge the quality of market conditions after they happetenapting to forecast
future conditions and modifying an automated trading sy&édehavior this way
is nothing but detrimental.

In the end, in my opinion it simply makes no sense to attempadge the
guality of developing market conditions as no one truly kadie way in which
the market will develop. The best thing you can do is to buitdaging system
with limited market exposure that attempts to minimize fostaen market condi-
tions are unfavorable and cash on the market when markettmorsdallow it. In
the end, the ability of a trading system to adapt to changesarket conditions
and minimize its loses will allow you to trade it along veryrieal market con-
ditions with confidence that your system will be preparedtedipting to judge
the quality of conditions that have not developed by caltimgm "good or bad"
before they happen does not have a place in mechanical gralliy advice is to
focus on limiting the market exposure of your trading systamd increasing its
adaptability.

5.5 Looking at Losing Accounts - 5 Tips to Get Through Draw
Down Periods

| think that perhaps the hardest challenge successfulrsaaigst face is the losing

account. All successful mechanical systems | know - andratsst manual traders

- go through extensive periods of draw down which can go froywdnere to a
few months to a few years. Most people underestimate theuwliffi of having
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a losing account and having to look at its balance day in aydod& That red
number screams "loser" to you and the mere act of opening upaaxount to
trade becomes - sort of - torture. Through today’s post | wagive you - fellow
trader - a few tips to survive to those long and deep periodsrafs down you
may get into. | will give you some pointers that have given imeepgsychological
strength to get through draw down periods and reach suatassamated trading.

Picture yourself after one year of starting to trade yous leecount. You are
currently at a draw down of 10% and you have been losing fort miothe year,
reaching the last equity high sometime almost 8 months agmkihg at your
account - which now reminds you of your 401K in late 2008 - isdiing difficult
and you are seriously thinking about calling it quits andngiag your strategy
for a better one. Should you give up ? Should you continue 7aRamtion to the
following tips to find out.

1. Ask if the current situation was predicted The first thing you need to ask
yourself is a very simple question. Do simulations or prasitive trading predict
this outcome ? If your simulations or your previous live trefpredicts that you
will be in an extensive and deep draw down period then thame reason for you
to panic since you are within a predictable scenario. Thpai$ of your trading
system’s way of behaving.

2. Do not rely on faith. | simply cannot stress this enough but successful trad-
ing is not about having a successful strategy and tradinghowt any observation
hoping that you will eventually go out of a draw down periodng strategies do
fail and relying on faith will only make you empty your accauryour best ally
when it comes to dealing with draw down periods is NOT faisreictually knowl-
edge. When you know your trading system and you have confglenings will
be MUCH easier to do.

3. Have a worst case scenarioAll good strategies which have worked in
the past may reach a level of draw down where you are not gitlirntrade them
anymore. This is the reason why you always need to tradesgtest taking into
account that future conditions will bring you a draw down bbat double the
historically predicted. No only does this allow you to be mueore conservative
but it allows you to have a "worst-case scenario” you'll beedb handle. Also,
don’t be flexible with this outcome, if the worst case is reahyou quit trading
that system and that’s it. The system is too risky to be waetihg now.
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4. Understand what you are trading. Maybe the paramount reason why
people fail to follow long term profitable strategies is doethie fact that they
don't have the necessary knowledge and confidence to goghrdtaw down
periods. Having predicted risk and profit targets beforéimgeinto any system is
absolutely vital for you to succeed. Some people trade angitrategy for months
without even knowing its risk and profit potential, a very darous thing to do
when dealing with draw down periods is of immense importance

5. Look and Analyze. | know that it may be depressing to look into a two
year account which has had nothing but draw downs - sometitngd to happen
with strategies such as the Turtle Trading System - but iretitkthis is something
you need to learn to live with. Open your account, analyzetws arong and
understand why you have been losing. Analyze the predliiabf this outcome
and match it with your worst case scenario and understanafiie strategy.
Ignoring your account and pretending the draw down does xist s NOT a
good thing to do. Itis a practice - human but childish practigvhich in the end
will only lead you to a lack of understanding and willingnésgull the plug when
you simply shouldn’t.

So as you see, it is actually not very hard to know what to dodather those
draw down periods. In the end, what you need is simply to hglarg understand
it and follow it. You need to have clear profit and risk targate/orst case scenario
which account for worse than historical performance (ofrseuthe future may
be worse) and a clear mindset in which you understand that doavns are real
and you WILL have to go through them.

5.6 The Draw Down Obsession... Why Stubborn Systems are
VERY Dangerous

On this article | want to talk about a different aspect of egstdesign which
concerns a current problem which has obsessed EA sellefssifA developers
and which seems to be the core of most system developmerg teire. This

problem, which is the obsession of programmers with the ishtron of draw

down periods will be the subject of today’s post. Within tlexinfew paragraphs
| will talk about this problem and how it affects the tradingseem community
by generating a series of "stubborn systems" which try tmiakte all market
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exposure - making the problem in fact far worse - than for lagsystems.

We all know that draw down is not a good thing. You wake up, yam on
your computer and you see that your account is down somerngestds initial
equity. You are losing money and losing is not a good sensayiou feel like a
downright loser, you feel that you are doing things wrong wod don’t want to
run this system anymore because you fear it may drain yowuat@ven more.
The answer to this instinct is to look for systems which héeedmallest periods
of draw down and the longest periods of profitability.

However you have to understand that the market exposure iwea gystem
cannot be eliminated magically mainly because the futurenatibe predicted.
So for any given system you make, you will eventually haveayp the price of
being wrong when you think the market will develop somehow ardevelops
in another way. People then try to make systems which are hdadlt"stubborn
systems" which are reluctant to let the market cash theiket@axposure. These
systems may avoid taking losing at all (no stop loss), irsgdheir lot size after
losing (D’Alemberts, Martingales, etc) or aim to win veritle each time so that
the odds of winning are extremely low (very unfavorable tskeward ratio).

The truth is that these systems WILL have a high like hood aftisty at a
profitable place. It is very likely that people trading thesstems for the first
month or two will have a very high probability of getting inprofitable trades.
Draw down periods will almost never happen or - in the casgstiesns which do
not take an exit or SL - they will only happen once, when theoant is wiped.
Moreover, systems with very small TP and very large SL valuil very un-
favorable risk to reward ratios are likely going to give wadigtic profit targets in
backtesting due to the fact that one minute interpolatiooreand the lack of exe-
cution problems - which do exist in live trading - will emhsh their performance
significantly.

Draw downs are not something that can be eliminated or magly ‘small”.
All the successful systems | have known in my life have externasnd sometimes
deep draw down periods which are extremely difficult to harfidi anyone trading
them, reason why confidence and understanding becomes N handling
these systems. In fact, holding a small draw down for a lompd®f time may be
hard for most people. Imagine waking up and looking at a 5-8i&& down every
day for one year, how would you feel ? Most people would saig ‘tbesn’t work™
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and they would archive the system when they probably doethewnderstand the
system they are actually trading and its normal draw dowofitmycles.

| have found that this is one of the great defenses the mad®tdwards
everybody living from or using automated trading systemscessfully. Stub-
born systems do not work but they are the systems most pepiaast likely to
use while long term profitable systems are extremely hardséoand very non-
rewarding (from a psychological point of view) and diffictdttrade reason why
only very few people actually use them. In the end, the peagle search for
stubborn systems and neglect to accept the fact that dramsdlevsometimes
even extensive and deep - are necessary to achieve longtefite pnd sustained
growth will not be profitable while the few people who can guidhis fact will
in the end achieve success (not easily by the way !). Whathig $ay about that
person who laughed last ? :0)

5.7 Trader Psychology : Being a Loser... Knowing How to Deal
with Losing Periods

| wanted to write an article about one of the most criticalezsp of manual and
automated trading : the ability to deal with losing periottss very interesting
how for most people (me included) it is extremely easy to dgti profitable
periods but the instant that balance drops below the preditalargin we start to
get into a psychologically different mood. Different peepeact differently to
losing periods but usually the general reactions are thes&wnen facing loses,
people start to make an incredible amount of mistakes ioviefig their trading
systems or methodologies. People trading automated systsually take them
off their platforms and start to search for new ones, pespting manual systems
start to make very emotional entries with exceedingly higk levels.

