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Disclaimer

This book is sold with the understanding that neither the
author not the publisher is engaged in rendering legal,
accounting ot other professional services or advice by
publishing this book. FEach individual situation is unique.
Thus, if legal or financial advice or other expert assistance is
required in a specific situation, the setvices of a competent
professional should be sought to ensute that the situation has
been evaluated carefully and appropriately. The author and
the publisher disclaim any liability, loss, ot risk resulting,
directly or indirectly, from the use or application of any of the
contents of this book.
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Introduction

hy Do So Many Traders Fail?

Trading is a rather unique entetprise. It would seem that it
is the only career field in existence where the people least
likely to become successful at it are willing to zisk huge
portions of their net worth for the right to apply. Yet, year
after year, the same kind of people jump into the markets
hoping to make it big; never realizing that the chips are
stacked against them.

In my experience - and there was a poll conducted on
forexfactory.com a number of years ago that can support the
claim - aspiring traders near universally share three defining
characteristics:
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They ate not happy with their existing career — Let’s
be honest; if somcone is making ok money doing
something they enjoy, they are not likely to be dabbling in
speculation as anything other than a hobby. While I am
sure many dabblers exist, it has been my observation that
the vast majority are looking for a new cateer because, for
one reason or another, they hate the one they have. As a
sexy carecr option with enormous income potential,
trading can seem like a good alternative.

They are predominantly introverted — Nine times in
ten, the reason they hate their existing carcer has
something to do with the people they are required to deal
with. Whether it is co-workers, clients, customers, or
supervisors, they dread going to wortk every day and
talking to people for which they have little tespect and/or
no rapport. Trading draws them in with the potential for
self-sufficiency and the promise of a career that does not
tequire them to deal with people.

They are highly analytical ~ Introversion and an
analytical mind seem to go hand in hand. Trading is
arguably the pinnacle of analytical endeavors with its mass
profusion of mathematical algorithms, chatts, graphs,
spreadsheets, and statistics. The market is one of the most
complex puzzles on earth and, once discovered, those
with an analytical mind are nearly powerless to avoid
trying to solving it.

WWW.TRADING-SOFTWARE-COLLECTION.COM
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The problem is not really the possession of these
attributes so much as it is the way these attributes influence
an aspiring trader’s career path. You see introverted/
analytical types are all about research. Before they can go
about doing something, they need to research the best way to
do it. This is usually a wise coutse of action, but in the case of
financial market speculation, the research leads to an
inappropriate conclusion. That conclusion is that in order to
achieve speculative profits, traders must engage in either
Fundamental or Technical Analysis. It is inappropriate
because, in practice, those disciplines rarely lead to the profits

traders are seeking.

Now, 1 am not suggesting that aspiting tradets of the
introverted/analytical variety cannot earn profits. I have
personally done quite well for myself over the years and 1 am
an introverted/analytical type of the fitst order. The point I
am trying to make is that in doing what appears to be the
right thing, most traders set themselves up for failure because
the research they do gives them a flawed understanding of the
speculative profit making process. To understand why, we
need to look at the two disciplines in some detail. ..

Fundamental Analysis

Fundamental analysis is a method of evaluating a security
that entails attempting to measure its true value by examining
related economic, financial, and other qualitative and

quantitative factors.
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Fundamental Analysts are practitioners who attempt to
study everything that can affect the security's value, including
macroeconomic factors (like the overall economy and
industry conditions) and company-specific factors (such as
financial condition and management). The end goal of
performing fundamental analysis is to produce a measure of
true value that an investor can compare with the security's
current price. The point of that goal is to figure out what sort
of position the analyst should take within that secutity
(underpriced = buy, overpriced = sell or short). The
implication is that if an aspiring trader can accurately analyze
when a security is trading at a price divorced from its true
value, they will be able to enter a position and collect any
discrepancy through arbitrage.

Once an aspiring trader understands this, the suggested
next step is to set off on a quest to discover the
aforementioned arbitrage opportunities.

Unfortunately, even if they are successful in determining
true value - which the research often fails to mention is only
theoretically possible - they ate unlikely to turn a mispricing
opportunity into a profit. To earn a profit from an arbitrage
opportunity, a trader not only needs to know price and true
value as they exist today, they also need to predict the price
and true value that will exist in the future. This is because
neither true value nor price is a fixed vatiable. Even were
price and true value to be divergent today, it will take some
measure of time for both values to come together. In the

interim, true value may change meaningfully against the

Why Do So Many Tradets Fail? Page |'5

tradet’s position and/or price can become even mote

divergent.

One could atrgue that if a trader possessed the whetre-with-
all to accurately assess true value in the present, they would
possess an equally likely ability to do so with future value.
There may be some merit to this argument. However, even if
we were to accept the argument at face value, the same
-annot be said about price because price is more a reflection
of the thoughts, fears, and behaviors of the traders
participating in the market at that moment in time. So
ultimately, determining price in the futare requires the

orediction of other trader’s behaviors.

Once we start talking about predicting the future behavior
of traders, we move away from the clean world of numbers
and math, where the introverted/analytical type can excel,
and descend into the messy realm of psychology, human

nature, and emotional response.

It’s at this point whete we begin to realize how the chips
are stacked against the average aspiring trader. The problem is
that in order for someone to understand what other people
are likely to do, he must have a deep understanding of how
people think and feel. The sad reality is that traders usually
have introverted personalities that often preclude them from
having the necessaty people skills to make the requisite
predictions. Without that prediction, no profits can be made
and ultimately, the aspiting trader will fail to reach the
intended objective.
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I personally slammed into this wall back in 2004. My
appatrent lack of people skills continuously thwarted my
ability to extract consistent profits and instead of facing
teality and doing what needed to be done, I dove into the
world of technical analysis.

Technical Analysis

Technical analysis, by comparison, offers up a neatly
otganized (and very seductive) solution for overcoming the
people problem. However, the complexity involved in the
practical application of that solution has afforded very few
speculators an opportunity to achieve the desired outcome.

At its core, technical analysis assumes that a securities
matket price reflects all relevant information. By defining
“information” broadly, the theoty of technical analysis
suggests that a secutities price chart not only includes all the
known fundamental data, but that of the hopes, fears,
thoughts, and idiosyncratic behaviors of market participants
as well.

A closely related hypothesis is that price activity tends to
tepeat itself over time because investors collectively tend
toward patterned behavior. Therefore, by searching out
fepeating patterns in historical price activity, a Technical
Analyst can profit from its recutrence in the future.

This is an  extremely  seductive  theory  for
introverted/analytical types because it not only eliminates the
need to understanding economics and the mechanics of

gy
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financial analysis, it promises to climinate the need to
understand people as well.

Of course, while that sounds great in theory, it fails to
account for the sheer volume of potential patterns and data
points that the financial markets produce. Not only are there
thousands of different securities, each security produces
dozens of different charts. Hach of those charts can be
broken up into an infinite number of data point sequences.
And each of those sequences can produce a seemingly never-
ending supply of indicators and other derivative calculations.
All told, financial markets produce more potential price
patterns  in a single day then the most powerful
supercomputets can analyze in a year. Without the benefit of
such machines, Technical Analysis becomes an endless

exercise in searching for needles within haystacks.

For those who enjoy such enterprises, I am sure at some
point they can turn all that searching into a lucrative trading
career. However, after a few months of banging my head
against the wall 1, like many other aspiring traders out there,
chose to attack the problem in a slightly different way.

Interestingly enough, despite the enormous obstacles in
the path of treplicable pattern discovery, traders throughout
history have managed to discover a few seemingly meritable
examples. I am not quite sure why these patterns were shared
with the larger technical community, but now that they have
been, many traders can (and do) avoid the haystack problem
through the simple expediency of trading previously
discovered patterns.
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Unfortunately, in doing so we inevitably ran into the
problem that Technical Analysis sought to avoid at its outset.
You see, regardless of the original merit, there have been
numerous empirical studies conducted on these technical
patterns and in every case, the conclusion was that the pattern
itself did not produce predictable outcomes to any statistically
?%.earli,ngful degree. How does this jive with the claims of
numerous traders that they are using these patterns to earn
profits? Well, if we assume that the claims are credible, the
only conclusion that we can make is that they are using some
additional analysis techniques to improve the probabilities.
While there is little empirical evidence regarding exactly what
those techniques are, in talking to individuals who use those
patterns profitably, I discovered that most of them utilize an
examination of the broader fundamental factors influencing

the behavior of market participants.

And this is the reason, I believe, why most
introverted/analytical types consistently fail to achieve
success in this business. For the introvetted/analytical types,
analyzing and predicting the behavior of market participants
does not come easy. Nevertheless, the research they do
suggests that they need to engage in Technical or
Fundamental Analysis if they have any hope of success.
Unfortunately, in otrder to turn either 'Technical or
Fundamental Analysis into a profitable trading career, the
analyst needs to analyze and predict the behavior of market
participants. It is one of those Catch 22 situations and, for
most traders it is often easier to give up on the endeavor
tather then discover a viable solution to the problem.

Why Do So Many Traders Fail? Page |9

They Need a Handbook for
Predicting the Future

For all the fuss made about it, predicting the future isn’t
neatly as hard as the literature makes it out to be. Markets are
driven by the expectations, aspirations, and fears of the
people who participate in them. All of this is a function of
human nature, which is actually quite predictable once you

understand humans.

The problem is that when it comes to figuring out why
people do the things they do, those who are most likely to be
attracted to trading can find it very difficult to determine
exactly where to begin. Thanks to their penchant for research,
they quickly discover that there are literally a half-dozen
different scientific fields dealing with the study of human
nature and/or behavior. After they start digging into those
fields they discover that thete is very little information that is
directly applicable to the specific activities of traders. The net
result is that without some form of guide to outline what
information is impottant and how it applies to trading,
aspiring traders are likely to waste a great deal of time and

money just figuring out what they need to know.

When I began my quest to figure out and predict human
behaviort, there was no such guide. And to be honest, 1 nevet
expected there would be. Fate, however, was under no such

illusion.
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On April 30, 20006, in response to a question about the
form of trading I was engaging in, I started a forum
discussion thread on ForexFactory.com titled “Obh Sweet
Liguidity.” 'To start the discussion, 1 decided to walk
systematically through a real time stop hunting trade that
went on to produce 55 pips of profit in approximately 16
minutes. Ovet the following 24 hours, I received nearly 100
messages asking for more details. Within a week, it seemed
like the only thing anyone was interested in was the thread
about the stop hunting methodology I shared.

For many people this outcome would have been a
welcome one, but I was not at all happy. As more aspiring
traders became awate of what 1 was doing, I became
increasingly concerned about the system’s long-term viability.
A great deal of my research led me to believe that the
information I had shared would eventually cease to generate
profits if too many people found out about it. Therefore, in

an effort to protect my income, I chose to delete all traces of
the thread.

In hindsight, removing the thread was probably a bad idea.
Publishing a trading system that showed excellent profit
potential and then removing it when it started to become
popular gave it a mystique that only increased its appeal. As a
result, interest in “Order Flow Trading” — as it later came to
be called — exploded. Shortly after the “Ohh Sweet Liquidity”
thread was deleted, hundreds of new threads began springing
up all over the forum to discuss what I was doing, how I was
doing it, and why.

Why Do 5o Many Traders Fail?
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Most of the ideas people came up with were complete
nonsense, but there were a few exceptions. A number of
individuals started asking questions about the theory behind
my methodology that I had never thought to ask. More
importandy, 1 found the answers they were coming up with
were quite insightful and often taught me things about my
methodology that T had not previously considered.

Needless to say, when these discussions started wandeting
off in irrelevant ditections, I felt compelled to contribute in
order to get it back on track. I never did shate my system, but
it didn’t seem to make much difference. The global
knowledgebase regarding Order Flow T rading was growing
and it soon became apparent that my little stop hunting
system was only one piece of a much larger concept.

Over time, these discussions - and often my specific
conttibutions - began to have a setious impact on the traders
who read them. Hundreds of previously unsuccessful traders
(many of them of the introverted/analytical variety) began
developing highly profitable order flow based systems that
were of a completely different nature to mine. As those
traders gained mastery of the Order Flow Trading concepts,
they too began to share insights and inspire discussions of
their own. This led to even more aspiring traders achieving

profitability and a vittuous cycle ensued.

Today, the seemingly innocuous research 1 began into the
behaviors of matket participants all those years ago has
somehow turned into a trading discipline in its own ight.

Many aspiring traders are now choosing to study Order Flow
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Trading as opposed to Fundamental and Technical Analysis
and a decent number of them are achieving great success,

Of course, not everyone has done so,

In my opinion, the main impediment for the traders who
fail to achicve their goal is that the key lessons and insights
regarding the subject are scattered around vatious discussion
forums on the internet. For those who can dig up the right
insights at the right time, there is enough information out
there to develop a profitable system. The unfortunate reality
for everyone else though, is that the illusiveness of the needed
insights can be an insurmountable batrier to success. It is my
fervent belief that were someone to develop a guide on how
to become a successful Otrder Flow Trader, many more of
those individuals would have been able to achieve success in
this business.

With that in mind, I decided to set about the task of
writing the book you now hold in yout hands. Within its
pages, you will learn about the concept of Order Flow
Trading. You will also learn how to utilize it to predict the
future actions of real world traders, and ultimately, how you
can use that skill-set to produce a never-ending stream of
profitable trading ideas. Throughout the discussion, we will
not only examine the theory and logic underpinning the
concept and processes of Order Flow Trading, we will
examine numerous cxamples of real world systems that I
have personally used to extract substantial profits from the
markets. Most important of all, we will do all of this in a
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manner and prose that an introverted/analytical trader can

casily understand.
There is just one catch.

Before we can get into the details, we need to make sure
you are ready to understand what we are about to discuss. 1f T
had attempted to provide adequate details on all the different
sphetes that a discussion of Order Flow Trading requires, this
book would have easily become five or six times larger than it
is. Not only would that have obscured the core information
that makes the methodology unique, it would likely have
prevented me from ever achieving completion. With thesc
facts in mind, 1 have chosen to make 2 few assumptions
about your existing knowledge and begin the discussion from
there.

The assumptions I have made are that you have:

L. A strong understanding of Technical Analysis patterns
and the proper procedures for trading them

2. At least a basic understanding of Financial Analysis
techniques and Macro-Economics

If you are just starting out in the world of trading and you
are not familiar with these concepts, you can gain most of
what you need to know by reading through the “School of
Pipsology” lessons at http:/ /www.babypips.com/school /.
The lessons are by no means comprehensive, but they should
provide enough information to get you through this book.
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For everyone else, I would like to welcome your joutney
into the fascinating wotld of Order Flow Trading.

Chapter 1

rder Flow Trading

The Otrder Flow Trading label has been applied to many
things. From tape reading... to microstructure analysis... to
option and stop hunting. .. to technical pattern rationalization
-~ it seems that any time 2 trader makes a decision based on
order mechanics they call it order flow trading. While one
could justifiably consider any of these to be “order flow
trading,” the reality is that it’s all of them and more.

At its core, Order Flow T rading is a mindset. And not just
any mindset! It’s a mindset that exists one level higher in
abstraction than the one most other traders in the market
think on.

OK... and uh, what in Sam Hill does that mean exactly?
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Well, what I’'m talking about here is something called the
metagame. In short, the metagame is the “game within a
game” where players make decisions, not on the basis of an
clementary strategy called for by a game’s rules, but on
information that exists outside the game.

For example, in the game of chess there is a strategy of
play that makes it possible to win a match in just four moves.
1f Player A watches Player B employ this four-move strategy
five times in a row, then acts to thwatrt that four-move
strategy before it becomes evident that Player B is employing
it, Player A is “playing the metagame.”

In that example, Player A is not making his decisions
based solely on the inhetent value of his strategy. What he is
really doing is exploiting his knowledge of the other player to
gain a strategic advantage. And that’s precisely what the
Order Flow Trading discipline attempts to do within the
game of financial market speculation.

