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(How to Trade the Markets and Win)
A Publication of The Corporate Finance Institute
 


	3. The Corporate Finance  Institute The Complete Guide to Trading
3
corporatefinanceinstitute.com
“When you think the market can’t possibly go any higher (or lower), it almost
invariably will, and whenever you think the market “must” go in one direction,
nine times out of ten it will go in the opposite direction. Be forever skeptical of
thinking that you know what the market is going to do.”
– William Gallaher
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About Corporate Finance Institute®
CFI is a world-leading provider of online financial analyst training programs. CFI’s courses, programs,
and certifications have been delivered to tens of thousands of individuals around the world to help
them become world-class financial analysts.
The analyst certification program begins where business school ends to teach you job-based skills for
corporate finance, investment banking, corporate development, treasury, financial planning and analysis
(FP&A), and accounting.
CFI courses have been designed to make the complex simple by distilling large amounts of information
into an easy to follow format. Our training will give you the practical skills, templates, and tools
necessary to advance your career and stand out from the competition.
Our financial analyst training program is suitable for students of various professional backgrounds and
is designed to teach you everything from the bottom up. By moving through the three levels of mastery,
you can expect to be performing industry-leading corporate finance analysis upon successful
completion of the courses.
About CFI’s Complete Guide to Trading
The following eBook’s purpose is to outline all the necessary fundament skills needed to understand the
capital markets in a trading context. The three-part guide will walk you through the markets, trading
concepts, and technical analysis and trading strategies. Produced after hours of research and planning
by current and former professionals in the trading industry, you will become familiar with applicable
knowledge that will allow you to be competitive in today’s markets.
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Copyright © 2018 CFI Education Inc.
All rights reserved. No part of this work may be reproduced or used in any form whatsoever, including
photocopying, without prior written permission of the publisher.
This book is intended to provide accurate information with regard to the subject matter covered at the
time of publication. However, the author and publisher accept no legal responsibility for errors or
omissions in the subject matter contained in this book, or the consequences thereof.
Corporate Finance Institute
learning@corporatefinanceinstitute.com
1-800-817-7539
www.corporatefinanceinstitute.com
At various points in the manual a number of financial analysis issues are examined. The financial
analysis implications for these issues, although relatively standard in treatment, remain an opinion of
the authors of this manual. No responsibility is assumed for any action taken or inaction as a result of
the financial analysis included in the manual.
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PART 01
The Market
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The Market
Understanding Asset Classes
When you trade, you trade financial assets of one kind or another.
There are different classes, or types, of assets – such as fixed
income investments - that are grouped together based on their
having a similar financial structure and because they are typically
traded in the same financial markets and subject to the same rules
and regulations.
There’s some argument about exactly how many different classes
of assets there are, but many analysts commonly divide assets into
the following five categories:
• Stocks, or equities - Equities are shares of ownership that are
issued by publicly traded companies and traded on stock
exchanges, such as the NYSE or Nasdaq. You can potentially
profit from equities either through a rise in the share price or
by receiving dividends.
• Bonds, or other fixed income investments (such as
certificates of deposit – CDs) – Fixed-income investments are
investments in securities that pay a fixed rate of return in the
form of interest. While not all fixed income investments offer
a specific guaranteed return, such investments are generally
considered to be less risk than investing in equities or other
asset classes.
• Cash or cash equivalents, such as money market funds – The
primary advantage of cash or cash equivalent investments is
their liquidity. Money held in the form of cash or cash
equivalents can be quickly and easily accessed at any time.
• Real estate, or other tangible assets – Real estate or other
tangible assets are considered as an asset class that offers
protection against inflation. The tangible nature of such
assets also leads to them being considered as more of a
“real” asset, as compared to assets that exist only in the form
of financial instruments.
To learn more, please check
out our online courses
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• Futures and other financial derivatives – This category
includes futures contracts, the forex market, options, and an
expanding array of financial derivatives.
It’s difficult to classify some assets. For example, suppose you’re
investing in stock market futures. Should those be classified with
equities, since they’re essentially an investment in the stock market,
or with futures, since they’re futures? Gold and silver are tangible
assets, but are most frequently traded in the form of commodity
futures or options, which are financial derivatives. If you invest in a
real estate investment trust (REIT), should that be considered an
investment in real estate or as an equity investment since REITs are
exchange-traded securities?
Things are further complicated by the expansion in available
investments. Exchange-traded funds (ETFs), for example, are traded
like stocks on equity exchanges, but ETFs may be composed of
investments from one or more of the five basic asset classes. An
ETF that offers exposure to the gold market may be partly
composed of investments in gold bullion and partly composed of
stock shares of gold mining companies.
There are additional asset classes, such as artwork, various other
collectibles, and peer to peer lending. Hedge funds and other
sources of venture capital, along with markets that trade things
such as Bitcoin and other alternative currencies, represent some
other asset classes that are a bit more off the beaten path.
Generally speaking, the more an investment falls into the category
of “alternative investment”, the less liquid and the more risky it
tends to be.
Good news! – You don’t really have to know for certain which asset
class a specific investment falls under. You just need to understand
the basic concept that there are broad, general categories of
investments. That fact is primarily important because of the
concept of diversification. Diversification is the idea that you can
reduce the overall risk of your investment portfolio by investing in
different types of investments, such as investments in different
asset classes.
There is usually little correlation between the different asset
classes. In other words, during periods of time when equities are
performing well, bonds, real estate, and commodities may not be
performing well for investors. However, during bear markets in
stocks, other assets, such as real estate or bonds, may be showing
investors above average returns. You can hedge your investments
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in one asset class, reducing your risk exposure by simultaneously
holding investments in other asset classes. The practice of
reducing investment portfolio risk by diversifying your investments
across different asset classes is referred to as asset allocation.
The other reason to have a basic understanding of asset classes is
just to help your recognize the nature of various investments that
you may choose to trade. For example, you might choose to devote
all, or nearly all, of your investment capital to trading futures or
other financial derivatives, such as foreign currency exchange
(forex). But if you do, you ought to at least be aware that you have
chosen to trade a class of assets that is usually considered to carry
significantly more risk than bonds or equities.
The extent to which you choose to employ asset allocation as a
means of diversification is going to be an individual decision that is
guided by your personal investment goals and your risk tolerance.
If you’re very risk averse – have an extremely low risk tolerance –
then you may just want to invest only in the relatively safe asset
class of fixed-income investments. Alternately, you may aim to
further diversify within an asset class – such as by holding a
selection of large cap, mid cap, and small cap stocks, or by investing
in various industry sectors of the stock market.
On the other hand, if you’re blessed with a high risk tolerance
and/or having money to burn, you may care very little about
diversification, being more focused on trying to correctly identify
the asset class that currently offers the highest potential profits.
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Types of Markets – Dealers, Brokers, and
Exchanges
For the buying and selling of assets, there are several different
types of markets that facilitate trade. Each market operates under
different trading mechanisms.
The three main types of markets are:
1. Dealers (also known as the over-the-counter market)
2. Brokers
3. Exchanges
Dealer Markets
A dealer market operates with a dealer who acts as a counterparty
for both buyers and sellers. The dealer sets bid and asks prices for
the security in question, and will trade with any investor willing to
accept those prices. Securities sold by dealers are sometimes
referred to as being traded over-the-counter (OTC).
By acting as a counterparty for both buyers and sellers, the dealer
provides liquidity in the market at the cost of a small premium that
exists in the form of bid and ask spreads. In other words, dealers
set bid prices slightly lower than the going market price and ask
prices slightly higher than the market. The spread between these
prices is the profit the dealer makes in return for assuming the
counterparty risk.
Dealer markets are less common in stocks, more common in bonds
and currency markets. Dealer markets are also appropriate for
futures and options, or other standardized contracts and financial
derivatives. Finally, the forex, or foreign exchange market is
commonly operated through dealers, with banks and currency
exchanges acting as the intermediary connecting dealers with
buyers and sellers.
Of the three types of markets, the dealer market is usually the most
liquid, because of the fact that the dealer’s existence means that
there will always be an available counterparty to traders wanting to
buy or sell.
Broker Markets
A broker market operates by finding a counterparty for both buyers
and sellers. When dealers act as the counterparty, the delay with
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brokers finding an appropriate counterparty results in less liquidity
for brokered markets as compared to dealer markets.
Traditionally, stock markets were brokered. Stockbrokers would try
to find an appropriate counterparty for their client on the trading
floor of a stock exchange. This is the stereotypical image that Wall
Street used to be known for, with men and women in suits yelling
at each other while holding pieces of paper representing their
clients orders that they are seeking to fill.
Broker markets are used for all manner of securities, especially
those with initial issues. A stock initial public offering (IPO), for
example, will usually be launched through an investment bank
which brokers the issue trying to find buyers. There is a similar
procedure for new bond issues. Finally, brokered markets are also
appropriate for tailored or custom financial products.