Definitely one of the hardest parts of trading is dealing i fact that your
trading is not perfect and the market is not always alignet wour expectations.
Every trading system in the world will go through draw dowmipds and more
often than not these draw down periods are extensive anddesply test the
psychological strength of the person trading them. Going draw down is a
natural consequence of trading and it should not affect thg i which you
trade. The key is simply to deal with each trade as if it wathlg trade you had
ever taken. The burden of previous trade results should utoa gtrain on your
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mind.

Of course, easier said than done. People find it difficult tmfoa strategy
which has been giving them loses mainly because they stdnubt the system
they are trading. People wonder if the system will put thegoaint into an infi-
nite draw down spiral which will blank their accounts. Hesenhen confidence
and knowledge become the decisive factor in the trading stesys and method-
ologies. Do really understand your system/method and @Btfrisk targets ? Do
you have enough confidence in your system to continue tratitegpite the loses
you are getting ? Certainly these are questions which a pesisould know the
answer to if he or she wishes to be successful in trading. Whbarare in a los-
ing period ask yourself the questions above. If you don’tehidne answers, then
probably you should study your method or system more in deptthange to a
system/method you truly understand.

| have to say that I've found that the ability to trade througsing periods
without making changes to their trading methodology/sysieone of the main
reasons why profitable traders are profitable and people eg®énd up losing
their whole accounts. Profitable traders do not increaseribk level when they
trade and they do not make emotional entries when they hareabcounts in
draw down, something which people new to trading jump to wherpsycholog-
ical stress of being losers starts to take a toll on their @nst Remember, take
each trade like if it was the only trade you had taken, man#dgeades equally
even if your in a draw down or profitable period. Keep you resigets small and
your risk to reward ratio favorable.

6 Understanding Indicators

6.1 The indicator series... Going back to the basics !

It has caught my attention that many of the traders that ar@viad with forex
trading and particularly those involved with automateditng systems often have
no idea of how an indicator works or what it is telling them mdst of them rely
on visually correlating some number being reached on thieatalr when price
reverses or some color changing on their screens to devdlapliag system. |
cannot stress how wrong | think this approach is to tradinig@m lead to pretty
disastrous merging of different indicators onto an unsamaiunreliable trading
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system.

For this reason, | have decided to start what | would like tbrog “indicator
series" posts which will focus on explaining the mathenatimlmckground and
initial intent of the most common types of indicators as vesllsome particular
examples of individual indicators. What | want to achievéwhis is to give peo-
ple a better knowledge of what indicators really mean and wéeful information
can be obtained with them.

Another interesting thing is that when you look at indicatiora mathematical
way, it becomes more logical to mix certain indicators witheys and to generate
trading systems that are reliable, sound and very likely @okw 1 will try to go
into the roots of the origin of the individual indicators aed you what they were
initially developed for, what combinations of indicatorduzally make sense and
what information we can get and how we can use this informatalevelop good
trading systems.

6.2 The Indicator Series... The Moving Averages

When | thought about writing a series of posts about foreditigaindicators the

first one to come to my mind was of course the moving averagémsd type

of indicators are quiet simple and almost anyone who hastesged the forex

market is familiar with them. For most people, the movingrage is just a line

that price should be under or above in order for them to exdrder a trade. |

now intend to analyze the moving average indicators witltie Ibit more depth

so that my readers can have a better idea on how these ingdicatobe used and
improved in order to trade market instruments efficiently.

So what exactly is a moving average ? Well, the moving avecagebe sev-
eral things. A simple moving average is the average of sorhe\a the last X
candles, this last value can be the opening price, closiicg,phnigh, low or any
other operation of price during that candle, like the mediane. For example,
an 8 period close simple moving average is simply the sumetlbsing price
of the last eight periods divided by eight. Now, this valueasculated for each
candle and plotted on the screen giving us a moving averageol top of the
instrument’s chart.
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What does the moving average mean ? It is really just the geesé price
movement over the past X candles. Why is the strategy to g \Wdmen price
goes above the moving average and to go short when priceda@a tie moving
average ? This is because when price goes over the averdgepadt X periods it
means that price is doing a "breakout" over it's previousaye price, it certainly
means that price is moving away from it’s previous averad@es This of course
as you know, is a strategy that would wipe your account sinoegimg average
strategies would suffer from what most people would callpghiws. That is,
price tend to move above or below a certain average of prevpoges only to
return to the average because the average price aftertal ice the instrument
has been traded for in the past.

Another important matter is the moving average period. Hoanynperiods
back in time should we average ? 10,20, 4, 100 ? Well, the meredgs you
average the harder it will be for price to break over or untlerrhoving average
as you are taking into account a longer period of time. So fan®le, a 200
period moving average on the daily chart catches 2 to 3 yewy fiends and is
therefore a powerful strategy by itself since prices tendhgpsaw little on such
large timescales and periods.

The moving average, as you may know or have inferred by noaviriending
indicator, that is, it works very well when the market belsie a directional
manner because prices tend to stay above or below theirgmgedairing a trend.
However, prices tend to cross their averages constantipgloonsolidation and
ranging periods so you will lose money overall. How can yopriove the moving
average ? Is there a way to make it a better indicator ? With other indicator
can we pair the moving average to make a strategy ?

The first questions is probably answered with a little ircdtitf we are guiding
ourselves by the crossing of a moving average, it is an ayfatiging strategy
since sometimes prices move away from their averages and thbg cross back
you are already a million years behind price action. Whatsftraded the deriva-
tive of the indicator ? That is, what if we traded the slopehaf noving average
instead of the actual crosses of the moving average ? Forg&amhen prices
are moving down, the average tends to decrease as eachgjeriogis in a lower
price, if we calculated the change of the moving averagenie tive could then
plot an indicator that showed us if the change was positiveegative and we
could enter a trade using this which would of course lag mashk than the mov-
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ing average. | am, of course, not the first person to come upthits idea and this
is why the Trend Analysis Index Indicator was created a wage. It plots the
derivative of a moving average and gives you a much bettesesentrading than
the regular moving average indicators.

Systems with moving averages then have very strong liroitati by them-
selves, moving averages provide little potential for loagrt profitable systems
unless long periods on large timescales are used, such 20@héaily moving
average system. If you trade any smaller scale, or try tgpsesing a moving
average (or several moving averages, being them weightefiskdvl whatever),
you are absolutely doomed because the profitability of ympreds will definitely
change with time as the random events that generate pri¢ee@mtall time scales
changes (and so will the crosses of your moving averageshamefbre signals).
This is why many people find that a great scalping system sed a 5 min SMA is
unprofitable but very profitable with it's signals reversed ghen when they trade
it with the reversed signals it kills their account becauserarket has changed
again.

Moving averages however can be paired with certain indisat®m enhance
their performance. If you give it a little bit of thought seskdifferent pairing
options appear. Moving averages only work on trending ntarke you would
need to find a way to filter markets where they will whipsaw, ofirse, there is
no way to do this 100% but there are some indicators we canoude this. For
example, oscillators (next indicators on the indicatoreseof posts !) can be used
for this purpose (again, more on this on the oscillators)pddso volatility indi-
cators and volume indicators can also be used for this parpbsading moving
average crosses on high volume is certainly a way to impitweie &ccuracy since
profitable trades with moving averages usually only occuenvthere is a large
amount of volume in the market.

| hope this post has taught you a little bit about moving ayesaand how they

can be used to effectively trade the market. Maybe this witk gou a few ideas
to further develop or enhance your current trading systems.
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6.3 The Indicators Series : The MACD, the Market's Speedome-
ter

Today'’s post will be a continuation of my indicator serieposts which try to ex-
plain the mathematical meaning of different indicators had they can be used
successfully to create sound automated trading stratedibe indicator series
aims to make emphasis on the importance of understandingatiaee of indica-
tors to really know how they can be used successfully in tigudBuccess when
using indicators does not come from just "blue line crosseeksline” but from
a true understanding of the underlying relationship betwde data displayed
and the price charts your looking at. This post will focus ba famous MACD
indicator created in the 1970s by Gerald Appel.