Of course, the way order flow traders do it is a great deal
more complex because the speculation game is so much more
complicated. Where chess has two players, a finite game
board, and a discrete beginning and end to each game,
financial markets have thousands of players, an infinite range
of prices, and the game is played across an open-ended time
line,

However, even with all these dissimilar aspects, the
thought process both metagame strategies employ requires
the same three steps:

What is Order Flow Trading? Page |17

Step 1 - Learn the Rule Set

Metagaming is all about anticipating the choices of one’s
opponents. However, before one can realistically anticipate
those choices, they need to understand the scope of the
choices available. That means understanding the rules.

In a game like chess, the rules are contained in a readily
accessible rulebook. That rulebook defines how each game
piece can move, the structure of the game board, and the
timeframe within which each player is permitted to act.

The financial market corollary to this rulebook is the field
of Market Microstructure. Even for a game as complex as
financial market speculation, the rules impose cleatly defined
testrictions on the strategic choices available to each player.
Microstructure explores those rules and the restrictions they
create. Therefore, before you can play the financial
speculation metagame, you need a thorough understanding of
the market microstructure.

Step 2 - Study your opponents and determine the
strategies they are likely to employ

Learning the rules is an important step. But, it isn’t enough
to just know what is and isn’t possible. You also have to
develop an intimate understanding of the way people play the

game.

At first, this might seem like a daunting task. After all,
complex games like chess and financial matket speculation
have a near infinite variety of ways in which they can be
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played. However, after careful analysis it quickly becomes
apparent that even though it CAN be played in an infinite
variety of ways, most players tend to consistently employ a
number of “clementary strategies.” Once you know those
strategics, figuring out which one yout opponent is likely to
use becomes much easier.

An  elementary strategy is one that is well understood,
accepted as viable, and consistently used by serious players of
the game,

The game of chess has 50 or so of thesc elementary
strategies, including things like the Benko Gambit opening,
Pins and Skewers midgame, and the King/Rook endgame. If
you know all these strategics, you can not only play a damn
good game of chess, you can casily identify which strategies
yout opponent is using,

In the realm of financial markets, these elementaty
strategies come in the form of common technical and
fundamental  trading systems  you read about on
babypips.com. Moving average crosses, suppott resistance
breakouts, and Fibonacci retracement strategies are a few
examples of the clementary strategies of the speculation
game.

Once you have familiarized yourself with these strategies,
it becomes possible to anticipate how the players who prefer
these strategies will act. And that gives you many strategic
advantages when playing against them.

What is Order Flow Trading? Page |19

Step 3 - Adapt your own strategy to exploit the
weaknesses in your opponent’s strategy

Once you know the rules, and the strategy your
opponent(s) are using, the final step in the process is (o
exploit that information by tailoring your own strategy to take
advantage of the weaknesses in theirs.

If T had to give you a definition for Order Flow Trading,
that would be it. Of course having a definition for the
methodology is only a tiny picce of the puzzle. Actually
figuting out how it works in the real world is where the
profits come from.

Unfortunately, as casy as the three steps that go into Order
Flow Trading are to describe, teaching someone how to
petform them within the game of financial market
speculation is anything but easy. Step 1 requires you to
navigate the wvast and labyrinthine world of market
microstructure. Step 2 tequires you to analyze the thought
processes of a wide array of dissimilar participants who ate all
operating simultaneously. Step 3 requires you to think in a
way other than what you are accustomed to. In short, none of
these step descriptions are enough to ecarn profits with. To
understand how to employ the metagame mindset to financial
markets — and earn Order Flow Trading profits - you need a
detailed guide for navigating each step.

Ultimately, that’s what this book was written to do.
Toward that end, T have broken this book into three distinct
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sections. Hach one corresponds to a step in the metagame
analysis process:

e In Section 1: Microstructure Analysis, we will learn about
market microsttucture, its rules, and the limitations those
rules impose on participant strategy.

© Insection 2: Reading Order Flow, I will teach you how to
analyze the participants and their strategies. We will then
use that analysis to construct a real-time virtual order
book for a financial market security.

© Finally, in Section 3: Playing the Metagame, we will
explore some of the ways in which you can exploit the
order book and the strategic choices of the markets
participants to ecarn a fabulously high income from
trading.

However, before we get to the lessons that will help you
learn the metagame mindset of Order Flow Trading, I feel 1
should warn you that this isn’t going to be an easy read.
Putting aside the fact that T am a trader, not an author, and
that my writing ability leaves much to be desired, the subjects
we are about to cover are often highly abstract and
complicated.

In other words, this is not the type of book that can be
skimmed. Hor it to have any value for you, you will need to
study hard and think deeply about the things T am going to
say. If you do that I know there is enough information here
for you to reach your goals. But reaching those goals is

|
%
|
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entirely dependent on you. Take your time. Take it seriously.
And by the end of this book, I promise you that you will not
only have an intimate undetstanding of Order Flow Trading,
you will possess the requited skills to be a profitable Order
Flow Trader.

Chapter Recap

In this chapter, we learned that Order Tlow Trading is a
metagame analysis technique for exploiting the strategies of
other market participants. To do it effectively requires 3
steps: learn the rules, determine your opponents strategy, and
adapt your own strategy to exploit weaknesses in theirs.

We also learned that this book is structured to teach you
each of those three steps and that the lessons are broken up
into three distinct sections: Mictostructure Analysis, Reading
Order Flow, and Playing the Metagame.

That being said, let’s turn the page and get started with
those lessons. ..



Section 1

licrostructure Analys

s



Chapter 2

Market Microstructure is the study of how financial
markets function. How they are constructed, how the price
discovery process occuts, and ultimately, how parties
exchange securities with each other.

Unless you are a hatd-core nerd, you ate most likely
thinking that this sounds about as exciting as a migtaine
headache... and, I must admit that most of the literature on
the subject will likely give you one. But, don’t let yourself be
frightened off as there is real tangible value in a detailed study
of the subject. In fact, I fervently believe that by the end of
this book, you will see it as the most fascinating and
important subject a speculative investor can study.
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Really? Fascinating and important? In a word, yes! You’ll
find that it leads to the discovery of market incfficiencies and
i 2

as we will learn shortly, eaterprising speculators can exploit

these inefficiencies for vety large, highly consistent trading
profits.

But, let’s not get ahead of ourselves. Before we can get
into a discussion about market microstructure and the
inefficiencies it can help us discover — and we are going to be
discussing this in great detail throughout the remainder of the
book - we first need to establish a clear definition of terms.

If you have been studying financial markets for more than
a few weeks, you ate already familiar with these terms, but
read this chapter anyway. Some of the terms we will be using
carty a slightly different meaning within this book then is
commonly understood. Skip this chapter and there is a good
chance that things will become confusing later.

The Language of Microstructure

Thete ate four main components to martket microstructure
- Exchanges, Exchange Rules, Participants, and Orders,

Exchanges

An exchange is any location where at least two participants
can come together to exchange secutities,

I'he term “securities” will appear frequently in this book
because, even though we are predominantly concerned with

Microstructure Basics
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currencies exchanged through the Forex market, many of the
concepts and principles you are going to learn can be ditectly
applied to all financial markets. If the term cutrencies is used
too obsessively, it could dramatically limit the scope of your
understanding and as a result limit the value you should get

from what you are about to read.

Getting back to the topic at hand, there will be times when
anyone desiring to trade in a particular security will be
required to come together on a single exchange like the
NYSE or CME. This is by no means a requirement.

Foreign exchange trades Over the Counter (OTC);
meaning that there is no “central” exchange where traders
come together. Hach participant is free to trade anywhere and
everywhere, so long as they can find a willing counterpatty

for their trade.

This has created some confusion on the part of aspiring
speculators by leading them to assume that there are no
exchanges in spot Forex. In reality, there are hundreds, if not
thousands, of spot Forex exchanges around the world. Every
location where people come together to trade, including retail
tirms, the local airport currency converter, a bank branch, or
the interbank market platform EBS, ate all considered

individual exchanges.

Each exchange has its own rules, policies, and prices that
participants on that exchange are required to accept in order
to execute a trade. The one true commonality is that the
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secutities  (currencies) traded on  each exchange  are
. . >
fundamentally identical,

Exchange Rules

Fach exchange has a number of rules that define how it
will handle transactions. In some cases, these rules will be
identical between all exchanges. However, more often than
not, they will contain differences. It is important for a trader
to understand, especially in the OTC Forex market, that

opportunities and systems that work on one exchange may
not work on another.,

Hxchanges generally fall into one of two operating models
- broker, or dealer. The choice of model has 1 profound

impact on the rule set that governs transactions conducted on
that exchange.

Broker Model

In the brokered model, the exchange provides access
tights to a number of seat holders, Often these seat holders
are brokerage firms. Seat holders are the only participants
permitted to trade directly on the exchange and théy must pay

a small per-trade commission to the exchange for ecach
transaction.,

Brokerages then resell their access to their clients. This
allows the clients to execute trades using the brokers name
with the exchange. Note though, that the brokerage chatges a
higher per transaction commission in order to pay the
exchange its fee and to earn a profit.

WWW.TRADING-SOFTWARE-COLLECTION,.COM
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On brokered exchanges, the matching of transactions
occurs on an “order-driven” basis. In short, order-driven
matching rules dictate that the matching of all transactions
occurs against the best bid and offer available. For example, if
Trader A places a limit buy order between the spread, it will
become the new best price. Market ordets will match against
the best price, so, in this scenario, if Trader B were to place a
market sell order, the exchange would match it with
participant A’s limit buy.

In the OTC Forex Market, this model is employed by
most of the institutional Flectronic Communication
Networks (ECN).

The big advantage of this model is that it allows all market
participants to trade directly with each other. Trader A can
trade directly with Trader B, which results in a more accurate
teflection of prices and liquidity for the securities traded.
Additionally, traders are able to reduce the size of the spread
they pay on transactions and as such are able to lower their

transaction costs.

The downside for Brokered Exchanges is that available
liquidity at each price point is finite. If very few participants
want to trade at a particular price, it may not be possible to
fill an order without slipping prices. (There are also tax
consequences, but that is outside the scope of the discussion.)

Dealer Mode!

Dealer model exchanges are altogether different. In a
dealer model, a single dealer will provide all the liquidity for
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an exchange. Anyone can trade on the exchange, but
participants ate not permitted to trade with cach othetr. By
defining a fixed spread between the bid and ask rates the
dealer will transact at, each matched transaction will provide
the dealer with a small profit. And because the exchange
operator eatns a profit from the spread, there is no need to
chatge a commission for each transaction.

Dealer exchange transactions are “quote-driven,” meaning
participants must trade at the ptices offered by a dealer or
dealers. On quote driven exchanges, a market sell order from
the previous example would have gone right past the first
patticipants limit order and been filled by the dealers bid. An
order would only be filled if (or when) the dealet’s limit ask
ptice moved to the rate our hypothetical participant placed
his ordet at. Both traders had to pay the full spread and their
trading costs were highet as a result.

The majority of retail Forex firms opetate on this model.

There are some real advantages to this model, including
the lack of tax-disadvantaged commissions, ease of access for
participants with limited capital, and the ability to engage in
medium- to large-size transactions during thin market
conditions without slipping prices.

However, the disadvantages are numerous, First, all
participants are required to deal with a single dealer. This
creates a real opportunity for that dealer to engage in abusive
practices. Fortunately, most of the dealers operating these
exchanges are reputable, but it is ctitically important for
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speculators  to conduct due diligence before transacting

business with them - just to be sure.

A number of other disadvantages occur because the dealer
cannot reasonably expect to match all of its client’s trades
intetnally. In normal market conditions, prices are perpetually
changing and there will often be more traders participating on
one side of the market rather than the other. This opens the
dealer up to substantial portfolio risk because the net
exposure he is holding will fluctuate in value as prices change.
To offset this risk, the dealer will hedge his net exposure on

another exchange.

In order to accomplish this, the dealer must shade its
ptices by a pip or two. That way, when disequilibrium occurs,
the dealer can bting its book back into balance without
suffering any reduction in profits. This is obviously good for
them, but it leads to higher trading costs for participants.

This disequilibrium tisk also forces dealers to widen their
spreads dramatically during news events when it can become
difficult to hedge their exposure. Consequently, event trading
on dealer exchanges is all but impossible.

This is all common knowledge, but it is important that we
teview it because many of the strategies and tactics we are
about to cover will only be viable on one of the two models.
Furthermore, while we have covered the basic differences
between exchanges, we have only begun to scratch the
subject’s surface. Most exchanges have hundreds of pages of

tules, policies, and procedures coveting every conceivable
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aspect of trading activity and the content of those pages will

have a substantial impact on the microstructure of the
exchange.

Participants

The people who want to transact securities are
participants. Thete are many participant types but for the sake
of simplicity, I have chosen to break them down by the role
they play in the market,

Speculators

Speculators seek to earn profits by accurately predicting
future price changes. T hey generally fall into ecither the
fundamental or technical categoties we discussed eatlier.

Dealers

Dealers often operate their own exchanges and provide
the liquidity for all participants transacting on it. They are,
however, not limited to dealer-based exchanges. Many dealers
participate on order driven cxchanges and in fact are
sometimes the largest liquidity providers on them. The
difference is that on order driven exchanges they must
compete with all other participants to offer the best price.
Regardless of this difference, all dealers seck to earn a profit
from the spread between buy and sell rates and will hedge any
net exposure that develops in order to eliminate portfolio
tisk. In general, dealers have limited impact on prices because
they hedge all their net exposures.

Microstructure Basics Page

Brokers

Brokers carn commissions from their clients in exchange
for petmission to trade on order driven markets. Granted, the
commissions they earn are small, but the ability to earn one
on every transaction allows them to generate huge profits
from volume. Furthermore, the profits they earn are neatly
risk free so most brokers are more concerned with finding
new clients rather than guessing the direction of the nest
swing in prices. Because of this, they tend to avoid taking
positions. And, by not taking on positions, they have zero
capacity to impact prices. The long and short of this is that
their behavior is functionally invisible to other matket
participants.

Commercial Hedgers

Commercials are the importets/exporters that utilize the
currency markets primarily to hedge and settle their everyday
international business transactions. Many of these companies
generate billions of dollars each quarter in international sales
and need to convert the proceeds into their home currency.
Usually they have a specific exchange rate that they have built
their profit projections on and, provided they can meet or
exceed that rate, they are content to transact their business in
a small price range. However, depending on the size of the
company and what objective they’re trying to accomplish,
they can occasionally have a significant impact on the market,
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Sovereign Entities

Sovercign entities are the 800-pound gorilla in the
currency markets. Mostly they prefer to let matkets function
as other participants see fit. But if speculative exuberance ot
economic conditions lead to large swings in currency values
they can attack with ferocious impact. Sometimes these
entities can allocate hundreds of billions of dollars to a price
defense or resetve diversification effort and you can be sure
that prices will swing wildly as a result.

Exchange Orders

The basic unit of an exchange is the order. Participants
wishing to transact a security must place an order with an
exchange. There are a number of different order types and
each one is designed to accomplish the acquisition or
distribution of securities in a specific way. Liquidity is
inextricably intertwined with the concept of orders. Liquidity
represents the ability for any market participant to get an
order filled. Each order type has a distinct impact on the
amount of liquidity available at each price point.

Market orders

Market orders are the simplest to understand because they
contain the least amount of information. In essence, a market
order is an order saying, “I want to exccute a trade in the
specified security, up to a defined quantity of those securities,
as soon as possible.”

Microstrucrure Basics
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What is notably missing from this list of propetties is the
pricing information. In essence, the order issuer has agreed to
trade at the best price he can get, so long as it’s done tight
now. We'll get to pricing issues in a moment, but for now |
want to point out the impact on liquidity.

Matket orders demand immediacy of execution. This
immediacy has the effect of reducing the existing liquidity in
the marketplace by consuming other orders that were
available to be filled. 'This is important to understand because
ptices only change when the amount of liquidity at the
curtent price is eliminated. As a result, the execution of a
market order is the primary mechanism by which prices
change.