Exchanges
Of the three types of markets, the exchange is the most highly
automated. However, if no buyers and sellers are able to meet in
terms of price, then no trades are executed. Because of the huge
number of potential buyers and sellers trading through exchanges,
such a situation is extremely unlikely and commonly only occurs in
times of economic crisis. In practice, the large numbers of buyers
and sellers makes a stock exchange virtually just as liquid as a
dealer market.
Although stockbrokers do still input orders for clients, the stock
market is no longer truly a brokered market, having transitioned to
operating as an automated exchange. Trades are executed based
on order books that match buyers with sellers.
The advantage of an exchange is the provision of a central location
for buyers and sellers to find counterparties. Exchanges are used
for all manner of securities, but are most appropriate for
standardized securities such as stocks, bonds, futures contracts,
and options. Exchanges typically specify the characteristics for
securities that are traded on the exchange.
Exchange-Specified Characteristics
• Contract or Lot Size
• Contract Execution/Trading Months
• Tick Size
• Delivery Terms
• Quality
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Delivery terms and quality are not commonly specified in stock
exchange trading or bond trading. In a stock exchange transaction,
all that is stated is the contract and tick size, as well as the
execution, which is typically immediate.
Contract sizes for securities or financial instruments are typically
set to a minimum amount. For example, a stock might only be
available for purchase in lots of 100 on a certain exchange. Tick size
is commonly the lowest denomination of a currency. On US stock
exchanges, the lowest tick price is one cent. A minimum 100-lot
contract size under such conditions might then have a minimum
tick value of $1 ($0.01 x 100 shares per lot).
Delivery terms and quality are more appropriately used in
reference to commodity trading and to derivatives involving
commodity-like assets. Gold and diamonds, for example, have
qualities and ratings. Additionally, there must be provisions for
potential delivery of the physical asset to the buyer or contract
holder. Such characteristics are specified by the exchange an asset
or financial instrument is traded on.
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The Fixed Income Market
Fixed income securities such as Treasury bonds are a type of debt
instrument that provides returns in the form of regular, or fixed,
payments and repayments of the principal when maturity is
reached. These instruments are issued by governments,
corporations and other entities to finance their operations. They
differ from equity, as they do not entail ownership in a company,
but bonds usually have seniority of claim in cases of bankruptcy or
default.
Fixed income securities are generally considered a safer investment
than equities or other market investments, but do not usually offer
investment returns as high as those that can be obtained through
other investments.
The term fixed income refers to interest payments that an investor
receives, which are based on the creditworthiness of the borrower
and current market rates. Generally speaking, fixed income
securities such as bonds pay a higher rate of interest - known as
the coupon - the longer their maturities are. At the end of the term
or maturity, the borrower returns the borrowed money, known as
the principal, or par value, amount.
The primary risks associated with fixed income securities concern
the borrower’s vulnerability to defaulting on its debt. In turn, this
risk is incorporated in the interest or coupon that the security pays
the investor. Additional risks involving the exchange rate for
international bonds can be of concern, as well as the risk that
changes in interest rates may increase (or decrease) the market
value of a bond currently held. This is known as interest rate risk.
Credit/default risk arises if the issuer of a security is unable to pay
interest and/or principal in a timely fashion. The probability of
credit/default risk occurring depends on the issuer’s ability to meet
their financial obligations and on their credit worthiness. There is a
negative correlation between credit rating and yield – the lower a
bond issuer’s credit rating, the higher the yield that will be offered
to compensate for higher risk. A change in the issuer’s credit rating
affects the value of their outstanding fixed income securities.
There is a purchasing power risk associated with fixed income
securities because the real rate of return on fixed income
investments equals the rate of return minus the rate of inflation.
During periods of high inflation, the real rate of return on fixed
income investments may become negative.
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Bond Pricing
The price of a bond depends on several characteristics that apply to
every bond issued. These characteristics are as follows:
• Coupon, or lack thereof - A bond may or may not come with
attached coupons. A coupon is stated as a nominal
percentage on the par value of the bond. Each coupon is
redeemable per period for that percentage. A bond may also
come with no coupon. In this case, the bond is known as a
zero-coupon bond. Zero-coupon bonds are typically priced
lower than bonds with coupons.
• Principal/par value - Every bond comes with a par value – the
principal amount that is repaid at maturity. Without the
principal value, a bond would have no use. The principal
value is to be repaid to the lender (the bond purchaser) by
the borrower (the bond issuer). A zero-coupon bond pays no
coupons but guarantees the principal amount at maturity.
The interest paid on a zero-coupon bond is delivered in the
form of the bond price being less than the principal amount
that will be paid at maturity. For example, a zero-coupon
bond with a par value of $1,000 might be available for
purchase for $900. When the purchaser of the bond receives
the $1,000 par value on the bond’s maturity date, they have,
in effect, received approximately 10% interest on the bond.
• Yield to maturity - Bonds are priced to yield a certain return
to investors. A bond that sells at a premium (where price is
above par value) will have a yield to maturity that is lower
than the coupon rate. Alternatively, the causality of the
relationship between yield to maturity and price may be
reversed. A bond could be sold at a higher price if the
intended yield (market interest rate) is lower than the coupon
rate. This is because the bondholder will receive coupon
payments that are higher than the market interest rate, and
will therefore pay a premium for the difference.
• Coupon Periods to Maturity – Bonds vary in the number of
coupon payments that occur until the bond matures. More
frequent coupon (interest) payments are considered more
desirable and typically increase the price of a bond.
All else being equal, the following statements about bond pricing
are true:
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A bond with a higher coupon rate will be priced higher.
A bond with a higher par value will be priced higher.
A bond with a higher number of periods to maturity will be priced
higher.
A bond with a higher yield to maturity or market rates will be priced
lower.
An easier way to remember this is that bonds are priced higher for
all characteristics except for yield to maturity. A higher yield to
maturity results in lower bond pricing.
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The Money Market
The money market is an organized exchange market where
participants can lend and borrow short-term, high-quality debt
securities for one year or less. The market allows governments,
companies, or banks and other financial institutions to obtain
short-term securities to fund their short-term cash flow needs. It
also allows individual investors to invest small amounts of money
in a low-risk market. Some of the instruments traded in this market
include Treasury bills, certificates of deposit, commercial paper,
bills of exchange, and short-term mortgage-backed or asset-backed
securities.
Large corporations with short-term cash flow needs can borrow
from the money market directly through a dealer while small
companies with excess cash can lend money through money
market mutual funds. Individual traders who want to profit from
the money market can invest through a money market bank
account or money market mutual fund. A money market mutual
fund is a professionally managed fund that buys money market
securities on behalf of individual investors.
Functions of the Money Market
The money market contributes to a smooth-running economy of a
country by providing short-term liquidity to governments, banks,
and other large organizations. Investors with excess money that
they do not immediately need can invest it in the money market
and earn interest.
Here are the main functions of the money market:
#1 Financing Trade
The money market provides financing to local and international
traders who are in an urgent need of short-term funds. It provides
a facility to discount bills of exchange, and this provides buyers of
goods with immediate financing to pay for such goods. The money
market also makes funds available for other units of the economy,
such as agriculture and small-scale industries.
#2 Central Bank Policies
The central bank is responsible for guiding the monetary policy of a
country and taking measures to ensure a healthy financial system.
Through the money market, the central bank can perform part of
its policy-making function efficiently. For example, the short-term
interest rates in the money market represent the prevailing
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conditions in the banking industry and can guide the central bank
in developing an appropriate future interest rate policy. Also, by
adjusting the interest rates at which government-issued debt, such
as Treasury bills and bonds, are offered, the central bank can
influence interest rates for all types of fixed-income financial
instruments.
#3 Growth of Industries
The money market provides an easy avenue for companies to
obtain short-term loans to finance their working capital or other
cash flow needs. Due to the large volumes of transactions,
companies may experience cash shortages in regard to buying raw
materials, paying employees, or meeting other short-term
expenses. Through commercial paper or similar financing, they can
borrow and obtain funds almost immediately for a relatively short
loan duration. Although the money market does not provide long-
term loans, it influences the overall capital market and can help
companies obtain long-term financing. The capital market
benchmarks its interest rates based on the prevailing interest rate
in the money market.
#4 Commercial Banks Self-Sufficiency
The money market provides commercial banks with a ready market
where they can invest their excess reserves and earn interest while
maintaining liquidity. The short-term investments such as bills of
exchange can easily be converted to cash to support customer
withdrawals. Also, when faced with liquidity problems, they can
borrow from the money market on a short-term basis as an
alternative to borrowing from the central bank.
Instruments Traded in the Money Market
Several financial instruments are created for short-term lending
and borrowing in the money market, such as the following:
#1 Treasury Bills
Treasury bills are considered the safest money market instruments
because they are issued with a full guarantee by the United States
government. They are regularly issued by the U.S. Treasury to
refinance Treasury bills reaching maturity and to finance
government deficits. T-bills have a maturity of one, three, six, or
twelve months. They are sold at a discount to their face value, and
the difference between the discounted purchases price and face
value represents the interest rate paid to investors. They are
commonly purchased by banks, broker-dealers, individual
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investors, pension funds, insurance companies, and other large
institutions.