Sowhat is the MACD indicator ? The MACD, or "moving averagaew&rgence-
divergence" indicator is nothing more than an expansion trg idea of moving
averages. The indicator has many components but origitGehald Appel de-
signed it to have only two : a main line and a signal line. Thentiae is the
difference between to exponential moving averages andghaldine is an expo-
nential moving average of this difference. The histograntmpduced in the 1980s
in mainly the difference between the MACD main line and thgnal line. The
following is a small summary of the traditional setup (1296

MACD main line = 26 period EMA - 12 period EMA MACD
signal line = 9 period EMA of the MACD main line
MACD histogram = main line - signal line

But what does this tell us ? | usually look at the MACD as an aspan of the
moving average concept. As | told you on the first post on theator series -
which discussed moving averages - the difference betweemtawving averages
could be interpreted as a sort of "derivative" of averagéckpction : A velocity.
This is why | usually think of the MACD as the market’s spee@ben. The MACD
main line tells us about the velocity in which price is chamgpivhile the histogram
tells us the difference between the main line and the sigmalvhich is a measure
of the changes in the main line or also a measure of the aatieleof price action
(a sort of second derivative of price action). (on a smalentte MACD in mt4
does not display the signal line, only the main line and lgiton, they might
have considered the introduction of the signal line reduhda crosses between
this line and the main line are signaled by the histogramsingsthe zero line).
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Traditionally the MACD is traded in different ways with masgtthem corre-
sponding to different changes in price action. For exanmgpleross of the main
line through the zero line simply means that the differeret@/ben the 26 and 12
emas is zero, that is, the moving averages are crossingulfrgde these signals
it would be nothing different than trading a traditional EM£0ss. You can also
trade crosses of the signal and main lines which would mestrilibre is a change
in the "velocity" of price action. That is, price movementhiat direction is "slow-
ing down". That would be the same thing as trading the crogkeohistogram
through the zero line, since the histogram signals therdiffee between this two
lines. Now the best possible signals of the MACD would coneenficthanges in
acceleration, which would go before changes in velocity wondld be the most
early signals of the MACD. However the tops/bottoms of the GDAhistogram
are impossible to predict since usually several tops/bwttoan form before any
meaningful change in velocity (a cross of the histogramughothe zero line). An
attempt to do this lies in trading the MACD histogram "divenge" signals with
price, such trading is incredibly discretionary and notjeatto automation.

Truth be told, the MACD, based on moving averages, has sornteecgame
inherent disadvantages of these indicators with the adgarthat the "speedome-
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ter" feature of the MACD allows for better entries into therket. However
developing an automated trading system using a MACD is radtahsy. Usually
the problem is that the MACD fails under even only mildly vidkamarkets due to
the sharp changes in velocity that the indicator lags behiihgé MACD velocity
signals (crosses of the histogram through the zero linejdyaznobably be the best
and easiest to implement in coding but a lot of effort mustierpusing adaptive
money management techniques and exits on MACD signals frfA@D with
faster settings which may be able to get the system out afigasades quickly.
Definitely exits will be the most important aspect of a MACDsbd system. A
combination of the MACD signals is also not out of the questi®o you have
any ideas for an automated trading strategy using the MA@z #@tor taking into
account all the above ? Make sure you share them with us orothenents :0).

6.4 The Indicator Series : The Momentum Indicator

On the last post | wrote on the indicator series we discudsedMACD indica-

tor and how it can be thought of as the "market’'s speedomeftiay we are
going to talk about another very interesting indicator whices to show us the
prevalent direction of market change an instrument is gtingugh. Within the
next few paragraphs | will talk about the momentum indicaitsrmathematical
basis and some possible ways in which it could be implemesuedessfully in
an automated trading strategy.

The momentum indicator is a very simple technical tool whias to show us
a comparison between the price of the current bar (opere dhogh or low can be
used) and the same price of a given number of periods in the Pphs indicator
is calculated according to the following formula :

Momentum = (Price of Current Bar / Price N periods)*100

As you can see, what the indicator does is merely a calculafithe fraction
represented by current price of the price of N precious pleriddy multiplying
this fraction by 100 the indicator effectively representgesicentage of current
price against previous price levels. This means that if weutate the 14 period
momentum indicator on close price and the value of momensubh®2 it means
that the closing price of the current bar is 2% higher tharatlezage closing price
of the last 14 periods.
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As you may see by now, the usefulness of the momentum indibgitibself is
not pretty straightforward as you are only using informatomparing the current
bar to a given N number of periods in the past and you may getdalse signals
just because price on the current bar is higher than averdgetraditional way
to trade the momentum indicator is to get into positions asirtdicator crosses
the 100% line which effectively indicates that current pris now higher than
previous price levels, however this often leads to lateiensince the momentum
indicator gives a signal after significant movements haygpbaed and therefore
this approach is only profitable when price action is paléidy slow.

There are several ways to deal with this problem to create re& mifitable
system based on the momentum indicator. Particularly wéddoase decisions
on a derivative of the momentum indicator and enter when nmbume starts to
become positive. This will effectively get us into tradesantihe close of bars are
becoming higher ignoring the fact that they may be above tmvbéhe average
of the previous N periods. However the fact that the pricenefcurrent bar has
heavy importance in the calculation of the indicator makesrioisy one and the
first derivative would have to be smoothed so that it didré digferences between
current and last bar values of momentum but the differentedsn the current
and some N past bar. The image below shows a few trades ussrpticept.

reen lines indicate
profitable trades

red lines indicate

unprofitable trades
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If we follow this concept then it may become simpler to adiuehlculate the
second derivative of momentum and simply enter or exit sadeen the second
derivative of momentum crosses the 0 line, effectively algny that a change in
market direction is starting to occur far before we actus#g current price levels
above or below the 0 line.

As with all the other indicators we have talked about, a ssgfté automated
trading strategy based on the momentum indicator will aéseelo contain sound
volatility adjusted money management and adequate exihameems in order to
work properly.

6.5 The Indicator Series : The ADX, beyond a trend/range fil-
ter

| have to say that from all the indicators | have used in mye&saas a forex trader,
the ADX (Average Directional Index) is the tool | dislike tineost. The reason
for this is probably because most traders have become accedtto viewing the
ADX as a range/trend condition filter when this is far fromrigean accurate use
of this trading indicator. People who develop automateditigasystems generally
use the ADX to filter out trades (which | have learned is notedgapproach) gen-
erating a global loss of statistical significance with a vamall -if even present-
improvement in profitability. On today’s post | am going tdktéo you about
this indicator developed by Welles Wilder, | am going to giits mathematical
origin and into how it could be used successfully for the tosaof automated
trading strategies. As always the most important thing isrtderstand what the
indicator is telling you and how this information can be use@xploit tradable
market inefficiencies.

First of all, the mathematical calculation of this indicat® not as straight-
forward as others since this tool has many different comptneThe Average
Directional Index indicator is made up of three lines calldd, DI- and DX. The
lines are calculated according to the formula you see beldve(e the true range
is mainly the highest value between the averages calcyleteldde the average
of the close prices (current close - last close) of the N iaicperiod):

DI+ = Average of X periods [Current High - Previous High]/(@wage of X
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periods of the True range)

DI- = Average of X periods [Current Low- Previous Low]/(Awgre of X pe-
riods of the True range)

DX = 100 * ((DI+)-(DI-)/(DI1+)+(DI-))

So what is the indicator telling us ? Mainly the higher theuesl of DI+ or
DI- the higher the difference between the current and pagidiiows becomes
relative to the largest movement observed within the ctraenl last candle X
period average. However note that DI+ and DI- are not nomedland therefore
we can only interpret them relative to each other. A highduevaf DI+ over
DI- indicates that in average higher highs where achieveitevéhvalue of DI-
above DI+ indicates the opposite. The DX - which is normalizecompares
the difference between DI- and DI+ and tells us what pereggnthis difference
represents from the sum of both indexes. The value of DX velhigher as the
difference between DI+ and DI- becomes larger effectivélgveing that during
the past X periods the market has shown a prevalent movementidirection.

The fact that the DX value seems to be related with prevalemket move-
ment then does not imply that we can define trends/rangedycteam the ADX.
There are two reasons why this is mainly not a good use of th¥ Aldicator.
First of all, the DX line is comparative meaning that if we baw quiet market
period with low volatility but a steady up/down movement thdicator may in-
terpret it as a trend. The second problem is related to theffatyou would have
to select a "level" to use as a threshold between "rangingranding” conditions,
something which cannot be easily done. Usually if you attetmpnter trades in
favor of "the trend" when the DX value is high you will find thige trend has
already happened and you are just entering too late.