Limit Orders

A limit order is an order to buy or sell a security at 2
specific ptrice or better. A buy limit order can only be
executed at the limit price or lower, and a sell limit order can
only be executed at the limit price or higher. There is no
guarantee that a limit order will execute because it will only
fill if the securities market price reaches the limit price. While
limit orders do not guarantee execution, they help ensure that
a trader does not pay mote than a pre-determined ptice for a
security.

In modern financial markets, the limit order is the
foundation upon which all market activity is constructed,
Generally, unless there is both a standing limit to buy (the
bid) and a standing limit to sell (the ask), there are no
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reference points from which to determine the current price.
HCN’s and other clectronic trading platforms rely on limit
orders to define the second by second price level as they are
the primary store of market liquidity. Limit orders provide
liquidity to the market by offering anyone willing to pay the
specified price the ability to execute their trade.

Stop Orders

A stop order, also referred to as stop-loss ot stop-limit
orders, is similar to a limit order in that it is an order to buy
or sell a security once the price of that security reaches a
specified price. However, unlike a limit order, when the stop
price is teached, a stop order becomes a market order.

Buy stop orders are entered at a price above the current
market rate. Traders generally use a buy stop otder to limit a
loss or to protect a profit on a trade when they have sold
shott but they can also be used to enter a long position above
the current market rate.

Sell stop otders ate entered at a stop price below the
current matket price. Tradets generally use a sell stop order to
limit a loss ot to protect a profit on a trade where they are
long a security but they can also be used to enter a short
position below the current market rate,

Stop orders are unique in that they share attributes of both
market and limit orders. They offer liquidity to the market as
resting orders available for execution. They also affect price
change by consuming liquidity when converted to market
orders upon execution. This dual nature of stop loss orders

creates a vast atray of exploitable inefficiencies in the market

that clever speculators can exploit.

Some Additional Terms

While we arc on the subject of definitions, let’s take a few
minutes to discuss the subject of value. Value can mean many
different things depending on the situation. Because we will
be using it in many of our examples and lessons, T think it
would be helpful if we have a consistent way to differentiate

which type of value we ate discussing,

Following are three different forms of value - Current,

True and Petrceived.
Current Value

Current Value is simply the current price at which a
security is trading.

True Value

In the realm of academia, something called the Efficient
Market Hypothesis has gained widespread acceptance as a
factually accurate depiction of the nature of financial markets.
We are going to discuss this hypothesis in detail later in the
book, but for now, all you need to know is that it opetates on
the premise that a securities price and its “informationally
efficient fundamental value” atre perpetually in alignment.
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You are probably thinking, “informationally efficient
fundamental value”? What the heck is that? Well, the long
and short of it is that every security has an “intrinsic” value
based on all the known and knowable information. In other
words, if someone could acquire and digest ALL the known
information about a security, and process it perfectly, they
would be able to derive what a security is truly worth,

True Value is merely a smaller and easier term that we will
use to describe the informationally efficient fundamental
value of a security.

Perceived Value

Petceived value is simply what traders THINK 2 security’s
True Value is. Tt is impossible to know True Value as no one
can access or process all the known or knowable information
about a security. However, that doesn’t stop participants
from working with the information they have to come with
their own estimation of what the True Value is. Therefore,
when we use the term perceived value, what we really mean is
the market participants’ estimation of a security’s T'tue Value,

Chapter Recap

In this chapter, we leatned that there are four main
components to microstructure and explored some of the
details of those components. We also defined theee forms of
value that will, hopefully, make the discussions to come easier
to understand.
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As I mentioned at the beginning of the chapter, it was
necessary to get this out of the way before we move forward
because some of the terms we will be using have a slightly
ditferent meaning then is commonly undetstood. Now that
we have that box checked, we can move on to mote

interesting and valuable information!



Chapter 3

The Structure of the Forex Market

Most of Market Microstructute analysis focuses on the
microscopic level of exchange mechanics. Here is where we
find the meat and potatoes of Order Flow Trading. But first,
let’s put things in the proper context by statting at the
exchange level and working our way down to the details,

The Forex market is fundamentally different from a
centralized exchange like the New York Stock Exchange or
“hicago Boatd of Trade. In traditional stock and commodity
exchanges, anyone wishing to trade a particular stock or
commodity must do so on a centralized exchange. In the
“over the counter” (ot OTC) Forex market, there is no
central exchange and patticipants ate free to transact
anywhere they can find a willing counterparty,
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This little fact makes understanding the structure of the
Forex market difficult. In turn, this has caused a great deal of
confusion for aspiting order flow traders. In this chapter, we
going to examine the structure and learn why many of the
truths aspiring traders cling to are actually no such thing.

To begin this analysis, we need to recall that dealers
operate many of the exchanges that exist in Forex. These
dealers maintain their own book of business and seek to keep
the net long and short positions they hold in balance. When
the book is unbalanced due to more participants wishing to
trade in one direction over another, it creates a substantial
tisk for the dealer. In turn, the dealer will seek to hedge that
tisk on another exchange. This basic fact alone has created a
multi-tiered market structure for foreign exchange.

Tier 1: The Interbank

The top tier of the Forex market is commonly referred to
as the Interbank. Contrary to popular belief, the Interbank is
not an exchange in the traditional sense. Rather, it is a
collection of communication agreements between the world’s
largest money center banks.

Understanding the structure of the Interbank market is
going to be easier to grasp by way of analogy. For example,
consider an office (or maybe even someone’s home) that has
multiple computers connected via a network cable. Fach
computer operates independently of the others until it needs
something that exists on another computer. At that point, it
will contact the other computer and request access to the
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necessary resource. If the computer is working properly and
its owner has given the fequester authorization to do so, the
fesource can be accessed and the initiating computers request
can be fulfilled. By substituting computers for banks and

tesources for currency, you can casily grasp the telationships
that exist on the Interbank.

The problem with 2 computer network like this is that,
without a central server to keep track of who has what
tesources, it can be very difficult to find something when you
need it. The same issue exists on the Interbank market, but
with prices and currency inventory instead of files and
printers. A bank in Singapore may only rarely transact
business with a company that needs to exchange some
Brazilian Real (the cuttency of Brazil) and it can be very
difficult to establish what 2 proper exchange rate should be.

EBS and Reuters (hereafter EBS) established their services
to solve this problem,

Layeted on top (in a manner of speaking) of the Interbank
communication links, the FBS service enables banks to see
how much and at what prices all the Interbank members are
willing to transact. As we defined earlier, EBS is an exchange
because it allows all these patticipants to come together and
exchange securities under 2 defined set of rules, but it really is
quite different from the NYSE or CBOT.

On the NYSE and CBOT gl transactions are centrally
cleared. In short, this means that every transaction that occurs
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i ced t 19 i ndent third
on the exchange will be routed through an independ

party for settlement.

Pretend for a moment that trader A buys 10 shares of
Verizon stock from trader B on the NYSE. Traders A and B
ate on opposite sides of the country. They havwc: nev@t met
and likely never will. How can trader A feel confident that he
will actually receive his shares from B? And, how can B be
certain he will receive the cash from A? In our world where
electronic exchanges and instant transfers are corn}’nor);placca,
this may seem like an irrelevant concept. But the fact 1‘~> that
there is still some level of trust required on the patt of both
traders as it still takes time for funds to clear a bank and stock

certificates to travel through the mail.

In an effort to improve the efficiency of the exchange and
the confidence of its participants, just about all of the modetn
exchanges utilize a central clearing authority.

A central clearing authority acts as an intermedia’wy
between traders A and B, guaranteeing that both' Partms
teceive what they agreed to on the exchange. This eliminates
the concern parties on the exchange might have about
transacting with people they don’t know and leads to
improved liquidity and lowered transaction costs.

The OTC market, of which EBS is a part, lacks this central
clearing authority and because of this 'it is necessary for
participants to determine the trustworthiness of the peopl'c:
with which they choose to transact. Fundamentally, that is
what the communication agteements participants on the
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Interbank market establish are for. Within these agreements
are rights and obligations for either party to produce financial
statements and/or post margin, in order for both parties to
be confident that transactions executed over EBS will be
settled as agreed.

Tier 2: Intra-Bank Markets

The second tier of the market exists essentially within each
individual bank (or intra-bank). By calling the local Bank of
America branch, one can exchange any foreign currency they
want. More than likely the bank will just move some excess
currency from one branch to another. Since this is a dealer
exchange with a single counterparty, anyone transacting on
this exchange is at the banks mercy as to what exchange rate
will be quoted. The only choice is to accept their offer or
shop a different bank. And more often than not, the pricing
they offer isn’t very good. ..

Banks are in the business of collecting spreads. We are
going to talk more about spreads in the next chapter, but the
long and short of it is that a spread is a discount to current
value. For example, if the cutrent value of EUR/USD on the
interbank is 1.4000, the bank would “discount” that by
charging a 4-500 pip spread. In other words, if you want to
exchange some BFuros for US Dollars, even though it’s
trading at 1.4000 on the interbank, the bank is only going to
give you $1.3600 for each Furo. They will then pocket the
difference as a fee for exchanging your money.
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Tier 3: The Retail Markets

Branching off this second tier is the third tier retail market.
When brokers like Oanda, Forex.com, FXCM, etc. desire to
establish a retail operation the first thing they need is a
liquidity-providing bank. This bank will agree to provide
liquidity if and only if they can hedge it on EBS inclusive of
their desired spread. Because the volume will be significantly
higher than a single bank patron will transact, the spreads will
be much more competitive. But, by no means should it be
expected that these tier 3 providers will be quoting precisely
what exists on the Interbank. Remember, the liquidity
provider is in the business of collecting spreads and no
agreement is going to suspend that priority.

Retail Forex dealing is almost akin to running a casino.
The majority of the dealers’ customers have zero
understanding of how to trade effectively. As a result, most
are consistent losers. The spread system combined with a
standard probability distribution of returns gives the dealer a
built-in house advantage of a few percentage points. So just
like the casinos in Las Vegas, they have all built internal order
matching systems that play one loser off against a winner and
collect the spread. On the occasions when disequilibtium
exists within the internal order book, the dealer hedges any
exposute with their tier 2 liquidity provider.

As bad as this sounds, there are significant advantages for
speculators that choose to trade with these retail dealers.
Because it’s an internal order book, retail dealers can provide
many features that are unavailable when trading on traditional
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exchanges. Non-standard contract sizes, high leverage on tiny
account balances, and the ability to transact in a commission-
free environment are just a few examples.

An  Flectronic  Communications N etwork (or ECN)
operates similar to a Tier 2 bank, but still exists on the thitd
tier. An ECN will generally establish agreements with several
ticr 2 banks for liquidity. However, instead of matching
orders internally, it will just pass through the quotes from the
banks to be traded on, as is. That makes it sort of an EBS for
the little guys. There are many advantages to the model, but it
is still not the Interbank. The banks arc going to make their
spread or they’re not going to waste their time. Depending on
the bank, this will take the form of price shading or widened
spreads.

For its trouble, the ECN collects a commission on each
transaction.

One  extremely important  distinction between  the
traditional retail firm exchange and an ECN like Currenex or
FxAll, is that true ECNs are almost always order-based
exchanges. Throughout the temainder of this book, we will
be focusing on tactics and strategies that can be employed on
both quote and order based exchanges. However, as you
progress through your career as an order flow trader, you will
find that some opportanities only manifest themselves on 2
particulat exchange type. If you try to capture them on the
wrong type of exchange, it’s going to end badly. Something to
keep in mind. ..
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Exchange Interaction

Liquidity distribution actoss the OTC Forex market takes
on some interesting characteristics. ‘The best way to visualize
these characteristics is to model how a hypothetical
transaction would occur in the real world, With that in mind,
pretend that Deutsche Bank has a client, BMW, who needs to
convert $200m US Dollars to Furos.

This is a rather large otrder, so we can safely assume that
someone at BMW will call up his representative at Deutsche
Bank in order to execute the trade. In the call, the BMW
agent will explain how much they want to sell and at what
price they are looking to get. For the sake of simplicity, let’s
just say that they will accept the current price.

Deutsche Bank will accept this trade and affect a forward
deliverable with BMW,

A forward deliverable is basically an agreement between
the two parties to exchange one currency for another on
some future date. It is not important that you understand
what that means though. I only mention it because T am
trying to make this example as realistic as possible. ..

Anyway, after executing the forward deliverable contract,
Deutsche Bank is holding a $200m short EUR/USD
position. This is not a good position for them to be in
because any rise in the Furo will eat into their profits on the
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trade. To get this position hedged, they will need to make a
$200m BEUR/USD buy from someone.

Deutsche Bank operates its own exchange. Technically,
they operate multiple exchanges, but let’s keep it simple. In
order to get the buy order executed, they will place a limit buy
ordetr on their local exchange in the hopes that one of their
many customers will take over the risk.

This would work out nice for them, as it would allow them
to capture the complete spread. But, a $200m position
tepresents $20k per pip in risk. ‘The sooner they can get the
position hedged, the better. With that in mind, they will
simultaneously place a $200m limit buy order onto EBS.

With the order now available on EBS, any bank holding a
counterparty agreement with Deutsche Bank can hit that bid
and complete the trade. Tn all likelihood, someone would. But
I'am trying to make a point, so let’s assume that Deutsche is
the only interbank party with position exposure.

That being the case, combined with the lack of Deutsche
Bank’s internal customers desiring to take the trade, some
effort needs to be made to find a willing counterparty in the
lowet tiers. For that to happen, one of Deutsche Bank’s
interbank counterparties must “show” the limit buy to their
customers.

To solidify this concept, let’s assume that UBS has a
counterparty agreement with Deutsche Bank and that they
have liquidity agreements with Oanda (a retail Forex firm), a
Cutrenex Brokerage fitm, and Man Financial (a large
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institutional brokerage firm). UBS can safely “show” the
$200m Iimit buy to Oanda, Currenex, and Man Firancial,
knowing that if any of them hit the order, it can be instantly
hedged on EBS,

Oanda, the Currenex Broker, and Man Financial are either
brokers or dealers and as such have no desire to hold the
position themselves. On the other hand though, because UBS
is showing them a $200m limit buy, there is litte risk in them
offering that same liquidity to their customers. And, this is
precisely what UBS hopes will happen.

Now, the interesting part of this is that even though there
is really only $200m in available liquidity, if you could step
back and see all the exchanges at one time, you would notice
$1 billion in notional liquidity offered. And, this is only in
looking at the small slice of the market we have outlined. In
teality, there are hundreds of banks on the Interbank, and all
of them could be offering the same $200m to their clients,
Figure 3.1 (next page) is a graphic representation of the

process we outlined.

A more interesting situation occurs because many of the
ECN’s utilize multiple liquidity providers. ‘The result is that
there are frequently situations where two or more of these
liquidity providers will show this same liquidity on a particular
exchange. Therefore, if UBS and Deutsche Bank are both
providing liquidity to Currenex, Currenex participants could
see $400m in notional liquidity from this single $200m order
from BMW.
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Figure 3.1: Shows how a single offer 1o trade is agoregated to multiple
exchanges

The Fallacy of the $3 Trillion Market

Everyone bandies about the “43 trillion per day”, “most
liquid market in the world”, never realizing that the vast
majority of the transactions are nothing more than risk being
laid off from one tier to another. To illustrate this, let’s have a
speculator on Cutrenex take that $200m buy limit and follow

the hedging process back to Deutsche Bank.

As noted, Deutsche Bank took the deliverable forward
trade with BMW. This trade counted as $200m in notional
transaction volume. When the Currenex speculator hits the
limit order offered by UBS, it counts as another $200m in
notional volume. UBS was simply offering the same liquidity
it saw on BBS, so it immediately hedges with Deutsche
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Figure 3.2: Shows how intermarket hedging consumes lignidity

Bank’s $200m limit on EBS. That makes $600m in
notional volume. In reality, all that happened was the
Currenex speculator made a trade with BWM. We can see the
relationship of these transactions in Figure 3.2.