#2 Certificates of Deposit
A certificate of deposit (CD) is issued directly by a commercial bank,
but it can also be purchased through brokerage firms. It has a
maturity date ranging from three months to five years and can be
issued in any denomination. Most CDs have a fixed maturity date
and interest rate, and they extract a penalty for cashing in the CD
prior to the time of maturity. Any time after the expiry of the CD’s
maturity date, the principal amount and interest earned is available
for withdrawal. CDs are insured by the Federal Deposit Insurance
Corporation (FDIC).
#3 Commercial Paper
Commercial paper is an unsecured loan issued by large
institutional buyers to finance short-term financial needs such as
inventory and accounts receivables. It is issued at a discount, with
the difference between the price and face value of the commercial
paper being the profit in interest paid to the investor. Typically, only
large institutions with a high credit rating can issue commercial
paper, and it is, therefore, considered a very safe investment.
Commercial paper is issued in denominations of $100,000 and
above. Individual investors can invest in commercial paper
indirectly through money market funds. Commercial paper usually
has a maturity date of less than one year from the date of issue.
#4 Banker’s Acceptance Notes
A banker’s acceptance note is a short-term debt instrument issued
by a non-financial institution but guaranteed by a commercial bank.
It is created by a drawer, providing the bearer the right to the
monetary amount indicated on its face at a specified date. It is
often used in international trade because of the benefits to both
the drawer (issuer) and bearer (holder). The holder of the
acceptance note may decide to sell it on a secondary market. The
date of maturity for banker’s acceptance notes usually ranges
between one month and six months from the date of issue.
#5 Repurchase Agreements
A repurchase agreement, commonly known as a “repo”, is a short-
term form of borrowing that involves selling a security with an
agreement to repurchase it at a higher price at a later date. It is
commonly used by dealers in government securities who sell
Treasury bills to a lender and agree to repurchase them at an
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agreed upon price at a later date. The Federal Reserve buys
repurchase agreements as a way of regulating the money supply
and bank reserves. Repo dates of maturity range from overnight to
30 days or more.
Conclusion
The money market exists to facilitate short-term cash flow needs.
Because of the fact that most money market instruments are
issued by either government entities or large financial institutions,
and also because most money market instruments mature within a
short period of time, money market instruments are considered
among the safest of fixed income investments. However, short-
term maturities and low risk translate to lower profit potential for
investors. For example, while a 10-year bond issued by a private
corporation might offer investors a 5% interest rate, a three-month
Treasury bill might only offer an interest rate return of just 1%.
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The Stock Market
The stock market refers to public markets that exist for issuing,
buying, and selling of stocks that trade on a stock exchange or
over-the-counter. Stocks, also known as equities, represent
fractional ownership in a company, asset, or security, and so the
stock market is a place where investors can buy and sell ownership
of such investable assets. An efficiently functioning stock market is
critical to economic development, as it gives companies the ability
to quickly access capital from the public.
Purposes of the Stock Market – Capital and Investment Income
The stock market serves two very important purposes. The first is
to provide capital to companies that they can use to fund and
expand their businesses. If a company issues one million shares of
stock that initially sell for $10 a share, then that provides the
company with $10 million of capital that it can use to grow its
business (minus whatever fees the company pays for an
investment bank to manage the stock offering). By offering stock
shares instead of borrowing the capital needed for expansion, the
company avoids incurring debt and paying interest charges on that
debt.
The secondary purpose that the stock market serves is to give
investors – those who purchase stocks – the opportunity to share in
the profits of publicly-traded companies. Investors can profit from
stock buying in one of two ways. Some stocks pay regular dividends
(a given amount of money per share of stock someone owns). The
other way investors can profit from buying stocks is by selling their
stock for a profit if the stock price increases from their purchase
price. For example, if an investor buys shares of a company’s stock
at $10 a share and the price of the stock subsequently rises to $15
a share, the investor can then realize a 50% profit on their
investment by selling their shares.
History of Stock Trading
Although stock trading dates back as far as the mid-1500s in
Antwerp, modern stock trading is generally recognized as starting
with the trading of shares in the East India Company in London.
Throughout the 1600s, British, French, and Dutch governments
provided charters to a number of companies that included East
India in the name. All goods brought back from the east were
transported by sea, involving risky trips often threatened by severe
storms and pirates. To mitigate these risks, ship owners regularly
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sought out investors to proffer financing collateral for a voyage. In
return, investors received a portion of the monetary returns
realized if the ship made it back successfully, loaded with goods for
sale. These are the earliest examples of limited liability companies
(LLCs), and many held together only long enough for one voyage.
The formation of the East India Company in London eventually led
to a new investment model, with importing companies offering
stocks that essentially represented a fractional ownership interest
in these companies, and that offered investors dividends on all
proceeds from all the voyages a company funded, instead of just a
single trip. The new business model made it possible for the
companies to ask for larger investments per share, enabling them
to easily increase the size of their shipping fleets. Investing in such
companies, they are often protected from competition by royally-
issued charters, which became very popular due to the fact that
investors could potentially realize massive profits on their
investments.
The First Shares and the First Exchange
Company shares were issued on paper, enabling investors to trade
shares back and forth with other investors, but regulated
exchanges did not exist until the formation of the London Stock
Exchange (LSE) in 1773. Although a significant amount of financial
turmoil followed the immediate establishment of the LSE, exchange
trading overall managed to survive and grow throughout the 1800s.
The Beginnings of the New York Stock Exchange
Enter the New York Stock Exchange (NYSE), established in 1792.
Though not the first on U.S. soil – that honor goes to the
Philadelphia Stock Exchange (PSE) – the NYSE rapidly grew to
become the dominant stock market in the United States and
eventually in the world. The NYSE occupied a physically strategic
position, located among some of the country’s largest banks and
companies, not to mention being situated in a major shipping port.
The exchange established listing requirements for shares, and
rather hefty fees initially, enabling it to quickly become a wealthy
institution itself.
Modern Stock Trading – The Changing Face of Global Exchanges
Domestically, the NYSE saw meager competition for more than two
centuries, and its growth was primarily fueled by an ever-growing
American economy. The LSE continued to dominate the European
market for stock trading, but the NYSE became home to a
continually expanding number of large companies. Other major
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countries, such as France and Germany, eventually developed their
own stock exchanges, though these were often viewed primarily as
stepping stones for companies on their way to listing with the LSE
or NYSE.
The late 20th
century saw the expansion of stock trading into many
other exchanges, including the NASDAQ, which became a favorite
home of burgeoning technology companies, which gained
increased importance during the technology sector boom of the
1980s and 1990s. The NASDAQ emerged as the first exchange
operating between a web of computers that electronically executed
trades. Electronic trading made the entire process of trading more
time and cost-efficient. In addition to the rise of the NASDAQ, the
NYSE faced increasing competition from stock exchanges in
Australia and Hong Kong, the financial center of Asia.
The NYSE eventually merged with Euronext, which formed in 2000
through the merger of the Brussels, Amsterdam, and Paris
exchanges. The NYSE/Euronext merger in 2007 established the first
trans-Atlantic exchange.
How Stocks are Traded – Exchanges and OTC
Most stocks are traded on exchanges such as the New York Stock
Exchange (NYSE) or the NASDAQ. Stock exchanges essentially
provide the marketplace to facilitate the buying and selling of
stocks among investors. Stock exchanges are regulated by
government agencies, such as the Securities and Exchange
Commission (SEC) in the United States, that oversee the market in
order to protect investors from financial fraud and to keep the
exchange market functioning smoothly.
Although the vast majority of stocks are traded on exchanges,
some stocks are traded over the counter (OTC), where buyers and
sellers of stocks commonly trade through a dealer, or “market
maker”, who specifically deals with the stock. OTC stocks are stocks
that do not meet the minimum price or other requirements for
being listed on exchanges.
OTC stocks are not subject to the same public reporting regulations
as stocks listed on exchanges, so it is not as easy for investors to
obtain reliable information on the companies issuing such stocks.
Stocks in the OTC market are typically much more thinly traded
than exchange-traded stocks, which means that investors often
must deal with large spreads between bid and ask prices for an
OTC stock. In contrast, exchange-traded stocks are much more
liquid, with relatively small bid-ask spreads.
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Stock Market Players – Investment Banks, Stockbrokers, and
Investors
There are a number of regular participants in stock market trading.
Investment banks handle the initial public offering – IPO - of stock
that occurs when a company first decides to become a publicly-
traded company by offering stock shares.
Here’s an example of how an IPO works. A company that wishes to
go public and offer stock shares approaches an investment bank to
act as the “underwriter” of the company’s initial stock offering. The
investment bank, after researching the company’s total value and
taking into consideration what percentage of ownership the
company wishes to relinquish in the form of stock shares, handles
the initial issuing of shares in the market in return for a fee, while
guaranteeing the company a determined minimum price per share.
It is therefore in the best interests of the investment bank to see
that all the shares offered are sold, and at the highest possible
price.
Shares offered in IPOs are most commonly purchased by large
institutional investors such as pension funds or mutual fund
companies.