The ADX indicator however can be used to detect retracenggvies the fact
that it can detect when a weakening from a previously stragnggthas happened.
For example, if the ADX reaches an extreme value (indicagingng market mo-
mentum) we could simply wait for a weaker DX value and entertthde in the
direction of the trend when the trend has apparently "céasafdcourse, we will
enter upon a retracement, within a very good position to takentage of future
movements. Such a case is exemplified within the followirgtth
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As you see, the ADX indicator can be used for this type of psepsuccess-
fully, not taking into account any range/trend filtering clcteristics which are
generally attributed to this trading tool. We take advaatafthe fact that the
indicator signals "what has already happened" and we ueeeitter trades in fa-
vorable positions to exploit a tradable market inefficier@§ course, developing
a mechanical trading strategy based on this concept woqldresthe develop-
ment of additional closing criteria and trade analysis &e which DX levels are
adequate) but such an approach is bound to be a good stavaiopl@ long term
profitable strategy based on the ADX indicator.

6.6 The Indicator Series... The Stochastic Oscillator

Today | will continue my indicator series of posts (which Hagen a little bit
neglected) with a post about the stochastic oscillator viscone of the most
popular indicators out there which, by the way, is tradedvtheng way in many
cases. In order to understand how to trade with the stochiasticators, what
trading systems would benefit from it and which won’t, we finsed to take a
look at the math that defines the stochastic oscillator.

The stochastic oscillator introduced by George lane, simoglculates where
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price stands against the high and low of a previous amourgridgs. That is, you
can consider the stochastic oscillator value of as a measarewhat percentage
of the range between the low and high of a certain period yeuarated. The
equation that calculates this is as follows:

closing price — price low

STS =100

price high — price low

As you can see, the stochastic oscillator varies betwearesaif 0 and 100
and as | said, tells you where price is in relation to a cepenod’s high and low.
What does this mean ? Well, it means several things. Depgratirthe market
conditions, the stochastic oscillator behaves diffegeMilhen the market is rang-
ing or trending within a channel, the stochastic oscillatdkforecast oversold or
overbought markets as values near the high of a range are pvdre sold and
lows are prone be bought. When the market is trending, thshgage a little bit
since highs are pushed further and further up (lows the ofg)@® the oscillator
remains at high levels (low levels for down trending markalisthe time and peo-
ple who are trying to treat that like an overbought or oveatsuohrket get killed
because they are trading against the trend.

Since we would like to catch trend, which are the most juicgarpunities in
the forex market we should only trade the stochastic whendhe overbought or
oversold that is, we must follow the reverse of the "tradiail3 stochastic inter-
pretation. Of course, if you do this and the market ranges,are always trying
to get into a trend that just reverses because the marketddireakout.

The stochastic has the advantage also of being a leadirgaiodsince it gives
signals before the trends actually start. So if you tradestbehastic oscillator
with a reversed type logic and a trend following indicatauymight be able to
get yourself a profitable system. Although, there might &lsdhe need for the
inclusion of volatility type filter and some other creativeeuof trend following
indicators (more on this later !).

All this information about the stochastic oscillator rgd#éts you see how you
must know the mathematical basis of an indicator and its tneaning in order to
use it effectively in the forex market. As you can see, a tranal interpretation
of the stochastic with a trending indicator makes no sensigegsconstantly con-
tradict each other and you can hope for a break even systessat $tay tuned
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for the next post on the indicator series which will focus ba MACD, another
very popular forex indicator.

6.7 Indicator Series : The Fractal Indicator

On this article | decided to continue my indicator series astp with the fractal
indicator instead of the MACD indicator which | had said | i@gontinue with
last time. The fractal indicator, which was developed by Biilliams as part of
his trading system, is a very interesting tool in trading ailtbe the focus of my
post today.

What is the fractal indicator ? How is it calculated ? The tahedicator is
based on the formation of "arrow like" formations or “frdstacaused by a high or
low being reached within a specific pattern within a certaindiestick formation.
What the fractal indicators looks for to draw a fractal is aeseof continuous
highs or lows leading to a major high or low which is then re¢ch from by a
series of higher highs (in case of a low) or lower lows (in cata high). For
example the following patterns would cause the formatiofnaaftals :

Each line represents a bar of price movement : As you cantsegpgl of the
fractal indicator is to show "tops" and "bottoms" defined g above close price
patterns. However, also as you can see, the fractal indinatxs several bars to
accurately show the pattern and no position should be ehtefore the fractal
indicator has been drawn. The actual indicator in the medatr4 platform does
not wait for the close of the last bar to show the fractal patse the indicator may
show signals than then "disappear" if the last bar goes otheofractal pattern
when closing. This is solved by this fractal indicator whates not repaint and
does wait for the appropriate closes before drawing thedtac
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Fractal indicators are useful in many aspects. They are aoryhused as a
way to look for support/resistance levels (several fractak needed in order to
confirm this assumption) and they are also used to measwadgtrength as the
actual number of fractals broken by price gives a sense ofilemtum". How-
ever, fractals should never be used by themselves as trerygifte too many fake
signals and no systematic way to trade "bounces" or "brdaka@an be formu-
lated. Often a computer attempting to elucidate supporrasidtance levels with
fractals will see a lot more than what a human trader wouldlsading to further
complications of trading methodologies involving this eggech.

However, fractals may be useful in automated trading as axsneadefine a
“ranging market" when the market fails to "break" above ug down fractals
and therefore remains in a sort of "channel”. In my persoxpégence, the use
of fractals in automated system is, to say the least, comtglitsince particularly
volatile time periods usually generate a rather high nundféitess meaning-
ful" fractals which become a big problem when dealing withaamomated sys-
tem. However, combinations of the fractal and alligatoii¢atbrs as used in Bill
William’s system, coupled with an adequate dynamic adeptioney manage-
ment system may generate a profitable system from fractdihtga Any willing
to give this a shot would be welcome !

6.8 The Indicator Series : Understanding Bollinger Bands

If you have been involved with almost any form of technicatiing you may have
heard and probably used Bollinger Bands. This technicatatdr named after
its creator - John Bollinger- became one of the most popalastused by traders
during the 20th century. Today | am going to dedicate this fmos description and
analysis of this indicator and how it can be used to createesstul mechanical
trading strategies. | am going to talk about the calculatibthe indicator, what
it tells us about price action and how we can analyze it to fifférént types of

market inefficiencies. As always the objective of this post be to teach you

how to understand this indicator better and how to desigectife systems that
tie its logical relationship with price in a rational manner

So how is the Bollinger Bands indicator calculated ? Thisnis of the sim-
plest technical indicators available to modern traderis. fihrmed by two parallel
lines plotted around an X period moving average. These hneslistanced from
the MA by a certain number of standard deviations. The vafudb® standard
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deviation is calculated at the same number of periods as fhexigd MA. To sum
it up the indicator is formed by the following line :

upper band = X period MA + Y times the standard deviation
lower band = X period MA - Y times the standard deviation
central line = X period MA

But what does it tell us ? The standard deviation is simply asuee of how
much price moved away from its average. A high standard dewiamplies that
price moved further away from the central average while adtamdard deviation
implies that price remained more range bound and close tavdsage. When
this value is low, volatility is low, when it is high, volatiy is high. The plotting
of the traditional Bollinger Band indicator with the moviagerage and standard
deviation calculated on close prices over 20 periods is shoglow. The upper
and lower bands are placed 2 standard deviation measurgs@nathe central
line.

Trending Period el
M Lazodn

1 i 1.41620

|

{
i

Contraction

The problem now seems to be to find an exploitable inefficiaumsing the
above indicator. We must therefore find a behavior relatethéostandard de-
viation that will produce a forecast of future market movetsewith a positive
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mathematical expectancy over a long period of time. Howexean you attempt
to do this you will find that most of your attempts will be frtesied by the fact
that volatility related behavior - which is what the starddeviation of price tells
us - does not appear to have a relationship with any particwgéficiency. In par-
ticular, attempting to capture volatility breakouts usBgllinger Bands is very
difficult in forex trading and such a strategy does not holdsitive mathematical
expectancy on most currency pairs.