The long and short of this is that: A) transaction volumes
appear much higher than they actually are; and B) there
appears to be far more liquidity then there actually is. This is
important because (as we will see in chapter 7) low liquidity
leads to slippage and slippage has a direct impact on the
profitability of a trading system.

Chapter Recap

In this chapter, we learned that the Forex market is
actually a collection of many different exchanges, and that the
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way participants transfer risk organizes the exchanges into a
number of tiers. None of this is carth-shattering information.
And, if you have been around the Forex market for a while,
you are probably already quite familiar with it.

The important takeaway is that when you analyze the
structure, you realize that there is far less liquidity and “true”
transaction volume then would be expected based on the
available statistics. We are going to explore all the
ramifications of that realization later in the book, but first we
need to dig into the heart of microstructure to answer the
question of “why prices change”. And that’s the next chaptet!

WWW.TRADING-SOFTWARE-COLLECTION.COM

F
:
.
i,:
i
|

Chapter 4

Price Change Mechanics

Understanding  how liquidity and transactions flow
between the various exchanges is important. But sadly, the
complexity it introduces also makes any reasonable discussion
about the mechanics of price change vety difficult to grasp.

To get around that problem, one has to realize that there
ate imbedded incentives for the transaction intermediaries to
maintain limited exposures. Therefore, we can conceptually
distill the OTC Forex market into a single exchange. In other
words, instead of considering that each trade will go from
trader A, to their broker, to the tier 2 bank, to EBS, and back
down again to find a willing counterparty, we can just say that
2 traders (regardless of where they might be in the system)
will - exchange securities. Along the way, the wvarious
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intermediaries will cancel each other out for zero net impact
on price.

That will help us simplify this discussion, but we still have
another problem. Because there are so many moving parts,
looking at price change within the context of an existing
market is extremely complex. All those parts make it hard to
identify exactly what part is causing what effect. We must
separate the two. If we don’t, it will be neatly impossible to
learn the necessary lessons we will need in order to identify
the market inefficiencies we are after.

Back when T was learning all this stuff, T suffered for a
long time with this complexity problem and had to find a way
to get around it. I decided to simplify market interactions
down to one security, and three patticipants. Once 1 did that,
it became very casy to puzzle out how all the different
microstructute processes work.

Since T fail to see any need to reinvent the wheel, T am
going to set up a little theoretical matket with the same
patameters. Once we have that in place, we will begin our
exploration of price change.

The Security

Assuming you read babypips.com, like I suggested in the
Introduction, you already know that foreign exchange
securitics represent the relative value of two countties
monetary units. Therefore, if we are going to create a virtual
currency pair, we first need to define two Imaginary countries
within which the monetary units will be used.
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Country 1: The Sun Republic

Population: 10 millioq

Pﬁmary Exports: Industrial Metals,
Textiles, and
Consumer Flectronics
Pure form laissez faire
capitalism. Small

Political Favironment:

Government
Effective Tax rate: 10%
Currency Name: Sunbuck
Currency Code: SUN

Country 2: The Peoples Democratic Republic of Moon

Population: 10 million

Primary Exports: Machine Tools,
Adrcraft, and
Automobiles
Socialist Economic
Policy. Large
Entidement State

Political Environment:

Effective Tax rate: 65%
Currency Name: Moonbuck
Currency Code: MOO

For the sake of simplicity, let’s assume that Sunbucks and
Moonbucks ate only traded on a single exchange and that the
security is quoted as SUN/MOO. Let’s also assume that the
initial exchange rate for SUN/MOO is 1.000. In other words,
one Sunbuck is equal to one Moonbuck.
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The Participants

First, you might wonder why we need three patticipants.
After all, when most people think about a transaction they see
only a buyer and a seller. The fact is, while transactions on
Main Street only need two participants, modern financial
markets need three: the buyer, the seller, and the third
patticipant who the buyer and/or seller (depending on
whether they have an open position or not) assume will allow
them to close their positions.

This is not only important for our pending discussion, but
you need to commit the premise to memory because it will
likely save you a great deal of cash someday. Every asset
bubble in the history of the world has been predicated on the
assumption that a third participant would be there to take the
other side of a trade. Evety market implosion in the history
of the world occurred precisely because that third participant
failed to materialize, If the buyers at the peak of any bubble
had taken a minute to consider who was left to take the other

side of their closing trade, they might not have been the ones
left holding the bag,

Anyway, as I said, we need three patticipants,

Participant 1: Frank

Frank is a full time financial market speculator. He
knows his stuff when it comes to fundamental analysis
and has been doing it profitably for many years. As a
tesult, he has a substantial trading account and can
easily move prices if he chooses to.

Participant 2; Jane

Jane is also a full time, fundamentally based financial
market speculator. She hasn’t been trading as long as
Frank, but in her short career, she has managed to
accumulate a substantial trading stake. The size of her
account is also sufficiently large enough to alter pricing

when necessaty.

Participant 3: Tom

Tom is an aspiring technical trader. He recently
inherited a sizable chunk of cash from a relative and
has decided to use the money to pursue his dream of
becoming a full-time speculator. He has not been
around the market for long, but has done a fair amount
of research and knows what he should do in a wide

range of situations.

Now that we have our secutity and our participants, we
can set about the task of analyzing the many important
lessons that a study of market microstructure has to offer.

An Exploration of Price Change

Frank and Jane have done their analysis of the two
countries. However, they categorically disagree on the true
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value of SUN/MOO. Frank thinks that the laissez faire
regulatory structure in Sun makes for a substantially better
investment climate than Moon and because of this, puts the
SUN/MOO fundamenta] value at 1.500, Jane on the other
hand, thinks that the Moon government’s socialized medicine
program will produce happier and more efficient employees,
which will increase productivity, negating the tax advantages
found in Sun. She thinks that 1000 is a fair price for
SUN/MOO.

Tom doesn’t have an opinion about fundamental value
and doesn’t concern himself with such things. As far as Tom
knows, all value information ig contained in the price chart.
What he’s looking for is some form of pattern or a signal on
one of his many indicators. Right now, there are none to be
found and as such, he has no interest in trading,

From Frank’s perspective, there is a real oppottunity for
profit hete. If he is tight, he is looking at a 50% return on his
money (unleveraged).

As you can imagine, this analysis makes him very excited
to buy at these levels.

Frank has a problem though. For him to buy at 1.000
there has to be someone willing to sell him some
SUN/MOO. Unfortunately at the moment, the only other
trader in this market is Jane. And she thinks SUN/MOO is
faitly valued at 1.000. What benefit would she gain by selling

Frank SUN/MOO at 1.000 if she had no hope of earning a
profit?
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One could argue that six months from now things might
change and Moon might outperform Sun, al].ow@g
fundamental value to move down to the 0.900 level W@le
that is true, it is also gambling. Jane is not a gambler - she is a
fundamental speculator and until het analysis tells her thz.ni
there is an existing mispricing of fundamental value, she is

not willing to trade.

If Frank wants to pick up some SUN/MOO on (what he
considers) the cheap, he is going to need to offer Jane a price
that she can earn a profit on. This is the purpose of the

spread.

Contrary to popular belief, the spread is not SO@.C
nonsensical creation cooked up by brokers or dealers to bilk
unsuspecting speculators out of their morley.' I‘t serves a
legitimate purpose in financial matkets by providing anyone
willing to transact with a discount to current value,

If we assume for a second that everyone believes the true
value of SUN/MOO is 1.000, nobody within the spccula@
community would be willing to transact at that price. There is

no profit potential, so why bother?

Speculators need compensation for their efforts and the
tisks they take. That compensation comes in the form of a
slight discount to the curtent price or, in other words, a

spread between price and curtent value.

Anyways, after a quick chat in the trading pit, Jane agrees
to sell one contract of SUN/MOO to Frank at 1.050.
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Fj/gure 4.3: A depth of marker representing Jane’s offers to buy and
se. \

Obviously, Frank would have preferred to pick up
SUN/MOO at 1.000, but with his assessment of fair value at
1.500, he still received 2 substantial discount.

Jane feels good about her trade too. In her eyes, she just
picked up a risk free 50 Pips - assuming she can find someonc
to take it off her hands at 1.000. With that objective in mind,
Jane places a limit buy order at 1.000.

Figure 4.1 is a representation of what has gone on so far.

With Jane agteeing to sell at 1.050 and to buy at 1.000, she
is effectively “making the market.” 1t would behoove you to
notice the dashed line between the bid and ask prices Jane is
offering. This is the “current value” (as we defined it back in
chapter 2) and in this scenario, it is 1.025.
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So far, we have assumed that everyone wanted to trade
just one contract. In reality, Frank wants to buy as many
contracts as possible, up to a price of 1.500. Jane is willing to
sell as many contracts as the market will support, so long as

they are willing to offer her more then 1.000.

To give this reality a reference point in our example, let’s
pretend that Frank has the ability to transact 75 contracts of
SUN/MOO and Jane can transact up to 50. If Jane allocates
all her capital to limit sell orders at 1.050, and Frank has more
capital, what would happen to price when Frank consumes all
of the contracts Jane offers?

If your answer was that current value would move higher,

give yourself a gold star.

If you didn’t know the cortect answer, you will need to
pay particulatly close attention to the next few paragraphs
because this is the central lesson of this chapter and the
foundation of all things microstructure-related.

Current value — which is more commonly referred to as
price - shifted higher because the limit orders Jane was
offering at the bid and ask were the best bid and ask available.
When Frank’s market order consumed all Jane’s limit orders
at the ask rate, it caused the ask rate to move higher. By
definition, current value is the midpoint between the best bid
and ask, so if you change the ask rate, you have to recalculate
cutrent value to account for the change. Therefore, as the ask
rate moves higher, current value will move higher as well.
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Figure 4.2: Depth of marker after Tom Places a 50 contract limit sel]
at 1.350

How much higher? Well it depends on where the next
limit sell order is. In our little theoretical market thete are no
other participants trading, so the ask rate would theoretically
move up to infinity. In the real world, there would be other
patticipants with limit sell orders above Jane’s and once Jane’s
orders were consumed, the next best-priced limit sell would
become the ask. T herefote, current value would become the
midpoint between it and the best bid.

We can see this process in action by having Tom, our
technical trader, place a sell order at 1.350. That would
produce the order book shown in Figure 4.2,

In that Scenario, when Frank’s order hits the ask, it will
consume all of Jane’s limit sells. That will allow Tom’s sell

Vigure 4.3: Shows how curvent value changes after limit orders are
consumed

order at 1.350 to become the best ask rate and cause current

value to shift up to 1.175.
You can sec cleatly how this works in figure 4.3.

All of this proves that current value changes as a tesult of

the consumption of liquidity at the bid or ask.

For most of our objectives, this revelation is sufficiently
definitive. However, you should be aware of another equally
viable mechanism by which ptices can change - the addition

of liquidity.

Back in Figure 4.2, the discount to current value was -+/-
25 pips. In figure 4.3 that discount increases to +/- 175 pips.
‘That means that anyone who steps in front of Jane’s 1.000
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limit buy or Toms 1.350 limit sell stands to acquite a highly
advantageous position.

To see why that position would be advantagcous, you
must first understand that most traders do not think in terms
of bid/ask rates. If you were to ask 100 traders for a price on
EUR/USD, 99 of them would quote you current value. This
is mainly because that’s the rate they are seeing everywhere
they turn. Their price charts are constructed with it, all the
cable news programs quote it, and for the most patt, it’s just
casier to think in terms of a single figure. If 99% of traders
are thinking in terms of current value, they are going to
consider any price above or below it to be advantageous.

In other words, any position a trader can capture above or
below current value is going to seem like a good deal because
they think in terms of current value, So, as a result, when a
large discount develops, many traders are going to feel
compelled to step in front of the existing limits in order to
capture the opportunity.

In our little theoretical market, there are no more
participants to work with, but in the real world a discount of
this size would surely compel additional patticipants to step
in. When they do, the bid and ask will change and alter
cutrent value in the process. We can see the impact in Figure
4.4,

This proves that prices can also change when liquidity is
added between the bid and ask.
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Figure 4.4: Shows how current valne changes as limit orders are
entered between the spread

The key lesson you should take with you is that prices change
as a result of fluctuations in liquidity at the bid and ask. When
all the liquidity at one of them is consumed, price will change.
Then when additional participants step in to captute the
increased discount opportunity, it will change again.

This is important to understand because you cannot earn a
profit as a speculator unless price changes in your favor after
taking on a position. If you don’t understand why and how
prices change, you have no hope of counsistently enteting
positions that will benefit when it does.

WWW.TRADING-SOFTWARE-COLLECTION.COM
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Chapter Recap

In this chapter, we established a theoretical market for the
SUN/MOO currency pair. We are going to be using this
theoretical market extensively throughout the remainder of
outr microstructure discussion, so it is important that you
familiarize youtself with the details of the currency secutity
and the participants who trade it.

After we established our theoretical market, we learned
that modern financial markets requite a minimum of three
participants and that cach of those participants needs a profit
oppottunity to take on the risks of trading.

The important take away from this chapter is that, prices
change when participants execute orders,

Chapter 5

The Liquidity

In the previous chapter, we simplified the market down to
its minimum required components. This was useful in helping
us to learn the core mechanics of price change, but it has its
limitations. The main limitation is that it does not scale very
well to more than a handful of participants. If our objective is
to eventually exploit inefficiencies in real world markets, we
are going to need something a bit more powerful.

It goes without saying that if price change is the result of
participant orders consuming all the available liquidity at a
given price, then knowing the distribution of liquidity across a
range of prices would be of patamount importance in any
prediction of future price change.



Unfortunately, “knowing” how liquidity is distributed is
impossible because very little of the actual order information
is available for analysis.

Thankfully, speculators ate not the only people who
experience this problem. Practitioners in the realm of
theoretical finance often have problems testing their
hypotheses against real world markets because isolating
specific cause and effect relationships within the chaos of
price change is exceedingly difficult.

One of the more creative methods practitioners have
developed to get around this problem is to construct a
computer simulation where they can model various
assumptions and hypothesis. The benefit of this approach is
that all the data produced by the simulation is readily
accessible, and so isolating the specific information needed to
validate an idea is rather simple.

However, designing an artificial market is not as easy it
may scem. Before one can test how their ideas might
influence a market, it is necessary to develop a matket that
behaves in a realistic way.

There are literally thousands of different components in
these models. And, the only way to know if the assumptions
underlying those components are valid is if the behavior of
the model conforms to the statistically observed properties of
the real thing, When it accurately teplicates those statistical
properties, it’s a good bet that the underlying assumptions
used in its construction are at least tangentially valid. If the

iz igare 5.1: The Liguidity Distribution Model

model produces behavior that correlates poorly with those
propetties, there is a strong likelihood that the assumptions
are false,

Now, I won’t delve into a detailed dissertation about
market modeling because unless you plan to write academic
papers, market modeling is 2 complete waste of time! What |
will say is that even though there arc a great many flawed
assumptions that practitioners need to feed into these models
to get them to perform properly, at this point they do tend to
produce a realistic distribution of liquidity. And that is
precisely what we need if we are going to discuss real world
order flow.

After thousands of hours digging through complex
formulas and haughty academic prose, I managed to derive
what those liquidity distributions look like and T can sum it up
for you in Figure 5.1.
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Thete is a lot going on here, so let’s break it up into some
constituent parts and discuss what each one is supposed to
represent,

The first thing to notice is that there are numbers on the X
and Y axes of the chart. The Y-axis (left side) is the number
of contracts. The X-axis (bottom) is the different price
points.

Ditectly in the center of the graph is the cuttent price of
the security.

Hach column represents the total interest that exists at a
particular price point.

Fach column is comptised of some combination of four
interest types. Those four interest types consist of MM
otders, Pending Limit Orders, Technical Trader Orders, and,
finally, Latent Demand Interest.

You may not be familiar with all of these terms, so let’s
take a few minutes to examine what they are and why they
exist.