The IPO market is known as the primary, or initial, market. Once a
stock has been issued in the primary market, all trading in the stock
thereafter occurs through the stock exchanges in what is known as
the secondary market. The term “secondary market” is a bit
misleading, since this is the market where the overwhelming
majority of stock trading occurs day to day.
Stockbrokers, who may or may not also be acting as financial
advisors, buy and sell stocks for their clients, who may be either
institutional investors or individual retail investors.
Equity research analysts may be employed by stock brokerage
firms, mutual fund companies, hedge funds, or investment banks.
These are individuals who research publicly-traded companies and
attempt to forecast whether a company’s stock is likely to rise or
fall in price.
Fund managers or portfolio managers, which include hedge fund
managers, mutual fund managers, and exchange-traded
fund managers, are important stock market participants because
they buy and sell large quantities of stocks. If a popular mutual
fund decides to invest heavily in a particular stock, that demand for
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the stock alone is often significant enough to drive the stock’s price
noticeably higher.
Stock Market Indexes
The overall performance of the stock markets is usually tracked
and reflected in the performance of various stock market indexes.
Stock indexes are composed of a selection of stocks that is
designed to reflect how stocks are performing overall. Stock market
indexes themselves are traded in the form of options and futures
contracts which are also traded on regulated exchanges.
Among the key stock market indexes are the Dow Jones Industrial
Average (DJIA), Standard & Poor’s 500 Index (S&P 500), the Financial
Times Stock Exchange 100 Index (FTSE 100), the Nikkei 225 Index,
the NASDAQ Composite Index, and the Hang Seng Index.
Bull and Bear Markets, and Short Selling
Two of the basic concepts of stock market trading are “bull” and
“bear” markets. The term bull market is used to refer to a stock
market in which the price of stocks is generally rising. This is the
type of market most investors prosper in, as the majority of stock
investors are buyers, rather than sellers, of stocks. A bear market
exists when stock prices are overall declining in price.
Investors can still profit even in bear markets through short selling.
Short selling is the practice of borrowing stock that the investor
does not hold from a brokerage firm which does own shares of the
stock. The investor then sells the borrowed stock shares in the
secondary market and receives the money from that sale of stock.
If the stock price declines as the investor hopes, then the investor
can realize a profit by purchasing a sufficient number of shares to
return to the broker the number of shares they borrowed.
For example, if an investor believes that the stock of company “A” is
likely to decline from its current price of $20 a share, the investor
can put down what is known as a margin deposit in order to
borrow 100 shares from his broker. He then sells those shares for
$20 each, the current price, which gives him $2,000. If the stock
then falls to $10 a share, the investor can then buy 100 shares to
return to his broker for only $1,000, leaving him with a $1,000
profit.
Analyzing Stocks – Market Cap, EPS, and Financial Ratios
Stock market analysts and investors may look at a variety of factors
to indicate a stock’s probable future direction, up or down in price.
 


	26. The Corporate Finance  Institute The Complete Guide to Trading
26
corporatefinanceinstitute.com
Here’s a rundown on some of the most commonly viewed variables
for stock analysis.
A stock’s market capitalization, or market cap, is the total value of
all the outstanding shares of the stock. A higher market
capitalization usually indicates a company that is more well-
established and financially sound.
Publicly traded companies are required by exchange regulatory
bodies to regularly provide earnings reports. These reports, issued
quarterly and annually, are carefully watched by market analysts as
a good indicator of how well a company’s business is doing. Among
the key factors analyzed from earnings reports are the company’s
earnings per share (EPS), which reflects the company’s profits as
divided among all of its outstanding shares of stock.
Analysts and investors also frequently examine any of a number of
financial ratios that are intended to indicate the financial stability,
profitability, and growth potential of a publicly traded company.
Following are a few of the key financial ratios that investors and
analysts consider:
Price to Earnings (P/E) Ratio: The ratio of a company’s
stock price in relation to its EPS. A higher P/E ratio
indicates that investors are willing to pay higher prices
per share for the company’s stock because they expect
the company to grow and the stock price to rise.
Debt to Equity Ratio: This is a fundamental metric of a
company’s financial stability, as it shows what percentage
of company’s operations are being funded by debt as
compared to what percentage are being funded by equity
investors. A lower debt to equity ratio, indicating primary
funding from investors, is preferable.
Return on Equity (ROE) Ratio: The return on equity (ROE)
ratio is considered a good indicator of a company’s
growth potential, as it shows the company’s net income
relative to the total equity investment in the company.
Profit Margin: There are several profit margin ratios that
investors may consider, including operating profit margin
and net profit margin. The advantage of looking at profit
margin over just an absolute dollar profit figure is that it
shows what a company’s percentage profitability is. For
example, a company may show a profit of $2 million, but
if that only translates to a 5% profit margin, then any
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significant decline in revenues may threaten the
company’s profitability.
Other commonly used financial ratios include return on
assets (ROA), dividend yield, price to book (P/B)
ratio, current ratio and the inventory turnover ratio.
Two Basic Approaches to Stock Market Investing – Value
Investing and Growth Investing
There are countless methods of stock picking that analysts and
investors employ, but virtually all of them are one form or another
of the two basic stock buying strategies of value investing or growth
investing.
Value investors typically invest in well-established companies that
have shown steady profitability over a long period of time, and that
may offer regular dividend income. Value investing is more focused
on avoiding risk than growth investing is.
Growth investors seek out companies with exceptionally high
growth potential, hoping to realize maximum appreciation in share
price. They are usually less concerned with dividend income and
are more willing to risk investing in relatively young companies.
Technology stocks, because of their high growth potential, are
often favored by growth investors.
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Exchange-Traded Funds
An exchange-traded fund (ETF) is an investment fund that holds
assets such as stocks, commodities, bonds, and foreign currency.
An ETF is traded like a stock, throughout the trading day, at
fluctuating prices. They often track indexes such as the
NASDAQ, S&P 500, Dow Jones, and Russell 2000. Investors in ETFs
do not directly own the underlying investments, but instead have
an indirect claim and are entitled to a portion of the profits and
residual value in case of fund liquidation. Their ownership shares
or interest can be readily bought and sold in the secondary market.
ETFs have begun to eclipse mutual funds as a favored investment
vehicle because they offer investments beyond just stocks, and
because of the fact that ETFs often have lower transaction costs
than the average mutual fund.
Different Types of ETFs
There are many types of ETFS, including the following:
Stock ETFs – These hold a particular set of equities or
stocks and are similar to an index. Stock ETFs commonly
hold a selection of stocks in a given market sector.
Index ETFs – These ETFs have portfolios that are designed
to mimic the performance of a specific stock index, such
as the S&P 500 Index. They only make portfolio changes
when changes happen in the underlying index.
Bond ETFs – These are specifically invested in bonds or
other fixed-income securities.
Commodity ETFs – These ETFs hold physical commodities,
such as agricultural goods, natural resources, and
precious metals.
Currency ETFs – These are invested in a single currency or
a basket of various currencies, and are widely used by
investors who wish to gain exposure to the foreign
exchange market without using futures or trading the
forex market directly. They usually track the most
popular international currencies, such as the U.S. dollar,
the euro, the British pound, or the Japanese yen.
Inverse ETFs – These are funds built by using various
derivatives to gain profits through short selling when
there is a decline in the value of broad market indexes.
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Leveraged ETFs – These funds mostly consist of financial
derivatives that are used to amplify percentage returns.
It’s important to note that while leveraged ETFs increase
profit potential, they also likewise increase risk.
Real Estate ETFs – These funds invest in real estate
investment trusts (REITs), real estate service firms, and
real estate development companies.
Advantages of Investing in ETFs
There are many advantages to investing in an exchange-traded
fund, including:
Cost benefits: ETFs usually offer a significantly lower
expense ratio than the average mutual fund. This is in
part because of their exchange-traded nature, which
places typical costs on the brokers or the exchange, in
comparison with a mutual fund which must bear the cost
in aggregate.
Accessibility to markets: ETFs offer exposure to asset
classes that were previously hard for individual investors
to access, and provide investors with the possibility to
own assets such as emerging markets bonds, gold
bullion, or crypto-currencies. Because ETFs can be sold
short and used to apply other more sophisticated
investment strategies, they represent a broader range of
opportunities for investors.
Transparency: Hedge funds and even mutual funds
operate in a not-so-transparent manner as compared to
ETFs. Hedge funds and mutual funds usually report their
holdings only on a quarterly basis. In contrast, ETFs
clearly disclose their daily portfolio holdings.
Liquidity: Because they can be bought or sold in
secondary markets throughout the day, ETFs are
extremely liquid. This is in contrast to mutual funds which
can only be bought or sold at their end-of-day closing
price.
Tax Efficiency: Generally, ETFs pose a major tax advantage
over mutual funds for two main reasons. First, ETFs
reduce portfolio turnover and offer the ability to avoid
short-term capital gains that incur a higher tax rate.
Second, ETFs can overcome rules that prohibit selling and
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claiming a loss on a security if a very similar security is
bought within a 30-day window.