Contrary to popular belief, there is also no clear statttendency when
evaluating price "touching" the Bollinger Bands. If youeatipt to create a strat-
egy to profit from bounces from one side of the band to anotberwill find
that profitable periods will exist but unprofitable periodsvhich the market will
not bounce, but follow a particular band will happen. The sedrappens if you
attempt to do the opposite. None of these approaches seegh&tpou a posi-
tive mathematical expectancy and in the end they do not leechselves to the
creation of mechanical strategies.

Is it not possible then to create a profitable system usirgyitidicator ? Of
course not ! Certainly there are ways in which this indicaimaght be exploited
to give entries with positive mathematical expectanciesr éxample, statisti-
cally we might expect price levels outside the bollingerdsto be quite rare and
in fact, significant price moves outside the bands might @rtavbe signals that
price is moving decisively in that given direction. We cotiterefore use these
signals to exploit both a short term retracement and a lomeger trending move-
ment, expecting price to return within the bands but to cargito move in that
direction. Overall entry rules based on this approach hgvesitive mathemat-
ical expectancy meaning that they do provide us with a wayeate Bollinger
Band-based long term profitable systems.
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This signal is able to
predictboth a
retracement and a
continuation

A significant mowve
closing above the
upper BB signals
happens

As you see it comes down to understanding the meaning ofdneatd devia-
tion and how price movements that are statistically rareb@aexploited to signal
- with positive accuracy over the long term - price movemengsgiven direction.
Bollinger Bands are therefore a simple indicator that maynave to be as useful
as traditional technical analysis wants it to be, but it deed itself to the creation
of profitable strategies both on its own and as a complimenthers indicators
as shown by the God’s Gift ATR trading system. | am currendyedoping a few
strategies based solely on Bollinger Bands. Will | succeecthake a long term
profitable system out of this ? Stay tuned to check it out :0)

7 Trading System Design

7.1 Looking at the Future Through the Past : The Key to Suc-
cessful Entry Logic Design

When you first attempt to design your own mechanical tradysgesns you often
start with big questions about the way in which this is suppld® be done. The
building of the entry logic - which marks the potential of ading strategy (not
its profitability !) - is quite commonly the first obstacle néxaders find when
attempting to develop a strategy. Generally people who'teia@mniliar with sys-
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tem development will start to develop entry logic based @uai observations -
without a true grasp of the underlying market- somethingollis bound to create
significant problems and eventually lead the trading sysate failure. On today’s
post | will be writing about how you should address entry d@wment and how
you should focus on the understanding of the currency pairthe building of

causality chains so that you can truly build entry logicesid that have a good
potential for the development of a long term profitable tngdstrategy.

When you sit down and start to build the entry logic for youxtrstrategy you
have to think mainly about two very important factors. Fisgiu need to think
about the underlying market characteristic you want to @xind second, you
need to think about the chain of causality that is bound togoyiour trades to
exploit this desired characteristic. To do any of these twigs, you require an
understanding about the underlying price action charisties of the instrument
you are trying to trade. Aiming to do this without a proper ersfanding of the
behavior of the instrument you are trying to trade will brimgthing but failure.

How do you start then ? The first thing you need to do is to asksgiiabout
the inherent characteristic of the market you want to tackler example, let us
suppose you want to exploit hourly trends in the GBP/USDeA#eciding you
want to do this you then need to look for the "ideal trades"would have wanted
your system to get into, when you would have ideally wantegitioin. Once you
know your ideal entry you now need to look into the past andifsteere were
any changes that pointed out that this would happen. Thislaa to the second
part, developing a sense of causality.

Everything that happens in our world has a cause and so doemahve-
ments. When a given market movement develops there is baubd & cause
behind it. By looking into the past and finding certain marehavior that sig-
nals that a certain event is likely going to happen we find @ves with the goal
of entry development, a market inefficiency. The idea hete Isok at the past
and see what particular price behavior has led to our intkindk=al entry setup.
Once you have pinpointed this past cause that leads to yeal éhtry setup you
can code the logic and do a mathematical expectancy analsigou see here,
the key is to find a particular market behavior in the past Wwhéads to a given
outcome in the future with a high probability.

The thing you need to understand here is that a given causeasvays bound
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to give the same effect because market behavior is almost bewind to repeat
itself in precisely the same ways. What you are doing is Iougje "general case”
from a very specific setup. Sometimes this general case gs$sumwill not work
since your logic "misinterprets” the current behavior as'general case" while
in other instances it will match and you will enter your ideatup. This is what
leads to market exposure and - when potential for profitgtelkists -to positive
mathematical expectancy values.

Entry Logic Development - by Daniel Fernandez

Pick market behavior
you want to exploit

Look at Ideal entry Is mathematical

point expectancy positive ?

Look at the past and Market inefficiency
determine a causality no yes | found!Continue
relationship with system development

previous price action
Determine the long term

mathematical expectancy

Generally your general case will only determine the systepotential but
money management (lot sizing plus exit logic) will finallytdiemine profitability.
Trying to modify an entry logic to achieve profitability is aeng approach which
usually leads to poorly built systems with very complex ghagic criteria that do
not achieve long term profitability. Knowing the mathematiexpectancy of your
entry logic is vital for success since these data will tell yicthere is potential or
if your "general case" assumption simply does not work inoimg term.

7.2 Five Common Mistakes in System Optimization

| believe that one of the most important aspects of systemyalesd use is system
optimization. This step in system design is vital sinceldw us to adjust a given
trading system so that it can more efficiently exploit the keainefficiency it is
based on. When done correctly, the optimization of a tradygiem gives you
a more profitable version of your logic with better profit amkrtargets in long
term performance and a very robust strategy which is notylike fail even if
market conditions change significantly. When done incallyeaptimization leads
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to curve-fitted systems which are "fit" to test profitably ie fast but fail to profit
in the same way in the future. What is the difference betweerect and incorrect
optimization ? On today'’s post | will talk to you about thissyémportant aspect
of system design and what mistakes system designers aretdrasually make
that make their optimizations invalid and the resultingling system useless.

In the end, there is a good way and a bad way to optimize a gyrated def-
initely all systems can be adequately optimized if certaigcputions are taken
into account so that the most important "curve-fitting pisfaare avoided. | will
now describe the five most common and dangerous mistakeswiesteoptimiz-
ing and | will attempt to give some solutions to these veryalisind sadly lethal
blows to long term profitability.

1. Optimization period length. | think that the most common mistake when
doing optimization is -without a doubt- the length of thetiteg period used to
optimize. Strictly speaking, optimizations are not boumtd¢ meaningful fit they
are done within periods of less than 5 years given that smp#igods of time
are not statistically relevant according to long term cleanigp market volatility.
So if you want to optimize your system and avoid curve fittinge a period of
at least five years. Using a smaller period will most likely™fiour strategy to
very specific market conditions and will make it unable tof@en correctly as
the market changes.

2. Reliability of the simulations. It is very important to note that in order
for optimizations to be valid, simulations need to be val@ptimizing a scalper
or a similar strategy which cannot be simulated accurategsdnot make any
sense since the trading results - and thus the optimizadisuits - are not going
to represent live testing to any accurate extent. Desigsystems that explicitly
control one minute bar opening and that use adequate prdfiigintargets - large
enough to avoid interpolation errors - is critical for adatguoptimization.

3. Ignoring the result’'s surroundings. One of the most important aspects of
system optimization is to take into account the resultstiadd the most profitable
result you found. For example, if the optimal value for ani@atbr period for your
strategy is 20 when doing a 5 year optimization what happdrenvhe indicator
value is changes to 19 or 21, what about 18 or 22 ? Itis very itapbto consider
the surrounding since they give you an idea of the possildagés of profitability
you will get if the market changes enough so that your "opttireettings are no
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longer that good. If your system is very profitable with 20 #meh loses 70% of
its profitability with 19, then the strategy is not robust egh and it IS bound to
fail in the future as market conditions may drift - even ifpslightly - from your
set results.