MM Orders

Statting from the centerline equilibrium value, note that
there are two large columns labeled “MM.” These ordets
represent the bids and offers of the Market Makers
participating in this particular security.
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Pending Limit Orders

If you have ever looked at a depth of market screen, you
know that the majority of limit orders cluster close to the
curtent price. As you move away from the curtent price, the
quantity of those limit orders grows progressively smaller.
The pending limit orders you see on this chart represents the
actual limit orders that participants have placed into the
matket.

Technical Player Orders

The big spikes scattered across the liquidity distribution
represent the pending limit orders of technical traders.
Technical traders, in the aggregate, tend to cluster their ordets
at specific price levels because those levels are readily
identifiable on a price chart.

Latent Interest
The final component represents latent order interest.

Latent order interest is simply an accounting of
participants who can/will trade if price were to move to a
specific price level. But, due to the costs associated with
managing orders, remain on the sideline until it does.

An example of how this manifests itself in the real world
would be to imagine that you are a fundamental trader with
an analysis showing security A to be with 1.000. If price is
currently hovering around 1.000, you likely have very little
interest in participating in the market. However, if price
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suddenly moves down to .500 without a change in the
underlying fundamentals, you are going to have a great deal
of interest in buying. In essence, your desire to trade at .500
would be latent order interest.

Latent order interest is predominantly comprised of
fundamental traders, so it tends to remain constant as long as
the information related to fundamental value remains
unchanged. When new information becomes available, this
curve will shift up or down to reflect the aggtregate opinion of
what that new information means for fundamental value,

Generally, however, the opinions formed by fundamental
traders are slow to materialize, It may take a number of
hours, or even days, for this new information to show up as a
change in latent interest. In the interim, the latent demand
curve will become somewhat wider and flatter due to the
variability of interpretations regarding the data.

Price, Time, and Interest Type Interaction

Our model of liquidity has a very clean and logical
dispersion. But, bear in mind that this represents only a
snapshot in time and, more consequentially, it shows a
market in perfect equilibrium. In the real world, the interplay
between these components will change as price moves and
participants alter their opinions about the appropriateness of
that change.

- 5
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Thete are a number of basic premises, which undetlie

these interactions.

1) MM interest will remain fairly constant,
regardless of what happens to price.

As we know, dealers and market makers seek to earn a
spread from traders by offering liquidity at the bid and ask,
The expectation is that price will move against them often.
They also know that it will move in theit favor with near
equal frequency. If they simply built up positions when price
moves in one direction, and liquidate those positions as price

reverses the other way, they can pocket the spread.

This strategy necessitates that the dealer or MM place their
orders as close to the current price as possible. And given
that the strategy is both high profit and low risk, there is a
real incentive to offer as much liquidity at those prices as
possible.

The net effect of all this is that MM orders will perpetually

teside directly above and below current value, regardless of

where it goes.

2) Latent interest will become pending interest as
price proximity increases.

This should be self-explanatory, but look at the following
graphic that makes the point succinctly.
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3) Pending interest will convert to Latent interest
as price proximity decreases

This is the exact opposite of premise #2.
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4) Technical interest will remain fairly constant at
specific price levels.

Most Technical Traders utilize Support/Resistance levels,
50- and 100-day moving averages, Fibonacci Projections,
and/or some form of Trend Line. All of these tools produce
specific price points where technical traders should place
orders. In most instances, these ptice points will remain
constant for an extended petiod and are easily identifiable on

The Liquidity Distribution Model Page |75

the price chart. Therefore, Technical Traders will frequently
enter orders at the specified level as soon as they realize its

existence and leave them there until executed.

The consequence is that orders will build up at these levels
and remain there regardless of any changes in current value

that may occur.

5) Latent interest will shift along with the
perception of true value

As mentioned previously, Latent interest is predominantly
comprised of Fundamental Traders aiming to exploit a
deviation from true value. That being the case, it is only
logical to assume that any change in perceived value will alter
the distribution of Latent interest as it changes.

Chapter Recap

In this chapter, we discovered that the liquidity
distribution model is an advanced tool for visualizing large
numbers of market participants and modeling how  they
interact across time. We also learned that the model is
comprised of four components including Matket Maker (or
MM) Orders, Technical Player Orders, Pending Limit Otders,
and Latent Interest. And last, we explored how each
component behaves in relation to changes in current and

petceived value.

If you are having trouble grasping how this thing wotks of
why we need it, don’t be alarmed - keep reading. In the next
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chapter, we will begin exploring how different market
scenarios influence the model. Once you see it in action, all
your questions about it will be answered.

Moreover, by the time you finish this book, you will
wonder how you ever managed to trade without it!

Chapter 6

Price Change and Ligui
sequilibrium

The liquidity model is a powetful tool for visualizing how
price and liquidity interact. To appreciate its power you need
to realize that the amount of liquidity at a price point, and the
case with which price change can occur, are inversely
correlated.

To understand what this means, imagine for a second that
we have a purely random market. Within this random matket,
we have a noticeable disequilibrium in the number of
contracts available on either side of current value.
Hypothetically speaking, let’s say there ate 5 contracts on the
bid and 13 on the ask.

In a purely random market, there is a 50-50 probability of
the next order being either a buy or a sell. To keep it simple,
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let’s say that the size of that order can be anywhere between 1
contract and 100. From this, we can calculate the probability
of the next price change.

To calculate the probability, we first need to realize that
thete are 200 possible direction/size combinations - 100 on
the buy side + 100 on the sell. Additionally, on the buy side it
will take an order of at least 13 contracts to consume the
available liquidity and cause price to change. That means that
of the 200 possible ditection/size combinations, 87 of them
have the ability to consume all the liquidity at the ask and
shift prices higher. Therefore, we can calculate the probability
of 2 move higher as:

871200 = .435 or 43.5%

On the sell side, only five contracts are required to move
price lower. Following the same logic, we get:

951200 = .475 or 47.5%

What this tells us, all things being equal, is that price has a
higher likelihood of changing in the direction of lower
liquidity.

To see how disequilibrium like this might form, let’s revisit
our friends Frank and Jane.

When we left them, Frank had just executed a 75-contract
market buy order, which consumed all Jane’s limit order
liquidity, and catapulted price higher.

WWW.TRADING-SOFTWARE-COLLECTION.COM

Now that scenatio may have been useful for
understanding the mechanics of price change, but it was not
very realistic. In the real world, there would be thousands of
traders participating in a martket for many diffecent reasons.

It would be extremely complicated to try to detail even a
small number of these participants individually. But thanks to
our new liquidity model, we don’t have to. One of the
strengths of working with a model like this is that it gives us a
manageable way to understand how large numbers of traders
would interact with each other by analyzing them in

agor egatc.

Now, imagine that there are a large number of participants
in the SUN/MOO market. In aggtregate, these participants
believe that the current price of 1.000 is the correct
fundamental value. To make it a little more realistic, we can
also assume that there are a few key technical levels near the
current price. Taken together, all these participants would
produce the distribution shown in Figure 6.1

I've taken the liberty of focusing in on a much smaller
subset of the range here to make it easier to see what is
happening. That doesn’t mean the rest of the distribution
doesn’t exist, only that we have no need to look at it right

1ow.

Now that we have our distribution, let’s re-run Frank’s 75

Figure 6.2 shows us what the distribution would look like
the instant his order is completed.


andrey
tr-soft-coll


4

80 | Pave

TR

Curtent Price

(. l
i 1 i Latent x
! H 1w
- ' e I
i
: M Panling ¢
z
5» A OGS 10U A5 100 tame 4508
Figure 6.1: A focused view of the liquidity distribution model
e
| 25
0
15 Current Price o Latent
L1 mana
10 # Tech
o Pending
5
i)
1010 1008 1008 1007 1006 1005 1004 1003 1.002 1001 1.000 0399 D998

T
Figure 6.2: Shows Frank’s 75-contract marker buy orders consuming
liguidity

Once the order has been executed, we notice that several
things have changed. Since this is the first scenario we’re
examining, it is well worth taking a few minutes to discuss
what each of those changes are and why things have played
out the way they have.

Price Change and Lic

The most obvious change that has occurred is that the
offer price has shifted from 1.000 up to 1.008. What may not
be evident is exactly why it moved to 1.008 instead of 1.006,
as would be assumed by looking at the total interest on Figure
6.1. We need to look at the interim steps between the first
figure and the second to understand the discrepancy.

In the first figure (6.1), there are five contracts offered by
the market maker, and 10 by other participants in the fotm of
pending interest at 1.000. If Frank executed 75 and there are
only 15 here, 75-15= 65 and price shifts to the next price
point of 1.001.

At 1.001, our original chart showed nine pending
contracts, and one latent. Since our rules for the model say
that latent interest will become pending interest as price
moves closer, we would assume that the one latent would
become pending once price eclipsed 1.000. Subsequently ten
more of the contracts would fill as price changed to 1.002,

However, in reality, Frank executed the 75 contracts in a
single order, so the change from 1.000 to 1.002 and beyond
was neatly instantaneous. Latent orders are the desire to trade
at the price. But, that desite can only become pending by the
latent interest participant placing an order into the market. As
a practical matter, this takes some measure of time, Since that
time was not available in this case, the latent interest could
not have been available for Frank’s order. The net result is
that there would only be nine contracts to fill at 1.001 instead
of ten. The same thing would have occurred at 1.002, 1.003,
and beyond.
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Vigure 6.3: Shows the lignidity distribution ~30ms after Frank’s
order is filled

All told, this time delay in conversion of latent to pending
orders allowed ptice to move quite a bit farther than one
would have initially expected.

Now you’ll notice that the current price has shifted from
995 to 1.0035. This is nothing more than the mid-point
between the bid and ask rates. No time has passed since
Frank’s order completed, and due to the inability of
patticipants to fill in the gap with new orders, there is a rather
large gap between the two.

Figure 6.3 shows what the distribution would look like
~30 milliseconds after Frank’s order completes. At this
timescale, the only participants who have had time to react to
Prank’s trade are the algorithmic traders, but we can already
get a feel for how the change in prices will influence the
liquidity profile of the market.

Price Change and ] Aquidity Disequilibrium P

In most cases, the first to react will be the Market Makers.
Matket makers are usually in close physical proximity to the
exchange, so their algorithms experience the lowest execution
latency. MM’s follow price change, so we can expect them to
move their orders in accordance with the consumption of
liquidity. As such, the MM bid will move to 1.007 with the
offer at 1.008. With the bid rate moving to 1.007, cutrent
value shifts up to 1.0075.

The change in current value has induced some algorithmic
participants to execute limit orders at .002, 001, and .000. Tt
has also caught the attention of a number of other
participants who now consider various prices within the gap
to be a good place to buy a pullback.

It is important to note that these other participants take
the form of Latent interest because they still need time to
manually execute their orders.

Regatdless, while all this is happening, the relationship
between latent and pending interest is also changing.
Patticipants are converting Pending orders at .999 and .998 to
latent because price is moving away. Simultaneously, other
participants are converting latent to pending at .008, .009, and
010 for the opposite reason.

Now here is where it starts to get interesting.

You'll notice that behind this change in prices, there is still
a large gap in the liquidity distribution.
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This gap is important for you to notice because back in
the beginning of this chapter we learned that, all things being
equal, price has a higher likelihood of changing in the
direction of lower liquidity. If you compare the quantity of
contracts available on either side of current value, you can
quite easily see that price will have a much easier time
retracing the move then it will have trying to progress.

There is an important lesson to learn hete, so please pay
attention while I walk you through some calculations.

You can see in Figure 6.3 that 2 move from 1.0075 to
1.0080 — a move of 0.5 pips - would require 18 contracts.
Using our probability distribution from eatlier we can
calculate the chance of that 2 pip move to be 41% (82 / 200
= 41 or 41%)

We can further see that it will only take five contracts to
move price to 1.0065, which would be a move of one full pip.
Probability? 95 / 200 = 475 or 47.5%

Now if you are a math nerd like me, that info is enough to
get you pretty excited.

Unfortunately, most people don’t enjoy math, so let me
phrase it in a slightly different context.

It takes 18 contracts to move current value 0.5 pips highert.
We can equalize the probabilities by figuring out how big a
move would occur on the downside with 18 contracts.

In the scenario we outline, there are:
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e 5 contracts at 1.007.

e (0 at1.006

e 1 at1.005

e 1at1.004

o 1at1.003

e 2at1.002

o 4 at1.001

e 6at1.000

So if someone executed an 18-contract market sell order

tight now, the bid price would move to 1.000 (leaving two
contracts on the bid). That would shift cutrent value to 1.004
for a total of 3.5 pips.

What this all means is that thete is 2 41% chance of 2 0.5
pip move higher. In addition, there is an identical 41% chance
of a 3.5 pip move lower. Therefore, if you could manage to
capture one of the contracts sitting at 1.007, your probability
of losing 0.5 pips on the trade would be identical to gaining
3.5 pips.

That is a seven to one risk/reward ratio. And, it’s not even

the whole story!

If you have been paying attention, you likely recall that
back in figure 6.1, thete were a number of latent interest
contacts between 1.001 and 1.008. When Frank’s order hit
the market, there wasn’t enough time for the latent order
patticipants to execute anything so we disregarded them from
our calculations of liquidity consumption. Howevet, that does
not mean they just disappeared!



86 | Page Microstructure Analysis

o Whaen latent interest converts tomarket arders, it easily
tonsumes the limited liguidity within the vasuum and moves
£, i i
20 . beyond the starting price I
o
a«M
o | |
Hiateny
CHG
EL 8 Tech
B ending
5
o v . s
LU LOGE LOGS 1007 1005 LOUS 1004 1008 LOD2 LG0T LOGO 0999 0908

Figure 6.4: Shows the ¢ffect of latent interest hitting the liguidity
distribution

In a situation like this, most of those latent orders will
convert to matket orders. The whole point of using a limit
ordet is so that you can get in at a specified price or better. If
price is already better than your specified price, it’s kind of
pointless to use a limit order when a market order will get you
in quicker. So while latent interest usually converts to limit
orders, when price eclipses the latent participants entry price,
they are more apt to just use a market order.

When they do, price will usually slingshot back the other
way. And depending upon the size of the latent interest and
the speed at which different participants act, that will often
drive price beyond where it started. You can see what T mean
in Figure 6.4.

Now obviously, some of that latent interest will still
convert to limit orders. Furthermore, some of the latent
Interest participants won’t be paying attention and will

Price Change and Liquidity |

completely miss the move. But for the most part, whenever a
big order hits the matket, the combination of low liquidity
within the vacuum area, and the high petcentage of latent
interest converting to market orders, will cause the above

described behavior.

So even though an entry at 1.007 calls for a 7 to 1 reward
risk ratio, the reality is that there is zero risk. You are pretty
much guaranteed a 3.5 pip win because the subsequent ordet
tlow from the latent conversion will easily deive price beyond

your target exit.

Of course actually capturing that 3.5 pips would require
you to have a mult-million dollar algorithmic trading
operation, which is probably not something you’ll have access
to any time soon, but that misses the point. It is important to
realize that price change creates a vacuum behind it. That
vacuum tends to skew the probability toward reversion after a

price change.

Chapter Recap

In this chapter, we learned how the Liquidity Disttibution
Model works and how you can use it to find high probability
phenomena within ptice change mechanics. Unfortunately,
unless you are willing to spend inordinate amounts of time
and money on an ultra low latency algorithm, none of what
we have covered thus far is going to put any money in your

pocket.
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Don’t let this discourage you though. In the next chapter,
we are going to build on the concepts we have examined and

statt exploring some inefficiencies that traders of all sizes and
skill sets can exploit.

Chapter 7

The Problem of Large

One of the more important implications of our analysis of
liquidity is that it highlights the problem of large orders.
Looking further at the details of Frank’s order, we tealize that
after all was said and done, the average entry price on his 75
contracts came out to 1.0035. This is noticeably different
from the 1.000 ask rate that the market was showing just
priot to the order execution. In the business of trading, this
phenomenon is known as slippage, and as we are about to
see, it can present serious problems for traders as the size of
their account grows.

Contrary to popular belief, slippage is not the result of
some shady practice by a broker or a thief in the night.
Rather, it is simply the natural byproduct of the mechanics of
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price change. All the complaining in the world will not make
it go away!