Potential Drawbacks of ETFS
Despite the abovementioned benefits, ETFs encounter some
challenges as well. For instance, they provide higher exposure to
previously unattended asset classes that could bear risks that
equity investors might not be familiar with. Some sophisticated
examples such as leveraged ETFs involve complex or unfamiliar
portfolio structures, tax treatments, or counterparty risks, which
require clear understanding of the underlying assets.
Additionally, ETFs carry transaction costs that should be carefully
considered in the process of portfolio creations, such as Bid/Ask
spreads and commissions.
Who are the biggest ETF management companies?
As of 2017, there are thousands of ETFs in existence. If you want to
know who the largest ETF management companies are, here is a
list of the top 10 fund companies ranked by assets under
management.
1. BlackRock
2. Vanguard
3. State Street Global Advisors
4. Invesco PowerShares
5. Charles Schwab
6. First Trust
7. WisdomTree
8. Guggenheim
9. VanEck
10. ProShares
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Commodity Futures Trading
Commodity futures trading is an often-overlooked investment
arena. There are a number of reasons for this. First of all, it’s simply
not an investment that’s publicly touted as widely as stock trading
and other more common investments. Commodity futures trading
is different from stock trading, so it does require traders to learn
how to handle investments in a different type of market. Also,
many investors have been scared away from commodity trading by
horror stories from investors who lost huge sums in the commodity
markets. The truth is that while commodity trading is a higher risk
venture than conservative fixed-income investments or traditional
stock trading, it is nonetheless a market in which it is possible to
generate high returns that more than justify the additional risk.
Understanding Futures Contracts
Commodity futures are traded in the form of contracts of a
standardized size (for example, 5,000 bushels of wheat) that expire
in different months. This is obviously different from stock shares
that have no expiration date and can be held indefinitely. Futures
for a given commodity can usually be traded as far ahead in time as
two to three years, however, the vast majority of trading nearly
always occurs in the contract with the closest expiration date,
known as the “front month”.
Futures prices are more subject to sudden, volatile price changes
than stocks typically are. A stock that has a long history of steady
price appreciation or dividend payouts is likely to continue that
trend. But with commodity futures, a downtrend in price can
change to an uptrend literally overnight due to factors such as an
unexpected freeze or drought during growing season.
Futures contracts are divided into five main categories:
Agricultural futures, such as corn, wheat, orange juice, and cocoa
Livestock futures, such as lean hogs and live cattle
Energy futures, such as oil, heating oil, and natural gas
Metals futures, such as gold, silver, and copper
Financial futures, such as Treasury bonds, stock indexes, and
currencies
Fundamental and Technical Analysis in Commodity Trading
Fundamental forces of supply and demand are what ultimately
move commodity prices. Therefore, there is a high percentage of
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commodity traders who use fundamental analysis to attempt to
predict futures prices. Commodity traders glean information on the
commodity markets from sources such as financial newspapers,
research information from brokers, and government reports.
Advisory services that traders can subscribe to are an important
source of information. Some advisory services feature their own
expert meteorologists offering weather forecasts for important
crop-growing regions, and send their own investigators out to
make personal estimates of eventual expected crop sizes.
Despite the fact that genuine supply and demand factors are what
drive commodity prices, technical trading is still enormously
popular among commodity traders. In fact, many of the most well-
known technical indicators that are applied across many other
investing markets, such as stocks and forex, were first developed
by commodity traders.
Advantages of Commodity Trading
Unlike stock trading or investing in mutual funds or ETFs,
commodity trading offers tremendous leverage. In trading
commodity futures, you typically only have to put up about 10% of
the total futures contract value. This enables you to make much
higher percentage gains with your trading capital. For example, you
could hold one S&P 500 Index futures contract with a margin
deposit of just over $20,000, while it would take several hundred
thousand dollars to buy each of the actual stocks contained in the
index. A 20% rise in the Index would return you a more than 100%
profit from buying a futures contract – you’d realize approximately
the same absolute dollar amount in profit as from buying the
stocks in the index, but you would have made that profit with a
much smaller investment.
Commodity futures trading may also offer lower commissions and
trading costs, although, with all the discount stock brokerages that
exist now, that’s not as much an issue as it was 20 years ago.
Commodity trading holds an advantage over illiquid investments
such as real estate since any money in your account that is not
being used to margin market positions that you’re holding is readily
available to you at any time.
One really key advantage – a double advantage, actually – that
commodity trading offers is diversification within simplicity. There
are commodity futures available to trade that cover virtually every
sector of the economy – agriculture, energy, precious metals,
foreign exchange, and stock indexes. However, unlike the stock
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market where there are thousands of stocks to choose from – often
hundreds within any given industry – there are only a few dozen
commodity futures contracts to choose from. So, for example, if
cotton prices rise, then you can profit handsomely by being
invested in cotton futures contracts, whereas if you were trading
stocks, there are hundreds of companies to choose from whose
fortunes might be affected by the price of cotton but that would
also be affected by other market factors. You might end up buying
stock in a company whose share price falls due to other market
factors, despite a favorable change for the company in terms of
cotton prices.
Finally, in commodity trading, it is just as easy to profit selling short
as buying long. There are no restrictions on short selling as there
are in the stock markets. Having the potential to profit just as easily
from falling prices as from rising prices is a major advantage for
traders.
Commodity Trading Secrets – Find Your Market
Here is a little-known secret about consistently successful
commodity traders: They almost always specialize in trading either
a single market, such as cotton, or a small market segment, such as
precious metals or grain futures.
No one has yet offered a completely satisfactory reason for this
fact, but it remains a fact that very few traders seem capable of
trading all commodity markets equally well. There was a fairly well-
known trader back in the 1980s who had a nearly flawless trading
record in the cotton market. Copying his cotton trades back then
would have been about the closest thing to just printing piles of
money for yourself. Year in and year out, he called market highs
and lows and trend changes almost as if he’d traveled into the
future and already seen them all unfold.
However, this uncannily brilliant cotton trader had one fatal flaw:
He also loved trading the silver market. Unfortunately for him, he
was just as outrageously bad at trading silver as he was
outrageously good at trading cotton. His weakness was
compounded by the fact that while he typically traded long-term
trends in the cotton market, he day traded the silver market, which
provided him with fresh opportunities to lose money every trading
day of the week.
How did this all play out for him? Well, in one year when he made
over a million dollars trading cotton futures, he ended up filing a
net loss in trading for the year. That’s right – his horrifically bad
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silver trading had more than wiped out every bit of his huge profits
from trading cotton.
(Fortunately, this story does have a happy ending. After two or
three years of stubbornly losing money trading the silver market,
the gentleman did finally accept the fact that, “I just can’t trade
silver,” and very wisely stopped doing so. He continued piling up a
fortune trading cotton over the next several years, and finally
retired from trading with the very concise proclamation that, “I’ve
made enough money and I’ve had enough fun.”)
And so we say: Find your market. It may take some time – and
some losing trades – to do this, but it isn’t really all that difficult to
determine, over a reasonable period of time, what you seem to
have a knack for trading – and what you don’t have a knack for
trading. A simple review of your trades over, say, a six-month
period should pretty clearly show you what markets you’re
frequently doing well in and what markets you aren’t having
success with. As you trade, you’ll probably also develop a feel for
which markets you feel most confident in trading. Trust your
instincts on that score. If profitably trading oil futures comes easily
to you, then just stick with that and don’t go trying to complicate
your life by trying to master trading some market that’s obviously
more difficult for you. Why make your trading life more difficult
than it need be? You’ll likely fare much better by gradually adding
trades in related markets such as natural gas or heating oil.
Large institutional traders such as banks have learned this basic
truth about trading well. At the trading desks in a bank, you’ll rarely,
if ever, find the same person assigned to trading both the gold
market and the soybean market. The common arrangement is to
have commodity trading very specialized, usually with one trader or
one team of traders and analysts assigned to trading just one
segment of the futures markets, such as energy futures or precious
metals futures.
Commodity Trading Secrets – Prices Tend to Trend
The supply and demand quotient for basic raw materials is usually
much less subject to ongoing volatility than is the case with stocks.
Certainly, there are some very volatile trading days, such as those
that occur at the end of major bull or bear trends when there are
long-term market reversals or following a crop report that comes
out unexpectedly good or bad. But generally speaking, there tend
to be sustained periods of time when high demand or short supply
controls a market, driving prices higher, or when oversupply or lack
of demand drives prices lower.
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To confirm this, one need look no further than the past several
years in oil prices. After experiencing a multi-year bull market that
drove oil prices over $100 a barrel, from 2014 onward, oil prices
entered a sustained downtrend, eventually carrying the price back
below $40 a barrel.
Similar action occurred in a protracted bull market that drove grain
prices to record highs in the first decade of this century, followed
by a general decline in prices that has generally been sustained
since 2009. Again, while there are occasional sharp and volatile
movements in commodity prices, commodities typically experience
overall bull or bear trends that last several years.
Therefore, trend-following trading strategies – especially as applied
to long-term time frames such as daily, weekly, or monthly charts –
tend to work well in commodity trading. To demonstrate the
wisdom of trading with the trend, one noted technical analyst
devised a very simple trading strategy and then fine-tuned it by
matching it to the long-term trend according to the daily chart. His
basic trading strategy he devised was as follows: Buy a new 10-day
high and sell short a new 10-day low. It doesn’t get much simpler
than that.