4. Fine grid optimizations. Another common problem with optimizations is
the use of very fine grids when optimizing. In general, thesethe optimization
the less risk there is to curve fit a strategy since the fitsngpine in a "lose way"
and results that may over estimate profits and underestifuate draw downs
are also avoided to a good extent. In general you should nohize to any grid
lower than 2% and better 5% so if you are doing an optimizatioa strategy’s
SL from 20 to 200 do not use steps smaller than 4 to accompblish t

5. Re optimizing after Optimizing. When you optimize a parameter for
given strategy, then optimize another one and then reaptihie first one to the
new profitable results you are most likely doing a sort of "find" optimizationin
the sense that you are "fine tuning" the first variable to ticers#'s "best results".
This is similar to doing a fully correlated optimization tf@ugh less computa-
tionally intensive) but it has similar dangers in the sehsgincreased correlation
and probably further curve fitting is introduced. My adviegdis to only opti-
mize variables from a first set of parameters in order anddaepptimization of
a variable after it has been optimized once.

As you see, these common mistakes in optimization are madeolsypeople
who want to improve their automated trading systems andfallem are bound
to generate very good results using optimizations that assiply going to be an
over estimation of profit and underestimation of draw dowthmlong term. In a
future post I will give you a diagram for optimizations exipiiag a little bit how |
optimize my systems and what "general procedures” | followhsit my systems
end up being robust, profitable and with a high like hood ofntaaning their risk
and draw down characteristics in the long term.

7.3 Making Automated Trading Systems - 6 Tips for Successful
System Design

One of the questions | get asked the most is how | come up widhdasign all
my mechanical trading strategies. Several people have eveddhow | device
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my simple criteria for systems and how such simple logic caleéd be success-
ful under today’s ever-changing market conditions. Howewdat fellow traders
often don't realize is that my system design is based on s@nesimple prin-
ciples anyone could follow to achieve success in automageting. On today’s
post | want to give you - fellow traders and system designe@me tips about
system design so that you too can benefit from my experiememdrthis area of
successful strategy production.

Within the next few paragraphs you will find some very preaattitps to help
you with you design successful automated trading systeras &bsolutely sure
that these tips will help you overcome some of the most prentimbstacles in
automated trading, avoiding the mistakes that condemn psugile who embark
on this journey to failure and frustration. So how can youtliowe your system
design and come up with better and more likely successtilegjies the next time
you design an expert advisor ? Keep reading to find out !

1. Understand what your system will attempt to do. Most people who
attempt system creation often don’t understand what tlystesh will be doing.
It is not a matter of saying "it will be making money" or "it wibllow an MA
cross", it is a matter of understanding what the system weiapt to capture and
why it has a fundamental reason to work. Having an idea of lhewtarket works
and how your strategy exploits an inefficiency of the markefitial for success.

2. Everything must make sensel cannot tell you how many times | have
come up with people who want me to help them program systeatshtve a
ton of indicators they don’t even understand. In order tousesssful, absolutely
every single thing you add must have a reason and the reasmtsiat be shallow,
like "because it filters ranging markets", they have to barcéed mathematically
precise. Something like "this indicators helps me deteamwprice has moved in
X direction because the indicator's mathematical meartiogvs Y about price..."
is more like it.

3. Analyze and analyze deeplyOften traders will attempt to design a system
based on a few weeks of forward or live testing or even on jistvamonths of
"visual" backtesting. | can never stress enough that amajyand testing systems
on a statistically significant period is vital for successlways analyze systems
for at least 2-5 years of historical data before | even cardioe coding of strate-
gies. Not only does this analysis provide me with inform@atoout the system
but it also helps me understand the underlying reasons wtgds or doesn’t
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work.

4. Do a mathematical expectancy analysis of the entry logicWhen you
are making a new trading system you always need to know if yapert has
potential and what time frame and type of trade your systelnbeicapturing.
Doing a mathematical expectancy analysis is vital to get itifiormation. This
allows you to know for sure which time frame your system wdskst on and it
gives you a good amount of information regarding the pradabtcessful of your
trading strategy.

5. Have simulation reliability in mind. When you are designing your trading
system you need to do so with simulation reliability in mif&ing able to carry
out reliable backtests is very important when evaluatiaglitrg strategies and
taking into account this factor when you are programming gystem is vital for
success. If you program your system with simulation religkas a main concern
chances are that the results you will get will be much morelved and consistent
with live trading results.

6. Have adaptability in mind. Many traders decide to code their strategies
with fixed exit target values (like fixed pip values of a TP an8ilg something
which is bound to bring your systems to failure as differeatket conditions start
to develop. Considering adaptability from the beginnind arcluding adaptabil-
ity within your mathematical expectancy analysis is impottto guarantee the
long term success and profitability of any trading systenyolf look at systems
that have been historically successful, most - if not allh&in - use some for of
adaptive exit.

| hope that the above tips help those of you interested iresysdesign achieve
better success in your quest towards the development offal iseling strategy.
Obviously there may be other aspects worth consideringtisit in my experi-
ence - are the most important to know if you want to developcaessful trading
strategy.
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7.4 Steps to Design a Likely Long Term Profitable Trading
System

To tell the truth, making a likely long term profitable tragisystem is a very
difficult thing to do. When you search on line for people whtipt to design
profitable trading systems you will find that most of them ddwive a mechani-
cal, well-thought approach to system design and the finaaements are usually
based on an initial "thought" based on repetitive and almasstant modifications
to eliminate short term draw down periods which are natwdbhg term prof-
itable systems. In the end, the result is a set of dangeraismyg - sometimes
without even accurate simulations abilities - that will patount equity at a very
important risk of long term total loss. On today’s post | wamtvrite a little bit
about my steps in system design and the main characternigtioy mechanical
approach to sound trading system development.

So where do we start ? You will see that most traders who haver meded
a likely long term profitable system will start by coding agjiventry logic found
on a forum or studied briefly through limited demo trading mual backtesting.
What they do then is assign a fixed lot size to trading and saweng almost
always arbitrary - stoploss and profit target values with adipular extensive
study. What you get then is a system that has no possibibitissccess and which
is flawed from the beginning since it has no adaptation, nbgeand studies
behind it and simply not enough focus on money managemeinti(vilot sizing
plus exit logic). This is revealed when traders start to pese systems to the
test but instead of looking at the development process aaraesof the problem
they usually end up adding unsound tactics - such as malésgaver optimizing
their exit values, adding complexity to the entries and othangs which in the
end lead to the generation of a system - which is simply - vad; b

First of all, there are probably many ways in which succdssfstem design
can be approached. | am going to discuss mine because it mksdyor me and
has led to the generation of many long term profitable systamsou should
use my approach only as a guide to develop your own way ofitagkhe system
design problem, as something different may work better far.y

What are the necessary steps to successful system deveibprhbave pre-

pared a practical diagram (click to enlarge) showing yowlieally the pro-
cess | take in order to develop trading systems - includihghalse within the
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Watukushay Project - and all other experts. You will seettmafirst step | take is
a design of an entry logic followed by a mathematical expestanalysis which

defines the trading system’s potential. If the mathemaggalectancy analysis
is not positive, then | modify the entry logic or the evalhteimber of periods
and time frame until | am able to achieve a positive value. t\de®ple would be

surprised to know how little importance the entry logic adlythas as most entry
mechanisms have some degree of positive mathematicaltexgggaon different

time frames or periods. The problem with the usual systeneldpwment tactic

used by most new traders is that they don’t do a mathematipaltancy analysis
at all, therefore, they truly don’t know the potential of ith&y/stem or if it is being

used on the adequate time frame or if they are targeting atiequofit and loss
values per trade.

‘:l Trading System Potential
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By Daniel Fernandez
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After doing this analysis - and having positive results - hitoue to develop
the system’s money management which will be the KEY to theesy's long
term profitability. Using the previous mathematical expacly analysis | figure
out what exits (as adaptive TP and SL) and what time frame veilthe most
beneficial to my system, always taking care to use time fraamesprofit targets
to preserve the reliability of the simulations being donefibing an adaptive lot
sizing technique which modifies positions against both i@aand volatility is
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also vital to ANY trading system’s long term success. Manygbe underestimate
the HUGE importance lot sizing has, having a fixed lot sizedapaing lot sizes
against a fixed percentage of account balance is a deatmserite most trading
systems.

The next steps are probably the most important and the onesragers and
most designers never do. You need to do a 10 year backtedtemd TRADE BY
TRADE analysis of the results to design adequate internalagic mechanisms
to increase the profitability of the systems. After you idiioe a new trading
logic you need to check if the expected payoff (which measthe relationship
between profit and draw down) is increased. If it is not, thea geed to go back
to a TRADE BY TRADE analysis until you come up with a logic thetrks.