As pointless as the incessant whining about slippage may
be, there is good reason to be concerned about its impact on
., profitability. To understand why, you must first realize that all
v profit opportunitics are the result of market inefficiencics,

Inefficiencies

The putpose of financial markets is to discover the
informationally efficient price of market securities, 1 think
Pve beaten to death the idea that they frequently fail to do so,
but that doesn’t negate the fact.

The heart of the speculative enterprise is to locate
opportunities when the market deviates from this purpose
and to extract a profit from that deviation. This is a
somewhat broader definition then the academic literature
presents, but in my humble opinion, it is motre accurate.
While it is casy to understand the idea of arbitraging a
deviation from true value from a fundamental trader’s
perspective, they do not hold an exclusive tight to produce a
more efficient market.

Technical traders may care little about the underlying true
value of the securities they transact, but the repeatable
patterns of human behavior they seek to exploit can only be
the result of a failure of markets to reflect the accurate true
value. Look at it this way - if markets were operating
propetly, the moment participants discovered information
about true value, price would instantly change to reflect it, It
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would also remain at that price until new information became
available. It’s blatantly evident that if this were true, there

would be no patterns to exploit.

In the process of exploiting these patterns, technical
traders are in effect arbitraging away the repeating behaviors.
The result is that the repeating behaviors that cause a market
to deviate from its purpose are eliminated, thus making that

market more efficient.

The consequence of this insight is that all profitable
opportunities are subject to the limitations of the liquidity
produced by the cause of the inefficiency. As .more
speculators allocate capital to the capture of a particular
inefficiency, the profitability of that inefficiency will become

lower due to slippage.
Slippage and Expectancy

T'o understand how slippage interacts with the profitability
of inefficiency, let’s examine a hypothetical system.

Imagine we have a breakout system — one that tries to
captute a move after a support/resistance level is broken -
that calls for an entry three pips beyond a support level. The
take profit level is 40 pips with the stop at 20 pips. Just for
giggles let’s say this system has a win rate of 50% and let’s
further assume all of this is achievable when trading a single

contract,

We can calculate the mathematical expectation of this

system with the following equation:

WWW.TRADING-SOFTWARE-COLLECTION.COM
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E=(WR X AW ) - (LR X AL)
Where:

E = Expectancy
WR= Percentage of Trades That Produce a Profit
‘u/.\\W: Average Size of 2 Winning Trade

“LR= Percentage of Trades That Produce a Loss
AW= Average Size of a Losing Trade

I'he expectation (or mean value) over a large number of
trades is what you would expect the outcome of each trade to
be on average.

Plugging our imaginary system into the equation, we get
the following:

10 = (50% X 40) - (50% X 20)

This means that each trade the system produces has an
average yield (expectation) of ten pips. Since this is a positive
number, we can expect this system to help our account grow
over time.

Now, imagine if we have been trading this system for a
few months. The profit from all the trades has swelled our
account to the point where we decide to up the number of
contracts we trade to ten. In most markets, this would not be
much of an increase, so it probably would not produce much
slippage. However, I am trying to make a point, so let’s
pretend that this new larger size is causing price to slip three

pips.

Three pips of slippage may not seem like much, but it
affects both the entry and exit on winning and losing trades.
So, what once was a 50% win rate/40 pip win/20 pip loss
system becomes a 50% win rate/34 pip win/26 pip loss
system. The effects of this on the expectation of our system

are profound:
4 = (50% X 34) - (50% X 26)

It is still a profitable system, but the slippage has lessened
it by 60%. Moreover remember, that was on a measly three

pips!

If we take this analysis to its next logical step, we can see
that it would only take an additional seven contracts to turn
our highly profitable inefficiency into a loser. 17 contracts =
5.1 pips of slippage:

- 0.4 = (50% X 29.8) - (50% X 30.2)

The point of all this is to show you that market mechanics
and the distribution of liquidity act as an upward limit on the
amount of money that can chase an opportunity. Whether
one person traded this system with 17 contracts, or 17 traders
attacked it with one contract each, the result is the same.
Namely, that the inefficiency the system was designed to
exploit has been eliminated from the market,

One way to get around this problem is to trade systems
that capture larger price movements. To illustrate this,
imagine a system with the same win rate of 50%, but with
wins of 200 pips and losses of 100.
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Our expectancy profile on one contract would be:

50 = (50% X 200) - (50% X 100)

Going to 10 contracts that produced three pips of
slippage, we would see:

44 = (50% X 194) - (50% X 106)

Slippage still reduces the profitability, but because the
average win and loss were so much higher to start with, the
impact of the slippage was only 12% instead of the 60% we
witnessed earlier, Subsequently, all things being equal, a
speculator could trade this system with up to 84 contracts
before it became unprofitable.

Thete are many important implications for this, but
generally, you can expect that the larger ones account balance
is, the larger the inefficiency needed to produce a meaningful
profit.

There is, however, a problem with this line of thought.
The Distribution of Inefficiencies

It should be obvious that the latger the inefficiency, the
easier it will be for participants to discover it. Latge
inefficiencies also provide a great deal of incentive for traders
to try to exploit them. As a result, there is significant
competition to captute those inefficiencies. And because of
that, we can expect that small inefficiencies occur with far
greater frequency than larger ones.
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Figﬁr(—: 7.4z Shows this distribution of inefficiencies in relation fo size.

With so many large traders vying for so few opportunities,
it should come as no surprise that large trader profits are
quite small compared to what is possible for the smaller and

more nimble speculator.

Chapter Recap

The long and short of it is, that no matter how you slice it,
as your account grows in size, it becomes increasingly difficult
to extract a high return on equity from the market due to
slippage. And, it is for this fundamental reason that small
speculators can generate much better returns (on a percentage

basis) then large traders.

But, dor’t misunderstand all of this, as it doesn’t mean
that trading in size is a waste of time. The next chapter will

explore how being large can have its advantages.



Chapter 8

The Role of Stops

Stop Loss otdets play an important role in a trader’s ability
to manage risk by enforcing the discipline of taking losses in
accordance with their systems rules. However, they are
something of a double-edged sword. To understand why, we
must first understand how they wotk and the impact they
have on matket liquidity.

We already know that stops are unique in that they
combine attributes of both market and limit ordets. They act
similar to limits because they are placed at a specified price.
But once that price is reached, they are converted to market
orders and filled at the best available rate. This hybrid
structure both provides and consumes liquidity.

The Role of Stops
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Figure 8.1: The liguidity Distribution prior to Frank’s 75-contract
market buy order execution

This may be a bit difficult to grasp, so let’s call on our old
friend Frank to see how this actually works.

You may recall that prior to Franks 75 contract order; the
liquidity distribution looked like Figure 8.1.

You may also recall that when his order was executed
(Figure 8.2), all of the pending limit offets between 1.000 and
1.008 were consumed. This consumption of liquidity left a
rather large gap behind the move.

There were many important lessons in that example, but
we can learn several more by altering things just a tiny bit.

Imagine that many traders have identified 1.007 as a
significant resistance level. That would not only give some
context to those technical orders, but more to the point, you
should know from reading babypips that it is common
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Figute 8.2: Firanks order consumes the liquidity

practice for market participants to place their stop ordets just
beyond support and resistance. With that in mind, let’s
assume that there are ten contracts worth of stop loss orders
sitting at 1.008.

When we execute Frank’s 75 contracts in this scenatio, we
get a markedly different result. You can see what [ mean in
Figure 8.3.

What's shown is that Frank’s order still consumes all the
liquidity up to 1.007. But once he acts, 1.008 becomes the
market ask rate. This is important because the stops placed at
1.008 are set to execute when the market ask rate hits that
price. Once the stops are triggered, they become market
orders and begin consuming any available liquidity until they
are filled. As a result, price will be propelled even further,

finally coming to rest at 1.010.

The Role of Stops
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Figure 8.3: Frank’s order triggers the stops

The liquidity provision side of the equation is a bit more
of an  abstract concept because it flips  the
provision/consumption dynamic on its head.

Normally we think of limit orders as providing liquidity
because they allow tradets the option to execute market
orders if they so desire. With stops, this dynamic is reversed
because the stops give traders the option of executing their
limit orders at the specified stop placement price.

Now this is all a bit esoteric, but it does have implications
for order flow traders, so let’s use Frank to see how this part
works as well.

Let’s pretend that Frank knows there are ten stops sitting
at 1.008. Knowing this information gives Frank the option to
fill a limit order up to the maximum size of the stops at that
ptice. It’s an option for Frank because whether he chooses to
execute at that price or not, the stops are going to fire off.
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Figure 8.4: Shows a smaller price impact of the stop loss order execution due
to Frank’s placement of a 5 contract limit order ar 1.008

Who cares right? Well my friend, you should and here’s
why - first, let’s go ahead and have Frank place a limit sell at
1.008 for 5 contracts.

When we run the scenario this time (Figure 8.4) we notice
that the price move terminates at 1.009 instead of 1.010
because there are now more limit sells for the stops to chew
through. But that’s not what’s important here.

What 7s important is what just happened to Frank’s
positioning,

In Chapter 8 we established that after Frank’s order
completed, he would have an average entry price of 1.0035
on his 75 contracts. In the current scenario, Frank still fills at
an average price of 1.0035, but by placing a limit at 1.008 for
five contracts, he managed to book 4.5 pips of profit on each
of those five contracts. When you figure in the profits he has
already booked, the net cost of his position is reduced to

WWW.TRADING-SOFTWARE-COLLECTION.COM
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1.00325. That’s not a huge cost reduction, but he was only
exploiting five stop contracts. Had there been 100 contracts
wotth of stops at 1.008, I'rank could have placed a limit sell
for his full 75 contracts at 1.008 and liquidated his entire
position with 4.5 pips profit on each.

Hunting Stops

What Frank accomplished in the previous example is what
order flow traders refer to as “stop hunting.”

Novice traders generally assume that stop hunting is
something completely different. Most of them think stop
hunting occurs when brokers and dealers push artificial prices
to their clients in order to trigger the stops and earn more
spread. Putting aside the fact that if brokers and dealers
shaded the price like that, enterprising speculators could
arbitrage those fake prices against the real ones on another
market and bankrupt the broker/dealer in short order. In
Chapters 2 and 3, we noted that practices like this are
unnecessary as the brokers and dealers catn plenty of profits
without needing to resort to strategies that would likely drive
away their golden geese.

On the other hand, large speculators don’t have a riskless
business model to worry about. They need every opportunity
they can get and hunting stops is a reliable way to generate
profits. But, we have only begun to scratch the surface.

For instance, imagine a matket that is biased lower., When
I say biased lower, I mean that the latent demand cutve is

disproportionally skewed toward a downward move in
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Figure 8.5: An excample of a liguidity distribution for a market
biased toward lower prices

current value. We could come up with a fundamentally
justifiable reason for this bias, but let’s keep it simple and
ignore it for now.

We can see what this set of variables would look like on

the liquidity model by examining figute 8.5.

In this type of environment, large traders, who usually
have a good pulse for such biases, will see a short position as
a valuable asset to have. However, acquiring that position is
going to generate a great deal more slippage on entry then an
equally sized position would if the market was in equilibrium,
as the bid sizes are going to be relatively small.

This is obviously a problem, but imagine there ate a huge
number of stops sitting at 1.005. To keep the example simple,
we'll use 60 contracts worth of stops.

The Role of Stops
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Pigﬁre 8.6: Shows Jane’s market order eating up the liguidity

In this scenario, a latge trader can exploit the stop
placement to accumulate a large position at an advantaged
price, without causing any slippage. To see how, let’s have a
latge trader — we will use Jane for this one - place a 50
contract limit sell order at 1.005.

We can tell by looking at figure 8.5 that there are a total of
25 contracts worth of sell limit orders between the current
ptice and the stops sitting at 1.005. T'o make my point, let’s
have Jane execute a 25 contract matket buy order in order to
consume them. Figure 8.6 shows Jane’s market order eating
up the liquidity.

There are a total of 54 limit sell contracts at 1.005, so with
60 stop contracts firing off when the ask hits that price, we
can assume that price will continue on up to 1.007 before the
sequence can come to an end. We can also assume that all of
Jane’s order would be filled in the process.
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Before we go further, let’s figure out what Jane’s position
looks like. The average entry price on the 25 market buy
order contracts was 1.00208. When all those contracts were
liquidated at 1.005, Jane managed to pocket 2,92 pips on cach
of them. But, Jane’s sell limit was for 50 contracts, so after
her long position was liquidated, she started accumulating a
net short position. Since the stops were large enough for her
to fill the remainder of her order, we know that she
accumulated a 25 contract short position at 1.005. After
accounting for the profits she has already booked, she is left
with an average entry price of 1.00708. Not only is that a very
nice position, you should note that it was accumulated
without generating ANY slippage.

And it is about to get a whole lot better for Jane. As we
learned eatlier, a move like this leaves a gap in the liquidity
distribution and when the latent demand that was sitting
between 1.001 and 1.005 hits the market, we should see price
slingshot back towards the downside. In addition, remember
that the liquidity distribution was already skewing to the
downside. That means the conversion of latent demand is
going to have an even larger impact on price then it did in
chapter 6. The end result is that after a minute or two — as we
can see in Figure 8.7 — current value actually drops BELOW
the original starting price.

The Role of Stops
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Figure 8.7: Shows the liquidity distribution 1-2 minutes after
the stop hunt event we examined

Now all Jane has to do is let the weight of the latent
demand interest drive price lower. BEventually it will reach a
new equilibrium level. When it does, she can run a stop hunt
in the opposite direction to close the position slippage free.

Is it any wonder why prices seem to gravitate toward

trader’s stops?

Chapter Recap

In this chapter, we learned how stop loss orders work and
why traders use them. In addition, we explored the concept
of stop hunting and how it really works, as opposed to the
way most traders think it does. And lastly, we examined how
large traders can get around the problem of large orders by
hunting stops.
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After reading this chapter, you probably have some good
ideas on how you can piggyback on the activity of these large
traders to generate profits, but 1 feel T should caution you.
There are many risks involved in these strategies and if you

ate not careful, they can cause you to blow-out your account.

In the next chapter, we will explore some of these risks,
how you can protect yourself from catastrophe, and how to
turn those risks into additional profit opportunitics.

Chapter 9

Stop Cascades

At this point, you might be thinking that hunting stops is
all sex and candy. The reality is that it can be a very dangerous
enterprise for the uninformed. There is something called a
stop cascade, and as we are about to see, it can destroy your
account in seconds if you’re not careful.

A stop cascade occurs when the quantity of stops at one
level are large enough to consume all the pending limits and
trigger the stops at another. An example of how a situation
similar to this might occur with a liquidity distribution is
shown in figure 9.1.

With 75 contracts of stops sitting at 0.998, we can expect
that a 25-contract market sell order at the current price would
cause the bid to shift down to 0.995.
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Figure 9.1: Shows a depth of market distribution leading 1o a stop
cascade event “

Once the bid rate reaches .995, the 20 contracts worth of
stops at that level will execute as well, Figure 9.1 above shows
that these 20 stop contracts are enough to drive the bid rate
off the edge of the chart, yet still not completely fill. How far
it will run depends on how much liquidity exists beyond the
chart we presented. However, exploring the details of
precisely where it would stop is not the point of this exercise.

The important thing to realize is that a stop cascade will
cause prices to continue falling until all the stop orders fill. If
the bid rate happens to reach another stop level before doing

so, still more stops will execute and price will cascade even
further away.

This can become particularly dangerous. As we know,
pending limit orders tend to decrease as you move farther

away from current value. Additionally, most traders place
their stop orders when they enter a position, regardless of
where those stop orders are in relation to the current price
level. This helps them ensute that a loss will be taken when
necessaty, but it also means that as you move farther away
from current value, the relationship between pending limits
and stops will grow progressively more divergent. Taken
together, if a cascade is large enough to trigger several
successive stop levels, there is a good chance it will begin
feeding upon itself. When that happens, it is not unrealistic to
see a price move in the hundreds of pips.