That basic strategy worked well enough. It wasn’t a huge
moneymaker, but it was at least profitable overall. However, when
adjusted according to the overall trend as indicated by the daily
chart, the strategy performed markedly better. The adjustment he
made was to only take trading signals that were in the same
direction as the overall long-term trend. In other words, if the daily
chart showed an overall bullish trend, then he would only follow
the trading signals to “buy a new 10-day high,” while ignoring the
trading signals to “sell a new 10-day low”. Conversely, in an overall
bear market, he would only take the sell signals, while ignoring buy
signals.
He tested his strategy refinement by trading both strategies – the
basic strategy and the version adjusted to only take trades in the
same direction as the existing trend – using separate trading
accounts, over the same one-year period of time. The fine-tuning of
the trading strategy yielded an impressive improvement in
profitability. The fine-tuned version of the strategy, the one which
only traded with the existing trend, generated approximately 180%
more in profits than did the basic strategy that took both buy and
sell signals regardless of the existing long-term trend.
There’s another good reason to employ a solid, long-term, trend
trading strategy when investing in commodities. While
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commodities do tend to enjoy long-term trends, on a daily trading
basis they tend to be just the opposite – excessively volatile. Day
trading commodity futures – because of the leverage available
which makes even small price fluctuations significant as far as
potential profits or losses on any given day – does indeed offer
tremendous opportunities for profits. However, it’s extremely risky.
Any commodity trader who’s been at the game for a while can tell
you stories of days when the price of a given commodity has gone
from limit up (the maximum daily price advance allowed by the
exchange) to limit down (the maximum daily price decline allowed),
and then back to limit up again, sometimes within just a three or
four hour period. The odds of being able to successfully navigate
your way through price runs like that are slim and none.
Commodity Trading Secrets – Take Advantage of the Nature of
the Market
Wise commodity traders know to pay attention to a factor that is
almost unique to commodities as opposed to other investment
vehicles and which tends to significantly drive prices – seasonality.
Nearly all major commodity markets usually tend to follow
established seasonal price patterns. A simple example is heating oil
and natural gas futures. Both of these commodities tend to, year in
and year out, rise into the winter months when demand is highest
and decline into summer as demand falls off.
Certainly, there may be specific economic conditions that disrupt
this general pattern from time to time, but over any 10-year period,
one can reasonably expect such general season price trends to run
true at least seven or eight years out of 10.
There are specific seasonal patterns that traders can watch for, and
take advantage of, in commodity trading. Years ago, famed futures
trader, Jake Bernstein, put together a book on seasonal trends
detailing dozens of seasonal patterns that occur throughout the
year in the various commodity markets, along with the historical
record of what percentage of the time the markets stayed true to
each seasonal pattern. More recently, seasonal trading software
that basically incorporates such data has been created and is
available for traders to use.
Trading seasonal patterns is not a guaranteed win – nothing in
trading ever is – but it definitely offers traders an extra edge.
Seasonal patterns can be used as confirming indicators of an
existing trend, or as cautionary contrary indicators that may make a
trader wisely watchful for an upcoming trend change.
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If nothing else, proper awareness of seasonal tendencies in various
commodity markets can at least help you avoid suffering huge
losses. For example, only the bravest of traders ever holds a large
short sell position in orange juice futures heading into winter, when
just one overnight freeze can send the price of orange juice futures
prices suddenly soaring.
Recent Developments in Commodity Futures Trading
The commodity futures markets have been hurt in recent years by
both regulation and failures of regulation. Government attempts to
regulate commodity trading have, unfortunately, resulted in
misguided legislation that has negatively impacted the markets
while failing to provide much in the way of real protection for
independent traders. For example, the infamous Dodd-Frank Act in
the U.S., enacted in 2014, effectively prohibited banks from
conducting short-term trading of their own accounts in the futures
markets, leading to a huge decline in liquidity in some markets as
many banks exited the commodity trading business.
Not only has legislation resulted in direct negative impacts on the
commodity trading markets, it has failed to effectively address real
issues such as price manipulation. There have been several cases in
recent years of large-scale traders manipulating commodity prices,
but government regulators have either failed to respond, or in
some cases even completely ignored this problem.
Commodity trading has also suffered from the loss of several major
brokerage firms and commodity trading companies. Ironically,
many of these companies went out of business as a result of losing
millions trading their own accounts. Accusations of accounting
fraud have led to the demise of once well-known commodity
brokerage firms such as Refco.
Conclusion
Learning about commodity trading offers traders significant
advantages, such as high amounts of leverage and the opportunity
to ride sustained bull or bear trends. However, commodity trading
is not a charitable organization that hands out suitcases full of
money to anyone who wants some. Just as is the case with any
other investing arena, it takes discipline and practice to become a
highly-skilled and successful commodity trader. One of the major
challenges is learning how to take advantage of the leverage
offered without exposing yourself to excessively high risks and
potentially disastrous losses.
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If you enter the business of commodity trading with proper
caution – realizing that you need to learn how to successfully
navigate a completely different trading arena than that of stocks,
forex, or other investments – then there’s no reason that you can’t
reap the rewards of highly profitable investments, all earned with
the use of a minimum amount of trading capital.
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Trading the Forex Market
Whether you’re an individual trader or a financial or investment
professional, the foreign exchange (forex) market, also known as
the currency or foreign currency market, is where the money is -
literally. Forex trading amounts to approximately $5 trillion (yes,
trillion, not billion) per day. By comparison, the approximately $700
billion a day bond market and $200 billion a day in stock trading
worldwide appear relatively small in size. The total daily value of all
the stock trading in the world equals just about one hour’s worth of
trading in the forex market every day.
Forex Players – Banks, Governments, Companies, and Traders
There are several distinct groups of participants in the forex
market. The largest group of forex traders, in terms of the total
dollar value of trading that they account for, is comprised of
commercial and investment banks. Banks conduct a large amount
of currency trading on behalf of their customers who are involved
in international operations. They also serve as market makers in
forex trading and trade heavily in their own accounts. (If a banker
ever cautions you against forex trading, you might want to ask
them why, if forex is such a bad investment, their bank invests such
huge sums in the forex market. Just a thought. ☺ )
Governments, through their central banks, are also major players
in the forex market. The central bank of a nation will often adopt
large positions of buying or selling its own currency in an attempt
to control the currency’s relative value in order to combat inflation
or to improve the country’s balance of trade. Central bank
interventions in the forex market are similar to policy-driven
interventions in the bond market.
Large companies that operate internationally are also substantially
involved in forex trading, trading up to hundreds of billions of
dollars annually. Corporations use the forex market to hedge their
primary business operations in foreign countries. For example, if a
U.S.-based company is doing a significant amount of business in
Singapore, requiring it to conduct large business transactions in
Singapore dollars, then it might hedge against a decline in the
relative value of the Singapore dollar by selling the currency pair
Sgd/Usd (Singapore dollar vs. US dollar).
Last, but certainly not least, are individual forex traders,
speculators who trade the forex market seeking trading profits.
This group includes a disparate cast of characters,
from professional investment fund managers to individual small
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investors, who come to the market with widely varying levels of
skill, knowledge, and resources.
Learning Forex Trading – Currency Pairs
The forex market trades fluctuations in the exchange rate between
currency pairs, such as the euro and the US dollar, which is stated
as Eur/Usd. In the quoting of exchange rates, the first currency in
the quotation is known as the base currency and the second
currency is the quote currency. The exchange rate for a currency
pair appears as a number like 1.1235. If the pair Eur/Usd is quoted
as 1.1235, that means that it takes $1.12 (and 35/100th
) in US
dollars to equal one euro.
The most widely traded currency pairs are, naturally enough, those
involving the currencies that are most widely used worldwide – the
US dollar (Usd), the euro (Eur), and the British pound (Gbp).
Learning Forex Trading – Pips
Generally, the smallest fluctuation in an exchange rate is called a
“pip”. With most currency pairs, which are quoted to four decimal
places, a pip equals 0.0001. The primary exception is Japanese yen
currency pairs that are only quoted to two decimal places so that a
pip equals 0.01. Many brokers now quote to five decimal places,
with the last number signifying a fractional 1/10th
of a pip.
The value of a pip depends on both the currency pair being traded
and what lot size is traded. For one standard lot, a pip commonly
equals $10 (US); trading mini-lots, a pip equals $1; and trading
micro-lots, a pip equals 10 cents. The value of a pip varies slightly
depending on the currency pair being traded, but those figures are
roughly accurate for all pairs.
Advantages of Forex Trading – Leverage, Liquidity, and
Volatility
One of the major attractions of forex trading is the
unparalleled leverage that is available to forex traders. Leverage is
the ability to hold a market position with only a fractional amount
of the market value of the instrument being traded. This fractional
amount is known as “margin”. Leverage is expressed as a ratio that
shows the amount of margin required by a broker to hold a
position in the market. For example, 50:1 leverage means that a
trader only needs to put up 2% of a trade’s total value to initiate a
trade. Some brokers offer up to 1000:1 leverage.