After you find a closing logic that increases the expectedfigyou need to
optimize variables in an uncorrelated way - one by one - waithe steps to prevent
any significant curve fitting that may happen (some variahdegever, like the SL
and TP adaptive criteria, may be optimized in a correlatstim). After this is
done you need to evaluate your results and ask yourself ilayewsatisfied with
the draw down and profit targets of your system. If you are; e are done. If
you are not, then you need to go back and analyze TRADE BY TRADRBH year
backtest to come up with other closing mechanisms to inerpasfitability.

| believe that this approach, which attempts to increaseesygrofitability

through analysis and sound development is incredibly plulvatr generating long
term profitable systems. Usually people focus way too muctherpotential of
the trading strategy - the development of entries - when atityevery simple
entries have very good potential and only the developmeatiefjuate exit mech-
anisms really guarantees that large profitability levedsaahieved. If you see the
graph, most of my efforts are around the development of piafity as only the
initial mathematical expectancy analysis is devoted tepimdl.

In the end, profitable system development is NOT easy andresgmany
hours of hard work and development. Each analysis of a 10bgktesting result
can take me hours - sometimes even days - of work but in therescmnalysis
is absolutely necessary as it gives me the understandiregsay to implement
good exit criteria that will bring my systems to new profiléilevels. All this
effort that goes into development also allows me to deeptietstand my systems
and trade them with confidence under very varied market tiondi
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The above way of developing systems has allowed me to degelgral ex-
pert advisors which show success on 10 year backtests amadmlsve trading
accounts, adapting to changes in market conditions anéingdkue market inef-
ficiencies.

7.5 Mathematical Expectancy of Entries... A Basic Powerful
Concept in System Design and Development

Mathematical expectancy is a very important and useful epivhich many peo-
ple seem to be unfamiliar with. The objective of this artideo talk a little bit
about the concept of mathematical expectancy and its ufsl] pointing out why
itis such a fundamental and useful tool in the developmeluraf term profitable
trading systems and a key step in the evaluation of any giméy &gic. | will
start the post with the definition and purpose of mathemlagicpectancy and |
will then continue with some examples and concepts whichskibw you why
the analysis of mathematical expectancy is extremely itapband a necessary
step in the design of any given trading system.

Many of you may have wondered how successful traders comeithua good
entry logic for their trading systems, being manual or awtted. How can these
people know the chances of success of a given entry logic sad within their
system development ? Many people who are new to automatedmuahtrading
usually have an over-focusing - with little analysis - on éméry logic completely
neglecting the development of the money management partt.omNy does this
pave the way towards the development of unprofitable sysberris doesn’t help
that the way in which the entries are developed is non-syaieal and statis-
tically not rigorous. usually you'll find that people devpla given entry logic
based on visual observations of a VERY limited number of reeskuations and
then modify the entries in forward/live testing as they failder current condi-
tions. This speaks about the lack of knowledge of this nod@eelopers and the
way in which they view market and long term profitability.

A simple question then arises. Is there a way to systembteahluate differ-
ent entries to know which entry is better, which time framleatter and what exit
strategies may be more suitable ? The answer comes in theoformathemati-
cal expectancy analysis- an absolutely simple- yet abslglpowerful technique
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which allows you to evaluate the POTENTIAL (different frommet profitability

which comes into play when money management is implemeifeaf a given

entry logic. So what is exactly mathematical expectancylaowl does it play a
role in system development ?

The mathematical expectancy analysis is simply a techmidpeh allows you
to know the extent to which the market is bound to move in aagedirection after
a given entry is taken. The analysis is fairly simple, you krarery entry for a
given logic on a chart and then you mark a set given numbersfibto the future.
So for example, if you want to evaluate the mathematical egomey of a moving
average cross on a 10 bar period you simply mark each entrjhandyou mark
the tenth bar after the entry. After doing this you deternthreehigh/low of this
ten period after the entry. This gives you the maximum theketanoved in favor
of your entry and against your entry during this period. Wien do this over
a very large sample size you can determine the average movémiavor and
against you and you will be able to tell if the mathematicgdeptancy of your
system is positive or negative. This marks the potentiaboiryentry.

This analysis is very versatile and very important. By chagghe number of
periods in the analysis you can see if your strategy is batteapturing short or
long movements and what timeframe fits your strategy bestekample, some
systems may have negative mathematical expectancy on bremder of periods
while the mathematical expectancy may be positive undgetgseriods meaning
that the system is better fit at capturing long term movemtras short term
movements. This analysis also allows you to design apptgpexit techniques
for a given entry logic since you know what the average moveragainst and in
favor of your entry is you can calculate an adaptive SL or Téhgbat in average
you will hit the TP and miss the SL.

It is of course terribly difficult to explain all the aspectsmathematical ex-
pectancy within a single post reason why | only meant to gismnall introduction
to the topic within this post so that people interested inesysdesign may know
that this technique exists and has a paramount importartbe tevelopment of a
system’s entry logic. Within my website - in Asirikuy- | haweade several videos
explaining both the theory and practical aspects of evalgahathematical ex-
pectancy over a 10 years period, in addition | have also caaeHA to allow
people to evaluate any given entry logic . If you aren't intged in Asirikuy then
at least you now know this tool exists and you can either make gpwn EA to
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evaluate this aspect or you can do your own research to find mformation on
the subject :0).

7.6 Reversing Strategies... It Almost Never Works !

It is curious how many times during the past few years | haael rgosts from
people in forums or people in other websites asking for absfly losing" trading
system. It seems that many new traders have thought that ¢jneefact that
building a long term profitable system is so difficult it mighg well be easier
to find a system which is "long term unprofitable" and revelselogic to get
the valuable profitable results. Within this post | will tgtiu the reasons why this
logic is inherently faulted and why reversing a trading eyss logic almost never
leads to a profitable system. You will see why a logic revedsas NOT imply
that all trades are triggered in the opposite direction ahg ieads, 99% of the
time, to another unprofitable trading system.

To understand what happens when you reverse a system, faiso/under-
stand trading to a good extent. When you have a logic that &upswith TP at
B and SL at C and the SL is hit, then many people tend to thinkréhgersing
the logic to sell at A, with TP at C and SL at B will get them a piadfie trade.
This assumption is wrong. Why ? The problem is that when yguab\ you are
buying at an asking price so selling at A won’t happen at tlreeseme because a
short trade must be entered on a Bid price which will reach A different time
(or not at all). The same applies for the SL and the TP. ThdlfiatB was reached
as a Bid price does not imply that it will be reached as an AsteprSo effec-
tively reversing the logic can cause the system NOT to relaelsame SL and TP
values, causing the effect of a reversal to be an overallgdanlogic which may
not correspond to a positive change in profitability.

However the Ask/Bid differences only amount to be a part ef pnoblem.
The second part, which is the most overlooked by many tragdben they are
presented with the "long term unprofitable system” (a systéma 10 year down
slopping equity curve) is that the losing character of mdthese systems which
have "smooth losing curves" is caused by the spread. Forgramsystem may
be losing globally because its TP and SL are too close to thkehapread and
therefore the system loses money independently of thengddgic (something
which many coders which attempt to code scalping systerhsofainderstand),
reversing the logic does not cause any improvements in gbility (because the

90


http://fxreviews.blogspot.com
http://asirikuy.com

please visit my blog and Asirikuy.com to learn more !

spread is the same on both entries).

Even if most reversals do not have any positive effect, itue that the rever-
sal of a long term profitable trading logic will generate antiderm unprofitable”
system, however, such systems must be geared so that the mleovioned prob-
lems are not important. What people tend not to realize isdbding a "long
term unprofitable" system which is NOT so because of the gaed which upon
a reversal will not be significantly affected in an unprofieaimanner by Bid/Ask
differences is JUST as hard as coding a long term profitaldtesyin the first
place. Many times people believe they have such a systenhéyfail to realize
that backtesting of a system to see if its equity curve is sy losing” must
be done in six month increments (rather than in a straighyéan test) due to the
fact that the lowering of equity would cause profitable pasitater on in testing to
appear insignificant, when the logic reverses, these pegbdw to be extremely
losing. The lot sizing characteristics of a trading systeniciv are made to lower
loses and increase profits may indeed make the finding of siastessible system
MUCH more difficult.

| strongly believe that the failure most programmers anders face when
trying to code long term profitable automated systems is inaiecause they are
NOT approaching the problem in the right way. They almosegisfail to under-
stand the indicators they are using, they fail to add addjato their systems,
adequate money management, etc. The solution is not togttereperate things,
such as the finding of systems with 10 year smooth losing yquitves but to
build an understanding of automated trading and what has ttohe to generate
long term profitable systems using sound strategies, thiswfse, comes only as
a consequence of gaining an understanding about tradinchwagquires a lot of
effort and study.