This is important for neophyte stop hunters to consider as
they can find themselves positioned the wrong way when a
cascade occurs and lose their entite account if they aren’t

catreful.

To protect yourself from this risk, the first thing you
should do is keep tight controls on your leverage. If you
cannot withstand a 200 or 300 pip move against you without
taking a margin call, a stop cascade is eventually going to wipe

you out.

Second, you should figure out how to spot a cascade
before it occurs. The good news is that with a little bit of
experience and the information you will learn in Section 3 of
this book, this is not only possible, it is actually pretty easy to
do. More importantly, if you know when/where a stop
cascade is likely to occut, you can actually get in ahead of it
and book some enormous profits from the move!
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But, the sad reality is that we actually need to cover the
information in Section 3 before we can get into the details. At
this point, I just want you to be aware of the stop cascade
concept and have a general idea of how they occur. We’re
going to need that information in the next chapter.

Chapter Recap

In this chapter, we learned about the phenomena known
as stop cascades. We explored what they are, how they form,
and what consequences they have for aspiring order flow
traders.

The key takeaway is that stop cascades occur when stops
at one price level are large enough to trigger an additional
level of stops. This can produce large price changes in a short
period of time.

Lamentably, we will have to postpone more than a general
overview of this subject until after a discussion about
Episodic Volatility...

Chapter 10

pisodic Volatility

Stop cascades are merely one manifestation of a larger
concept known as Episodic Volatility.

Episodic Volatility is a Microstructure term that’s used to
define a gross divergence between the demand for immediacy
and the availability of liquidity to service that demand. What
does this mean? Under normal market conditions, periods of
low liquidity will generally have low transaction volume.
Conversely, periods of high liquidity will usually see high
transaction volume. When volume is high and liquidity is low,
Episodic Volatility is the result. And, as you are about to
discover, the inefficiencies it produces are not only crazy
profitable, but nearly infinite in number too!
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There are a number of different scenatios that can lead to
Episodic Volatility. I'd like to start with an example with
which you are most likely already familiat: the Flash Crash of
May 6, 2010.

%4

The Flash Crash

Dow Jones Industrial Average

ARG
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Figure 10.1: Timeline of the May 6, 2010 “Flash Crash”

e g

The morning of May 6 was ugly. The Dow Jones
Industrial Average was down ~200 points by 2 pm and
traders around the world were on edge. Then, at ~2:30, an
ugly day suddenly and inexplicably turned into a horror show
as the Dow collapsed another 800 points over the course of a
few brief minutes. More interestingly, after a few more
minutes passed, the DOW spiked back up to recover nearly
all the lost ground.

j
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There have been many suggestions of fundamental and/ot
technical justifications for this move, but according to the
September 30, 2010 repotrt by the CET'C and SHC to the Joint
Advisory Committee on HEmerging Regulatory Issues, there
were none. According to this report, the true cause of the
Hlash Crash was a confluence of microstructure and liquidity-
related factors that produced episodic volatility.

To summarize the report, it all began with speculators
fearing a possible debt contagion from a Greek default.

Now I don’t want to get into a detailed discussion of the
Greek default and subsequent Euro Zone debt crisis because
it’s a complicated situation and doesn’t really matter for our
purposes. All you really need to know is that the Greek
government was at risk of defaulting on its debt; that this
would be bad; and that the fear it created produced a
situation where sell side interest for the E-mini S5&P500

futures contract was high, while buy side liquidity was limited.

At approximately 2:30 pm, a trader executed 75,000 E-
Mini S&P500 contracts (valued at ~$4.1 billion) as a hedge to
an existing equity position. That was a VERY large order for
that market and it kicked off the following chain of events:

1) The market makers on the S&P futures exchange picked
up many of these 75,000 contracts, which caused their net
exposure to shift deeply long.

This is not a good position for them to be in, and in an
effort to prevent their situation from getting any worse,
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3)

4)

5)

6)
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the market makers reduced or eliminated the limit buy
orders they offered to the market.

Even though the market makers picked up most of the
contracts, the H-mini trade was still large enough to cause
prices to spike lowet.

This in turn caused participants, who were already
concerned about the situation, to decide it was time to
sell.

When they did, their orders consumed the limited
available liquidity and pushed price into a level containing
a sizable number of sell stops.

The execution of those stops quickly blew through the
limited remaining buy side liquidity, and triggered a stop
cascade on the e-mini.

Had the E-mini existed as a standalone contract, the
cascade that occurred would likely have been an isolated
event. Unfortunately, however, there is a precise
mathematical relationship between the e-mini, the full
S&P500 futures contract, and a whole host of S&P 500
index instruments. That being the case, as the E-mini fell,
arbitrage speculators (and their automated algotithms)
began selling these other instruments in an effort to
maintain the mathematical relationship.

8)

9)

10)
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As the arbitragers orders hit these other markets, prices

on those markets began to fall.

Once prices started to fall, it was inevitable that they
would run into large blocks of stop orders on those

markets as well.

As one market cascaded, it led to a cascade on another,
and another, until the entire buy side order book on each
of these markets were empty.

The only thing that prevented the S&P 500 from
dropping to zero was the various circuit breakers that
regulators had put in place to halt all transactions when a
large market move occurs. Once those circuit breakers
kicked in, the latent demand of participants who saw a
1000-point drop in the DOW as excessive could quickly
fill the huge vacuum that developed behind the move.
Subsequently, price quickly returned to near pre-event

levels.

You might be tempted to think that the Flash Crash was

caused by the order for 75,000 S&P futures contracts. The
truth is that if there hadn’t alteady been a gross imbalance of

buy and sell interest, the outcome would have been quite

different. Yes, it would have caused a spike lower in prices,

but thete would have been plenty of latent and pending

liquidity to atrest the slide. This would have prevented the e-

mini market from getting too far unbalanced with the other

exchanges, and the arbitragers would never have triggered the
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stop cascade. In all likelihood, without the gross imbalance,
May 6, 2010 would have ended like any other market day.

The key point and lesson of the story is that it was a gross
imbalance in the supply of liquidity and the immediacy of
demand that led to the flash crash. That imbalance was
caused by the heightened level of fear, which led to a strong
downward bias in sentiment.

The Flash Crash may have been a prominent example of
that, but you should know that episodic volatility is not
limited to times of heightened fear or to a strong directional
bias. The fact is that Episodic Volatility occurs neartly every
day, granted to a far smaller degree, across a wide range of
securities in the form of data teleases and other headline news
events.

News Events

We need to understand how news events relate to
Episodic Volatility. Lets imagine an important employment
report is about to be released by our theoretical Sun
government.

As you no doubt know, employment reports are a key
variable in determining the future trajectory of a country’s
economy and as such, can have a significant impact on the
value of that country’s currency.

Most participants have substantial incentive to withdraw
liquidity from the market when heading into a news release
like this. Fundamental traders, for example, earn the majority

Episodic Volatility
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of their annual profits from accurately predicting the outcome
of the various news events that occut. In the hours and days
leading up to the event, fundamental traders will be
accumulating positions in line with their expected outcome.
Presumably, as the event becomes immanent, they will be
fully positioned. That being the case, there is no reason for
them to maintain standing limit orders when the news breaks.

Technical Traders also have an incentive to remove
liquidity ahead of news. They have systems built on the
probability disttibution of tepeating patterns in  neatly
random price behavior. News events may be unpredictable,
but they are far from random and the general wisdom is that
it is wise to close all positions and cancel all pending limit
orders ahead of news events.

Dealets ate usually required to offer liquidity to the
market, but they can use their own discretion as to the exact
quantity to offer. Dealers predominantly work with limit
ordets and are by nature accumulating positions contradictory
to any market move. With the risk of substantial price
changes occurring during news events, dealers are wise to
reduce the amount of liquidity they offer going into these
events.

The effect of these incentives is that both the latent
interest and pending orders (which normally populate the
liquidity disttibution of the market), are withdrawn ahead of
the release.
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Once the news drops, if it is substantially different from
expectations, there is going to be a great need for execution
immediacy from fundamental traders who were positioned
the wrong way, and from event traders, who will try to
atbitrage the time delay in new information distribution.

W

This combination of low liquidity and high demand for
immediacy will frequenty sct off episodic volatility events.
While those events will rarely be as large as the flash crash,
they will produce similar results.

Other Causes and the Core Lesson

Weekends, holidays, and political press conferences
scheduled between matket sessions are a few other situations
that can lead to Episodic Volatility. But truthfully, any time
there is an opportunity for the immediacy of demand to
outstrip the supply of liquidity, Episodic Volatility can
present itself. When it does occur, you can expect that price
change will be vety large and very fast.

Episodic Volatility and Market
Inefficiency

Episodic Volatility events are important for order flow
traders to understand. Even though the matkets do a
spectacular job of efficiently matching the demand for
immediacy with liquidity, when there is a gross divergence
between the two, markets can, and frequently do, produce
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unexpected behavior. More importantly, all of this
unexpected behavior can be exploited for enormous profits

once you know how.

Unfortunately, there are literally thousands of difterent
high-value trading opportunities related to Episodic Volatility.
Any attempt to provide such an exhaustive list would be
prohibitively time consuming. However, we can at least
explote a few common themes and highlight how you would
go about profiting from them.

1) Fundamental Arbitrage

At the nadir of the Flash Crash move, many securitics
were trading at prices so fundamentally divorced from reality,
that one cannot help concluding that the price discovery
process was broken.

One of the more prominent examples of this mispricing
was Accenture, a Fortune Global 500 management-consulting
firm that, despite a book value of assets around $5.36/share,
saw thousands of its shares traded at $0.01.

Even if the company’s $1.6b annual profits had dropped
to zero, speculators who bought shares at that price could
have sold off the assets at a 53,000% ROI!

Speculators may not have known what the true value of
Accenture was. But, it would have been a safe bet speculating
that it was at least equivalent to the book value of its assets.
And that is precisely what you want to look for in Episodic
Volatility based fundamental arbitrage trades. Once you find



120 | P a ge Microstructure Analysis

one of those opportunities, buy the security and wait for the
market to return to rationality. ‘The minute it does, close your
position and enjoy your neatly risk-free profits.

2) Relationship Arbitrage

Many securities have cither a precise or a statistically
sighificant mathematical relationship  with some  other
security. In the case of currencies, this takes the form of the
triangular relationship between three cross rates that should
always remain in petfect alignment,

I'am not going to dwell on this strategy because most
aspiring speculators are already familiar with how it works.
The part that I do want to draw attention to though, is that
Episodic Volatility frequently causes the telationships to
break down. Therefore, by focusing your relationship
arbitrage trading activities on periods and securities that have
a high likelihood of experiencing Episodic Volatility, you can
dramatically improve the frequency and magnitude of your
risk-free profit opportunities.

3) Inter-Market Arbitrage

In Chapter 4 we learned that the OTC Forex market
consists of a number of exchanges, interlinked through the
order activity of vatious participants. The distributed nature
of that structure can sometimes cause delays in price change
across the exchanges duting periods of Episodic Volatility.
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Just like the relationship between telated securities on a
single exchange, identical securities on different exchanges
must maintain a fixed price relationship.

Fpisodic Volatility can cause the prices on one market to
move faster than on another. When that happens, you can
buy on the overpriced exchange and sell on the underpriced
for risk-free arbitrage profits.

Chapter Recap

Episodic Volatility is a term used to desctibe vary fast and
very large movements in prices that occur when volume is
high and liquidity is low. When it occuts, it can produce all
manners of unexpected behaviors and many of them are
exploitable for profits. The trick to exploiting these events is
in predicting when and where they are likely to happen and
hopefully this chapter has given you enough information to
figure that out.

This chapter brings us to the end of the market
microstructure discussion. Throughout this section, we
examined some of the many ways that speculators can
discover matket inefficiencies by studying microstructure
processes and thinking about the consequences for price
action.

However, we have only really scratched the surface of this
topic.
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The objective of this book is to teach you the core
concepts of order flow trading and help you achieve
profitability in a short petiod of time. The inefficiencies we

whave explored will provide ample opportunity for us to reach
that goal, but you need to know that there are many mote
inefficiencies out thete to be discovered.

Some inefficiencies can be found by playing around with
the liquidity model. Others will require that you explore the
rule sets that govern the various exchanges. And thete is a
treasure trove of opportunitics within the many great
academic papers on microstructure written by Carol Osler,
Mauteen O'Hara, and Richard Lyons. I encourage you to
explore all of these resources because they will all improve
your profitability and bring you closer to fulfilling your
dreams.

All of this being said though, I feel that I should issue a
warning in advance: While exploring these additional
resourcees, you ate going to come actoss many blind alleys and
dead ends. For every 1,000 hours you spend researching, you
might come across one profitable idea. But, I can happily
teport that the profits from that one idea will more than
make up for the disappointments encountered along the way.

Next up: Reading Order Flow and Reverse Engineering
the Order Book.

Section 2




Chapter 11

Reading

Axploiting microstructure inefficiencies often  requires
some advanced knowledge of order placement before they
can become profitable trading opportunities. Critics are quick
to point out that it is impossible to acquire this knowledge for
a number of reasons, such as:

e FHxchange operators closely guard this information and
will not allow anyone to access it.

e If you COULD find an exchange operator to agtee to
give it to you, their order book would only tepresent a
small slice of the actual orders because (as we learned in
chapter 3) the OTC Forex market is fragmented.
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 Utilizing the depth of market is not an option either. Stop
orders ate hidden from all patticipants and many

participants use iceberg orders that make the limit order
info unreliable.

These are all valid criticisms, but those who offer them are
operating with the mistaken assumption that Order Flow
Analysis is some sort of mathematical science.

It isn’t.

Sure, it would be nice to know how much liquidity exists
at each ptice point. With informaton like that in hand,
eatning profits would be like shooting fish in a barrel,
Tragically, the critics are cotrect and wishing for it to be
otherwise is futile.

But, just because we can’t know everything, doesn’t mean
that we are completely blind. We have to work with what IS
knowable. And fortunately, we do know a great deal about
what other traders are likely to do. The fact is it doesn’t
matter if we have access to the order book or fot. There is
enough information freely available to reconstruct the
majotity of the order book on our own,

The concepts of cognitive empathy and inductive
inference are central to the solution of how we can
accomplish this.

Reading Order Flow Page [127

Cognitive Empathy

The human mind has a temarkable ability to almost
instantly reconstruct the mental state of other individuals., For
most people this is a subconscious process. However, after
extensive tresearch into the subject, psychoanalysts have
determined that this sophisticated imaginative process can be

broken down into two distinct subcomponents.

The first step in the process is called cognitive empathy.
Cognitive empathy, sometimes referred to as Perspective-
Taking, is comprised of rebuilding the thought processes of

others.

To understand what this means, imagine you are at a
comedy club and the performer on stage is failing miserably.
Nobody is laughing at his punch lines and he is starting to

sweat,

Unless you are a sociopath, youll notice that your mind
almost instantly transported your frame of reference to that
of the comedian standing on stage. You saw the crowd
through his eyes and felt the anxiety he felt standing there.

The first part of that process, when you transported
yourself into his shoes and reconstructed what was going
though his head, was your cognitive empathy skills in action.

The second stage of the process, when you identified the
emotional state of anxiety that he must be feeling, is called
emotive empathy. That is the part of your brain that allows
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you to infer anothetr’s emotional state once the thought
process has been reconstructed.

Working in conjunction, these two processes ate what
allow you to empathize with others and function propetly
within mainstream human society.

This is important to understand because it shows that we
all possess the innate ability to “put ourselves in the shoes” of
other traders. It also indicates that we should be able to
project with some accuracy what they are likely to be thinking
in various situations. And, even more importantly, though it
is predominately a subconscious process, one’s ability to
empathize with others has been proven developable with
practice. In other words, you can improve your accuracy of
behavior prediction by actively engaging in the process.