High amounts of leverage mean that forex traders can utilize a very
small amount of investment capital to realize sizeable gains. For
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example, by putting only around $10 in margin money, trading
micro-lots with 500:1 leverage, a trader can realize a profit of
approximately $20 (double his investment) on just a 20-pip change
in the exchange rate. Given that many currency pairs often have a
daily trading range of 100 pips or more, it’s easy to see how traders
can realize substantial gains from very small market movements,
using minimal amounts of trading capital, thanks to leverage.
However, traders have to keep in mind that just as leverage
magnifies profits, it also magnifies losses. So a trader might only
commit $10 of his total trading capital to initiate a trade, but end up
realizing a loss substantially greater than $10.
Liquidity
The extremely high volume of trading that occurs in the forex
market each trading day makes for correspondingly high levels of
liquidity. High liquidity makes for low bid-ask spreads and allows
traders to easily enter and exit trades throughout the trading day.
The bid-ask spread on major currency pairs, such as Gbp/Usd, are
typically much lower than the bid-ask spread on many stocks,
which minimizes transaction costs for traders.
For large institutional traders, such as banks, high liquidity enables
them to trade large positions without causing large fluctuations in
price that typically occur in markets with low liquidity. Again, that
makes for lower total trading costs and thus larger net profits or
smaller net losses.
Higher liquidity is also considered by many traders to make
markets more likely to trade in long-term trends that can more
easily be analyzed with the use of charting and technical analysis.
Volatility
As previously noted, many of the most widely traded currency pairs
often have a daily trading range of up to 100 pips or more.
Combined with high leverage, this daily volatility makes for
significant opportunities to realize profits simply within the range
of price fluctuations that occur within a normal trading day.
The advantage of volatility is enhanced by the fact in forex trading,
it is just as easy to sell short as it is to buy long. There are no
restrictions on short selling such as those that exist in stock
markets. A wide daily trading range, with equal opportunities to
profit from both buying and selling, makes the forex market very
attractive to speculators.
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Forex Trading Strategies – Fundamental Analysis
As with other investment markets, there are two basic strategic
approaches to forex trading – fundamental and technical.
Fundamental analysis trading is generally more favored by long-
term traders, those who buy (or sell) and hold a currency pair for
an extended period of time. Fundamental analysis is based on
economic conditions, both within specific countries and globally.
Throughout most trading days, various economic reports from the
different countries in the world are released. The indications,
positive or negative, coming from such reports are the main drivers
of major changes in exchange rates between currency pairs. If, for
example, several positive reports on the United Kingdom’s
economy are issued within a three-month time frame, that is likely
to increase the value of Gbp against other currencies such as Eur
and Usd.
Among the most significant economic reports issued, those most
likely to impact the currency markets, are gross domestic product
(GDP), the consumer price index (CPI), the producer price index
(PPI), various employment and consumer confidence reports, and
the policy decisions of central banks.
Fundamental analysis may also be based on global economic
trends. For example, if the usage of cotton is rising worldwide, then
countries that are major cotton producers can be expected to
benefit, and the relative value of their currency may be expected to
increase.
Interest rates, which are set by a country’s central bank, are a major
factor in determining the relative value of a currency. If investors
can realize significantly higher gains from money held in interest-
bearing accounts in the United States than from interest-bearing
accounts in other countries, then that makes the US dollar more
attractive, and therefore likely to increase in value relative to other
currencies.
Forex Trading Strategies – Technical Analysis
Many forex traders favor technical analysis in determining the
trading positions they adopt. Technical analysis based on charts of
price movements in a market, with the aid of various technical
indicators – is generally favored by speculators and short-term or
intraday traders, although long-term traders may also utilize
technical analysis.
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Technical analysis is simply analysis that is based on past price
movement and market behavior (such as volume or volatility),
Technical indicators include trend indicators such as moving
averages and market strength, and momentum indicators such as
the relative strength indicator (RSI).
A basic technical trading strategy might be something as simple as
buying a currency pair when the price/exchange rate is above a 50-
period moving average, and selling the pair when it is below the 50-
period moving average. Some technical traders utilize a single
technical indicator for trades, while others apply multiple technical
indicators as trade indicators. For example, the simple technical
trading strategy just outlined, using a moving average, might be
combined with a momentum indicator such as the MACD, with
trades only being initiated when certain price levels and
momentum levels exist.
Technical traders analyze charts of varying time frames based on
the trader’s individual trading time frame preference. Traders who
make very quick, in-and-out of the market trades, may concentrate
their analysis on a 5-minute, or even 1-minute time frame chart.
Traders with a longer term trading time frame are more likely to
apply technical analysis to hourly, 4-hour, or daily charts.
The Forex Market – The Profit Opportunity Market
The forex market is one of the most attractive markets for traders.
Forex trading has exploded in popularity since retail trading by
individual small investors became more readily available around
the turn of the century. The ability to open a trading account with
amounts as small as $50-$100, and the possibility of then turning
such a small amount into millions within just the space of a few
years, is an almost irresistible draw.
However, the lure of “easy money” from forex trading can be
deceptive. The fact is that only a small percentage of traders are
consistent winners in the currency trading market. The keys to
success in forex trading include not just a good, sound trading
strategy, but exceptional trading discipline, patience, and risk
management. A number of super-successful forex traders have
summed up the secret to their success as something like, “Just
avoid taking big losses until you stumble into a huge winner. Most
traders fail because they gamble away all their trading capital and
don’t have any money left to trade with when a ‘million dollar’
trading opportunity finally comes around”.
 


	44. The Corporate Finance  Institute The Complete Guide to Trading
44
corporatefinanceinstitute.com
PART 02
Basic Trading Concepts
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Basic Trading Concepts
Random Walk Theory
Before you decide if you want to be a trader, you have to first
decide whether or not it’s even reasonable to believe that trading
can be a profitable endeavor. In order to make that call, you have
to choose which basic market theory you believe.
A “random walk” is a statistical phenomenon where a variable
follows no discernible trend and moves seemingly at random. The
random walk theory as applied to trading, most clearly laid out by
Burton Malkiel, an economics professor at Princeton University,
posits that the price of securities moves randomly (hence the name
of the theory), and that, therefore, any attempt to predict future
price movement, through either fundamental or technical analysis,
is futile. The implication for traders is that it is impossible to
outperform the overall market average other than by sheer chance.
Those who subscribe to the random walk theory recommend using
a “buy and hold” strategy, investing in a selection of stocks that
represent the overall market – for example, an index mutual fund
or ETF.
Basic Assumptions of the Random Walk Theory
1. The Random Walk Theory assumes the price of each stock
follows a random walk.
2. The Random Walk Theory also assumes that the movement
in the price of one security is independent of price movement
in another security.
One of the main criticisms of the Random Walk Theory is that
the stock market consists of a large number of investors and
the amount of time each investor spends in the market is
different. Thus, it is possible for trends to emerge in the
prices of securities in the short run, and a savvy investor can
outperform the market by strategically buying stocks when
the price is low and selling stocks when the price is high
within a short time span.
Other critics argue that the entire basis of the Random Walk
Theory is flawed and that stocks prices do follow patterns or
trends even over the long run. They argue that because the
To learn more, please check
out our online courses
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price of a security is affected by an extremely large number of
factors, it may be impossible to find out the pattern or trend
followed by the price of that security, but just because a
pattern cannot be found does not mean that a pattern does
not exist.
A Non-Random Walk
In contrast to the random walk theory is the contention of believers
in technical analysis, those who think that future price movements
can be predicted based on trends, patterns, and historical price
action. The implication arising from this point of view is that traders
with superior market analysis and trading skills can significantly
outperform the overall market average.
Both sides can present evidence to support their position, so it’s up
to each individual to choose what they believe. However, there is
one fact, perhaps a decisive one, which goes against the random
walk theory: the fact that there are some individual traders who
consistently outperform the market average for long periods of
time. According to the random walk theory, a trader should only be
able to outperform the overall market by chance, or luck. This
would allow for there being some traders who, at any given point in
time, would – purely by chance – be outperforming the market
average. But what are the odds then that the same traders would
be “lucky” year in and year out for decades? Yet there are indeed
such traders, people like Paul Tudor Jones, who have managed to
generate above average trading returns on a consistent basis over
a long span of time.
It’s important to note that even the most devout believers in
technical analysis – those who think that future price movements in
the market can be predicted – don’t believe that there’s any way to
infallibly predict future price action. It is more accurate to say that
probable future price movement can be predicted by using
technical analysis, and that by trading based on such probabilities it
is possible to generate higher returns on investment.
So, who do you believe? If you believe in the random walk theory,
then you should just invest in a good ETF or mutual fund designed
to mirror the performance of the S&P 500 Index, and hope for an
overall bull market. If, on the other hand, you believe that price
movements are not random, then you should be polishing your
fundamental or technical analysis skills, confident that doing such
work will pay off with superior profits through actively trading the
market.