7.7 The Truthis... There is No Insider Secret

| have seen time and time again that manual and automateddgstem sellers
always try to push the idea that people’s lack of profitapistnot "their fault” and
that the problem is that the evil "gurus” and "insiders" azep{ing secrets away
from the masses so that they won’t be able to ever make a dirteifinancial
markets. On today’s post | will talk about why there is adfab such insider
secret and why the failure of most people to gain profitabititthe markets is
actually dependent on each individual trader and the wajhshaeals with the
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world of trading.

The first question we need to ask ourselves is : Is there atdeqoeofitable
trading ? Is there a reason why profitable traders earn densiprofits in the
market when the majority of new traders fail ? Is there a '"&8c? Is there
something that if you know could bring you all that profit ? Tineth is that
there is no such insider secret. Talk to successful tradeasl, interviews from
profitable traders, ask anyone who has proficiency in the diahmarkets and
you will get the same answers.

There is no holy grail and no insider secret. What is the neagioy most
traders fail while these professionals make a profit ? It isl lvaork, knowl-
edge, confidence and consistency. Do you think that fund geaeand profitable
traders just got a letter saying "the big secret" and thearmerofitable ? Obvi-
ously this is not the case ! In order to achieve profitabilie dvas to put forward
a huge amount of work and effort, profitability does not corgatbelf and it is
a long way to actually be able to get your first profitable yeatrading, an ex-
tremely hard way which will hold almost no rewards (in prgfiii you begin to
see the light near the end.

The fact is that if you want to succeed in this area you needathyrbuild all
this knowledge for yourself. Truly there is nothing anyoa@ ¢ell you that may
make you profitable from one day to another. You can take ssasiicourses and
do whatever else you want but in the end you will need to talexyeiing that
other traders give you and discover it for yourself.

You need to analyze the markets, practice your trading, copneith your
own setups and methodologies, etc. Using the knowledgesotaa give you is
useful but you will not be able to truly achieve profitabilintil you are able to
get all that knowledge and understand it in its fullest tigtoyour own personal
analysis. Always strive to understand everything you learthe smallest detail.
As | said on yesterday’s post, confidence, not faith, will mgku a profitable
trader. For example, don't just learn "a move above the MAAD®is bullish”,
learn what the mathematical basis of the indicator is, whdhé cross of the 0
line saying in a mathematical and trading sense, what deetethyou about the
market ? Ask as many questions as you can about everythingagouand find
the answers !
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The fact is that most people do hard work in the least prodeetiay, going
through an endless search for a holy grail system or stratdmn their efforts
would be much better spent in learning to develop profitataldihg systems by
themselves. In my mind | believe that people have the powaetide which way
they want to go and it is definitely each person’s decisionatwletermines their
final outcome in trading.

7.8 Intelligent Trading : Answering Every "What if"

| believe that the worst characteristic a person can haveti@glar is unfounded
optimism. When | started trading | possessed this very ural#e character trait
and it took me a long time to get rid of this pest that would kpeyits away from

my account. It is very easy for traders -especially new onesget lured into

believing simulations or past live testing results and junmp systems with high
risks believing that a certain scenario will not happen. iz tell you how big

a mistake it is to ignore every possibility and to act on faittd hope. Time after
time | have seen traders do this and get burned in the procaéssheir hopes

in one hand and their empty accounts on the other. On todags Ipyvant to

talk to you about the great importance of the "What ifs" ofling and why it is

important for you to answer every possible "what if* questy@u can ask until
you are satisfied with every answer.

One of the most vital things when you want to succeed at sangeth life is
definitely preparation and trading is simply not the exaapto this rule. Often
people will venture into trading manual or automated trgdigstems with little
preparation and without a good plan for every possible au&that can arise.
The truth is that most people who attempt to succeed at faalith expert advi-
sors don’t even have a clue of what they do if certain scesaise and in the
worst cases they consider some scenarios "extremely byilige"impossible to
happen”.

| remember clearly how a person told me a few years ago thast\aimost
impossible” that his Martingale system would get 7 congeeubses since such
a market situation was simply extremely rare and such a cas&wever appeatr.
| told him that every time a trade is entered the possibilityase exists but he
continued to tell me that it wouldn’t and that | was simply tmaderstanding” the
nature of his system. The years passed and his system dedpratitably for a
while and after a year or so of trading it took 8 consecutivgefoand wiped his
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account clean. It was not the fact that the consecutive loappened what killed
my friend’s account, it was the obvious lack of preparatiensuch a scenario.

This happens all the time. People trade systems believatgthertain "what
if" question does not deserve an answer because it is simptyemely unlikely”
when the truth is that the mere possibility of it happeningudti make a trader
have a plan against it. If you are trading a system beliesnagA or B or C won't
happen then you are setting up yourself for disaster. Eveayswered "what if"
guestion is a void in your system, a void that will one day Hedil catching you
completely unprepared for the consequences.

| always answer any possible question about a trading systespecially
losing situations - so that | can avoid having a situationr@hem simply caught
with no answer. What if system A has 6 consecutive loses ? |Iswifer an X
draw down and the system will be Y% away from a worst-caseao@nWhat
if a draw down level of X% is reached ? | will stop trading thestgm since it is
below the worst-case scenario which is double the max drawdieferred from
reliable simulation results, etc. One of the things | hawenfbhelps me keep up
with my systems and maintain my success as a trader is to ALS\&ve a plan.
The most important part of doing this is to answer EVERY "Wiflagjuestion
you can think about. What if you have 5 consecutive loses ?t\Wiau have a 2
year draw down ? What if... What if ?

As you see, one of the most important parts of success imgadinothing
more than preparation. Knowing the answer to every possjoestion about
your system and having a plan for every possible tradingawnécis vital for you
to achieve success. There cannot be a lethal "What if* qurestf there is any
of these questions that ends in "I would lose my account” there is something
inherently wrong with your trading strategy, as a safetyrgwystem must be
able to give signals of "being too risky and not worth tradibgfore reaching a
wipe out status. For example, a system with a worst-casegoesf 30% will be
stopped at this equity level, preserving the other 70%, evhisystem that wipes
the account at 5 consecutive loses simply has no such "tonedtn its user about
a problem before it is already to late. Hope for the best. &eefor the worst.
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8 Where can | Learn More ?

If you have liked the material within this ebook and you wolilte to learn more
about automated trading please feel free to visit my blogratiews.blogspot.com,
the blog features free daily articles in which | discussvaig aspects of auto-
mated trading in the forex market like the ones you have ragtdmthis ebook.
There are also many great articles on the blog that didn’temato the ebook
so feel free to visit the blog’s archives to get more intengsarticles about auto-
mated trading and general aspects of the forex market.

If you want access to more content and to a full educationerfigid of auto-
mated trading please consider joining asirikuy.com. Kaiis a website | created
to teach people how to succeed with automated trading sgstethe forex mar-
ket based on a sound education that teaches people everiritnin the design to
the programming of automated trading systems. The weblsibecantains more
than 25 live accounts showing real money results of all tistesys | have created
plus more than 24 hours of educational videos and the fuliceocode and video
logic explanations of all the systems | have coded with largitprofitability in
mind. If you would like to get a full education in automatedding and achieve
success through adequate learning and understandingahbesily definitely en-
joy this website (remember that the subscription is only130JSD for the first
month and then 7.21 USD for each month after that).

9 Finally...

Thank you very much for reading my free ebook about automateting :0)
Hopefully after reading this ebook you have achieved a hidgnel of under-
standing about automated trading and how you too can acloegeterm prof-
itability using automated trading systems. Please rementgisit my blog
at http://fxreviews.blogspot.com or asirikuy at httpww.asirikuy.com if you
would like to have access to more content.
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