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Since you’re reading a book on trading, we’ll assume that you fall
into the latter camp. We wholeheartedly agree with you. So keep
reading…
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Fundamental and Technical Analysis
I still like the old joke that goes, “How can I end up with a million
dollars through trading stocks?” – “Start with two million and trade
using technical analysis.”
Let me put a disclaimer on that by saying that I am, in fact,
primarily a technical trader myself and very much an advocate of
technical trading. But it’s still a good joke.
Fundamental analysis and technical analysis are the two broad,
general approaches to market analysis and trading. Each approach
has its advocates and its detractors, and there are hugely
successful – and unsuccessful – traders in both camps.
The Fundamentals of Fundamental Analysis
Fundamental analysis aims at identifying the real, intrinsic value of
a security, based on the belief that the genuine value of something
is what will ultimately determine its price. Fundamental market
analysts attempt to identify a stock or other security’s intrinsic
value by looking at factors such as overall economic conditions,
industry trends, company management, profit and loss data, and
any of a number of financial metrics that are used to determine the
financial health and future prospects for a company. Some of the
most commonly used financial metrics are the price-to-earnings
ratio (P/E), price-to-book ratio (P/B), debt-to-equity ratio(D/E), return
on investment (ROI), and return on assets (ROA).
Fundamental stock traders rely heavily on data such as a
company’s quarterly and annual earnings reports, to see the
earnings-per-share which indicates a company’s profitability as
divided among the total amount of publicly-traded equity in the
company. Additional data for analysis by fundamental traders is
gleaned from the published financial statements of publicly traded
companies, such as a company’s income statement and balance
sheet.
The exact nature of fundamental analysis varies according to
investments. For example, fundamental traders of the foreign
exchange – forex – market eye data such as gross domestic product
(GDP), manufacturing, import and export data, and the consumer
price index (CPI) in order to assess the overall health of a nation’s
economy. Logically, nations with stronger economies will also likely
have relatively stronger currencies.
Advocates of fundamental analysis point out that it is based on
solid financial data, and therefore likely to be reliable. However, a
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drawback of fundamental analysis is that it requires time-
consuming research, and doing things like financial modeling and
company valuations is not an endeavor well-suited to many
investors.
The Fundamentals of Technical Analysis
(Get it? – the FUNDAMENTALS of TECHNICAL analysis? See what I
did there? ☺ )
Technical analysts ignore all of the factors considered by
fundamental analysts, and instead concentrate their evaluation of a
security solely on analyzing market price action in order to identify
current and likely future price trends. The basic belief of technical
traders is that all relevant factors of supply and demand are
reflected in the price movement of a security. Technical traders
argue, for example, that there’s no need to engage in the practice
of fundamental traders attempting to assess whether current
economic or marketplace conditions favor increasing demand for a
company’s products – Instead, technical traders would say that if
the company’s stock price is rising steadily, then that shows that
their products are in increasing demand.
The basic tool of technical analysts is the price chart. Technical
analysts look at all manner of data that can be plotted on a price
chart for a security, such as trend lines, trading volume, moving
averages, and support and resistance levels. Technical analysts
don’t bother attempting to identify intrinsic value of s security,
instead using chart analysis to identify price action patterns that
indicate probable future price direction and movement.
Both the strength and the weakness of technical analysis lie in the
fact that there is virtually an endless list of technical indicators to
choose from in analyzing a security. That’s strength because you
have a wealth of price analysis tools at your disposal to help you
determine probable future price movements. It’s a weakness
because of the fact that you can get an endless number of
conflicting indications and trading signals from different technical
indicators. Among the endless choices of indicators to look at –
such as moving averages, candlestick patterns, momentum
indicators, and pivot points - how do you know what to pay
attention to? And the simple answer is: you don’t. Technical traders
select the indicators they use based on any number of reasons, and
then hope that those indicators are the ones giving the most
reliable trading signals.
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So Which One Should You Use – Fundamental or Technical
Analysis?
Use the analytical approach that you’re most comfortable using,
that you have the most confidence in.
Okay, you want something more than that? All right, but in the end
your chosen method of market analysis really is going to come
down to your personal preference and what is best suited to your
personal trading style, financial goals, and risk tolerance.
The practical fact is that while 50 or 100 years ago fundamental
analysis held sway, the arrival of computers has made technical
analysis both easier and more widely used. These days, most of the
largest market players – such as investment banks – base nearly all
of their trading decisions on complex computer algorithms. It’s
estimated that as much as 70-80% of all the trading volume on
exchanges is generated through technical analysis. That doesn’t
mean that fundamental analysis is a useless dinosaur as a trading
approach, but it does mean that even fundamental market analysts
have to pay attention to technical factors that may be driving
market prices.
Many traders use some combination of fundamental and technical
analysis. For example, a stock trader might select companies to
invest in based on fundamental analysis of market sectors and
various companies, but select specific price entry and exit points
based on technical analysis.
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How to Read Stock Charts
If you’re going to actively trade stocks, then you need to know how
to read stock charts. Even traders who primarily use fundamental
analysis to select stocks still often use technical analysis of stock
price movement to determine specific buy, or entry, and sell, or
exit, points.
Stock charts are freely available on websites such as Google
Finance and Yahoo Finance, and stock brokerages always make
stock charts available for their clients. In short, you shouldn’t have
any trouble finding stock charts to examine.
Stock Chart Construction – Lines, Bars, Candlesticks
Stock charts can vary in their construction from bar charts to
candlestick charts to line charts to point and figure charts. Nearly
all stock charts give you the option to switch between the various
types of charts, as well as the ability to overlay various technical
indicators on a chart. You can also vary the time frame shown by a
chart. While daily charts are probably the most commonly used,
intraday, weekly, monthly, year-to-date (YTD), 5-year, 10-year, and
complete historical lifetime of a stock are also available.
There are relative advantages and disadvantages to using different
chart construction styles and to using different time frames for
analysis. What style and time frame will work best for you as an
individual analyst or trader is something that you can only discover
through actually doing stock chart analysis. You can glean valuable
indications of probable stock price movement from stock chart
analysis. You should choose the chart style that makes it easiest for
you to read and analyze the chart, and trade profitably.
Looking at a Stock Chart
Below is a year-to-date daily chart of Apple Inc. (AAPL), courtesy of
stockcharts.com. This chart is a candlestick chart, with white
candles showing up days for the stock and red candles showing
down days. In addition, this chart has several technical indicators
added: a 50-period moving average and a 200-period moving
average, appearing as blue and red lines on the chart; the relative
strength indicator (RSI) which appears in a separate window above
the main chart window; the moving average convergence
divergence indicator (MACD) which appears in a separate window
below the chart.
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Along the bottom of the main chart window, the daily trading
volume is shown. Note the large spike in volume that occurred on
February 1st
, when the stock gapped higher and began a strong
uptrend which lasted until early June. Also note the high amount of
selling volume (indicated by red volume bars which indicate days
with a greater amount of selling volume than buying volume) that
occurs when the stock moves sharply downward around June 12th
.
The Importance of Volume
Volume appears on nearly every stock chart that you’ll find. That’s
because trading volume is considered a critical technical indicator
by nearly every stock trader. On the chart above, in addition to
showing the total level of trading volume for each day, days with
greater buying volume are indicated with blue bars and days with
greater selling volume are indicated with red bars.
The reason that volume is considered to be a very important
technical indicator is a simple one. The vast majority of stock
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market buying and selling is done by large institutional traders,
such as investment banks, and by fund managers, such as mutual
fund or exchange-traded fund (ETF) managers. When those
investors make major purchases or sales of a stock, it creates high
trading volume, and it is that kind of major buying and selling by
large investors that typically move a stock higher or lower.
Therefore, individual or other institutional traders watch volume
figures for indications of major buying or selling activity by large
institutions. This information can be used either to forecast a
future price trend for the stock or to identify key price support and
resistance levels.
In fact, many individual traders determine their buying and selling
decisions almost solely based on following the identified actions of
major institutional traders. They buy stocks when volume and price
movement indicate that major institutions are buying, and sell or
avoid buying stocks when there are indications of major
institutional selling. Such a strategy works best when applied to
major stocks that are generally heavily traded. It will likely be less
effective when applied to stocks of small companies that are not
yet on the radar screens of large institutional investors and that
have relatively small trading volumes even on days when the stock
is more heavily traded than usual.
Basic Volume Patterns
There are four basic volume patterns that traders typically watch as
indicators.
High volume trading on Up Days – This is a
bullish indication that a stock’s price will continue to rise
Low volume trading on Down Days – This is also a bullish
indication since it indicates that on days when the stock’s
price falls back a bit not many investors are involved in
the trading. Therefore, such down days occurring in an
overall bull market are commonly interpreted as
temporary retracements or corrections rather than as
significant indicators of future price movement.
High Volume Trading on Down Days – This is considered a
bearish indicator for a stock, as it shows that major
institutional traders are aggressively selling the stock.
Low Volume Trading on Up Days – This is another bearish
indicator, although not as strong as high volume trading
on down days. The low volume tends to peg the trading
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