Moreover, once you can predict with accuracy what 2
single trader can do, you can expand it out to all traders of
that type through something called inductive inference,

Inductive Inference

The long and short of inductive inference is that through
the process of observations of specific cases, assumptions can
be made about all the cases within which that specific case is
a patt,

For example, I sce that every human I have met has two
hands. From that, T can “inductively infer” that all humans
have two hands.
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That may or may not actually be true, but it is 2 good basis
to operate from unless, or until, presented with evidence that
contradicts the assumption.

In this particular instance the inference happens to be false
because there are many people who have lost a hand, an arm,
or even both arms due to birth defects or accidental events,
Does that mean we have to trash our theory and start from
scratch? No, because for the most part the inference is still
accurate. It simply needs to be revised to account for the new
information that suggests that MOST humans have two
hands.

If you think about it, you have been engaging in inductive
inference your entire life. In kindergarten, you likely assumed
that all apples are red and tasty. In 2™ or 39 grade, you
learned that some apples are green, and in middle school you
learned that the seeds in apples could actually kill you. ‘This
isn’t some abstract concept that I'm making up on the fly. It
is actually a ctitical component in the learning process and
you are likely already quite adept at it.

Constructing the Order Book

Now we can project, with an improving degree of
accuracy, what a majority of market participants are likely to
be thinking by combining inductive inference with our ability
to engage in cognitive empathy. Let’s present another

example.

In the process of learning technical analysis trading, T
discovered that I should place limit buy orders just above
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major support levels. Additionally, T learned that I should
protect myself from losses by placing a stop loss order just
beyond that support. T took that to mean placing my limit
five pips ahead of the support and my stop five to ten pips

below it.

With that information, I can cognitively empathize with
another technical trader. It doesn’t take a leap of imagination
to assume that if “I” feel like I should place my orders in

those ranges that another technical trader will as well.

From there I can inductively infer that MOST technical
traders (who have all learned the same things I did) will
behave similarly. Obviously 1 can’t know for sure, but unless,
or until T am presented with evidence that contradicts those

assumptions, it’s a pretty good bet that they will.

This is of course only a simple example from one type of
participant. But now that we know how to do it for one, we
should be able to it for all. It’s a given that some market
participants will be easier to analyze then others (and some,
like commercials, can’t be analyzed at all), but 1 can tell you
from experience that once you learn how to do this, you can
have an accurate “enough” order book to trade with

profitably.

Chapter Recap

In this chapter, we explored some of the criticisms leveled

against order flow trading and introduced the concepts of
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cognitive empathy and inductve inference. We also learned
that cognitive empathy and inductive inference are innate
human abilities and S ined g

bilities and when combined, can become a powerful
tool for the reconstruction of a real time order book.

Thus far, we have seen how these concepts work at a
theoretical level. Throughout the remainder of this section,
we ate going to explore the different participant types and
wotk through some of their common behaviors. In the
process, we will construct a theoretical order book so that
you can see how this would work in the real world.
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Technical Traders

Before we can get into how Technical Tradets place
orders, we'll need to take a few minutes and explore how they
think. By this time, chances are that you are beginning to
think with the “order flow mindset,” which is precisely what
we want! But, you need to remember that most market
participants do not share your newly enhanced level of
understanding and actually, if the truth be known, most
traders have deeply flawed ideas about how and why prices

change.

In this chaptet, we are going to explore the Technical
Traders mindset and why it causes them problems. After that,
we’ll get into the common tools and methodologies they use
in their trading decisions. And finally, after all of this is done,

|
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Pl show you how we can deploy those same tools to figure
out where Technical Traders will place their orders.

The Fallacy of Technical Analysis

At the heart of technical analysis is something called the
“cum hoc ergo propter hoc” logical fallacy. In short, this fallacy can
be expressed as:

A occurs in correlation with B. Therefore, A canses B

In this type of logical fallacy, a premature conclusion is
made about causality after observing only a correlation
between two or more factors. Generally, if one factor, (A, is
obsetved to only be correlated with another factor (B), it is
sometimes taken for granted that .4 is causing B even when
no evidence supports it. This is a logical fallacy because there
are at least five possibilities:

1. A may be the cause of B.
2. B may be the cause of A.

3. Some unknown third factor C may actually be the cause
of both A4 and B.

4. There may be a combination of the above three
telationships. For example, B may be the cause of A at
the same time as 4 is the cause of B (contradicting that
the only relationship between A4 and B is that A causes
B). This describes a self-reinforcing system.
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5. The "relationship" is a coincidence — or it is so complex
or indirect that it is more effectively called a coincidence
(le. two events occurring at the same time that have no
direct relationship to each other besides the fact that they

are occutring at the same time).

You can see an example of a Technical Trader engaging in

this logical fallacy in Figure 12.1.

This chart was presented to the members of Forex Factory
on June 15%, 2010, along with the prediction that within 90
days the Dow Jones Industrial Average was going to drop,
from its then current level of 10,402, to below 4,000. What
was the prognosticator’s justification for such an epic mover
Quite simply, it was his assessment that a Head and
Shoulders Pattern was forming on the monthly price chart.

I’d like to think that most people can appreciate, even if
only on an intuitive level, that there is something wrong with
this type of prediction. However, given the quantity of
responses agreeing with the prediction (and the
vociferousness with which those agreeing with the prediction
defended their position), we need to explore precisely why
this prediction is flawed.

The head and shoulders pattern is well regarded among
technical analysis proponents because there have been many
instances in the past whete a major market turn was preceded
by one. DOW 4000 guy took this to mean that there must be
a causal relationship between the pattern and the outcome.
This then led him to believe that his prediction had a high
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Figare 12.1: A common example 0]7 the logical fallacy technical traders
engage in

probability of coming true.

What he failed to realize is that price change is exclusively
the tesult of market patticipants executing orders. For his
prediction to come true, it would have required a majority of
market participants to believe that the DOW was overvalued
by ~6400 points. Furthermore, his prediction would have
requited that those participants actually execute orders in an
effort to bring the DOW down to 4000.

At this point, an astute reader will quickly point out that
many market participants look for and execute orders based
on Technical Analysis patterns that will cause some technical
patterns to become a self-fulfilling prophecy. I won’t dispute
this because you will soon discover that profitable order flow
trading is heavily dependent upon that premise being true.
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However, in this particular instance, the prediction made
was for an abnormally large change in price. The argument
that the pattern could induce Technical Traders to execute
otders and drive price that far could only be wvalid if huge
numbers of participants subscribed to the same outcome. If
financial market patticipants were exclusively engaged in
Technical Analysis, that might be possible. But the simple
fact is that technical traders are only one subset of the
market. Motreover, while I do not have any hard numbers to
back it up, I would venture to say that technical traders
actually represent a small subset at that.

Fundamental trading is a sizable component of the market
in any case. So, for a prediction like that to come true, it
would have been necessary for fundamental traders to
participate in the move. Unfortunately for our prognosticator,
there were very few fundamental justifications for a move of
that magnitude. As a result, his glorious prediction failed to
materialize.

Now, the point of all this really isn’t to poke holes in the
theory of technical analysis. The nonsensical nature of their
behavior is an important insight that you should take from
this chapter, but what I really want you to understand is that
most technical traders do in fact believe that the squiggly lines
on their charts causes prices to behave in predictable ways.

The key lesson to take from all this is that, if they believe
price will react to their squiggly lines in predictable ways, we
can have a high degree of confidence that they will place
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orders in accordance with those predictions. And that gives
us a valuable insight for reading their order flow.

Reading Technical Order Placement

Now that we know Technical Traders actually believe
technical factors influence prices, the next step is figuring out
how they think prices will be influenced. This is actually quite
a bit easier than it sounds. If you read through babypips.com
(suggested back in the introduction), you alteady know how
the various technical factors SHOULD impact price. With
that in hand, all we have to do is analyze the market the same
way a tech trader would and we can discover where they will
place their orders

This might be a bit difficult to visualize, so let’s look at a
few examples.

Figure 12.2 on the next page is a basic price chart. At first
glance, it would appear this chart is missing a lot of important
information. For example, we have no idea what security this
is, what the time frame is, or the price range over which the
activity is occurring. This was not a printing mistake - 1 did it
on purpose.

Reading order flow does not require any of that
information and the soonetr you realize this, the better off
youll be. I see far too many aspiring order flow traders
getting hung up on irrelevant details and taking way too long
for this stuff to sink in. The truth is that there is a ton of
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Vigure 12.2: A basic high-low-close price chart

order flow information contained in that seemingly simple
price chart. All we need to do is start applying common
technical principles to see it.

Babypips.com starts its technical trading discussion with
support and resistance. I think this is as good a place as any
to begin, so let’s throw up some S&R levels on our chart
(Figure 12.3).

I realize there are additional S&R levels that can be
constructed from this chart and that my levels do not
precisely match the suggested methodology for S&R level
construction. Try not to get hung up in those details... this
isn’t a study of tech analysis. Instead, I'm trying to show you
how technical factors allow one to construct an order book
and being close is good enough for that goal.
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Figure 12.3: A price chart with support and resistance levels marked

Anyway, according to baby pips and technical lote, thete
are two ways to play support and resistance.

First, you can assume that price will bounce off the
support or tresistance level. In that scenatio, you would want
to place limit orders ahead of the level with your stop just
beyond it.

Second, you can assume that once the support ot
resistance is broken, price will continue moving in the same
direction until it reaches the next support or resistance level.
This second option is known as a breakout strategy, and the
suggested tactic is to place a stop limit entty just beyond the
support or resistance.
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Stop Loss Buy Orders
Lirnit 8ol Orders

Stop Loss Buy Orders
Limit Sell Orders

&
E

Limit Buy Orders
Stop Loss Sell Orders
Lirait Buy Orders
Stop Loss Sell Orders

Figure 12.4: Shows how to mark off the stop and limit order
Placement for support and resistance levels

Ironically, no matter which way technical traders decide to
play S&R, the order flow consequences are nearly identical.
Stops will accumulate above resistance and below support,
while limit orders will accumulate below resistance and above
support. We can clearly see this in figure 12.4.

Note that this is the same price information and S&R
levels from Figure 12.3. However, due to the limitations of
the book format, I had to chop off a bunch of the left side in
order to make room for the order info.

That’s all there really is to this process. We look at a
technical strategy, figure out how it should be played, then
block off the places where technical traders playing that
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Figure 12.5: Marks a trend line on a basic price chart

strategy are supposed to place theit orders. It should be
becoming self-evident at this point, but I'll give you one more
example.

On baby pips, the next strategy discussed is trend line
trading., For Technical traders to draw a trend line, they
simply need to connect two major tops or bottoms. We have
two major tops in our chart, so our next step would be to
draw a trend line like the one in Figure 12.5.

Once we mark the trend line, we follow the same logic
process again.

According to technical trading lote, trend lines cause price
to reverse direction. Technical participants subscribe to this
lore and subsequently take positions with an expectation that
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price will do just that. This gives us limit sell orders ahead of
the trend line.

If a technical trader enters a position based on the
expectation that price will bounce off the trend line, and if
price penetrates that line, it would invalidate the trade. As a
tesult, we can expect that trader to place his stop just beyond
the failure point.

These two principles detail where we can expect trend
traders to place their orders. Figure 12.6 illustrates what that
would look like.

As you can see, determining the placement of technical
trader orders is a simple affair. I could go on to cover all the
technical patterns and tools that are out there, but I don’t
want to waste your time. We still have a lot to cover and as
long as you follow the general logic process outlined above,
you should be able to easily work them out on your own.

With that in mind, let’s turn to a far more important
topic...

Determining the Size of Orders

Knowing that traders will place orders at a specific price
level is only one piece of the puzzle. The second step in
constructing our virtual order book is to figute out how latge
those orders will be at each level.
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e, Stop Loss Buy Orders

"Limit Sell Orders

Figure 12.6: Shows how to mark the stop and limit orders for a trend
line

Unfortunately, we have no way of “knowing” how large
the orders are at each price level because we don’t know how
many patticipants are trading a particular strategy or how

large their accounts are.

But that’s ok. We can still do well with some rough

approximations.

Making an approximation relies on three general

principles:

1) The highet the timeframe a technical signal
manifests itself on, the larger you can expect the
orders to be.

WWW.TRADING-SOFTWARE-COLLECTION.COM
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For example, a support level on the daily chart will have
significantly more stop and limit orders than a support level
on a 15-minute chart,

“  This occurs because longer time frame charts have more
people following them. It’s common practice for traders of all
sttipes to consider higher timeframe charts in their trading
decisions. So, a trader who focuses on 15-minute charts will
genetally check the houtly and daily charts for major technical
factors that might influence his positions. An hourly chart
trader will usually check the daily and weekly chatts for the
same reason. All in all, this means that there are many mote
tradets looking at longer term charts and that when technical
factors presents on them, many more traders will have an
oppottunity to participate.

2) When a number of technical factors line up at a

particular price level, you can expect that the total
number of orders at the level will be larger.

For example, when a Fibonacci retracement, Moving
Average, and a support level all line up at a particular price
level, you can expect the associated stop and limit orders at
that level will be huge.

This predominantly occurs because not all technical
traders utilize every technical strategy. Traders who trade
Fibonacci retracements often avoid moving averages. Traders
who use moving averages often don’t care about support and
resistance levels. So, when you have a confluence of technical
factors at a price point, all of these traders — who are often

Technical Traders

Limit Sell Orders

Yigure 12.7: Shows how limit orders begin to build once a resistance
level has been established

scattered around the price range - will be looking to trade at
the same level. As a result, the confluence will produce a great
deal more order activity than any strategy would normally

cause on its own.

3) The longer a technical factor is in play, the larger the
quantity/size of the positions it will have pursuing
its intended outcome.

While points 1 and 2 are pretty straight forward, number 3
requires a bit more explanation... Take a look at Figure 12.7

above.

Figure 12.7 is a simple example of a resistance level on an

average-price line-chart. At this moment in time, there are no



146 | Page Order Flow Analysis

» Limit Orders Consumed

oo, S0P LOBS Buy Ordars

|

Once Limit Orders
Consumed, Stops are
Entered to Protect the

Position

Figure 12.8: Shows that after the limit orders are consumed, traders
Place their stops just beyond the failure point.

stops beyond the resistance level because price has not
reached the point whete limit orders could be filled.

Figure 12.8 shows that as price moves into the limit
orders, those limit orders are consumed. If participants are
expecting a bounce off resistance, they will place their stops
just beyond the level to protect the position.

Figure 12.9 makes another step forwatd in time and allows
us to see that as price bounces off resistance, new participants
will enter limit orders hoping to catch the next bounce off
resistance.
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As Price Moves Away from
Resistance, New Limit
Orders Will Accumulate

Figure 12.9: Shows that as price moves away from the resistance level,
new limit orders will build

In Figure 12.10 on the next page, we can see that the limit
orders were again consumed. When this happened, the
traders who entered them also put their stops just beyond the
resistance level. This increased the number of stops because
the traders holding positions from the first bounce have yet
to liquidate. And, this can go on for as long as that resistance
level holds.

It’s important to realize that the longer this goes on, the
larger the stops will become. And since our primary concern
in order flow trading is the placement of stops, this is
critically important to understand and account for.
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Limit Orders Consumed Again
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|

Stop Loss Orders Grow Larger!

Figure 12.10: Shows that on each successive bounce off resistance, the
stops grow larger

Tt is especially relevant for our purposes because over time
the ratio of stops to limits for a technical factor will grow
progressively larger. On the first bounce off resistance, for
every one limit order contract that was consumed, one stop
order contract was entered. On the second bounce, there
were (hypothetically) two stop contracts for every one limit.
On a third bounce, it would (again hypothetically) rise to
three for one.

If a large trader pushed through resistance on the first
bounce, thete would have been no opportunity to accumulate
ot distribute a position because there were only enough stops
to liquidate the position accumulated during the stop hunt.
On the second bounce, there was enough to liquidate the
stop hunt accumulation plus a little extra. The third would
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allow for more. Fach bounce after that gives a large trader
progressively more incentive to blow though and trigger the
stops, so it’s important that we figure out where the large
stop concentrations are. And that’s primarily what this third
principle allows us to do.

Taken together, these three principles allow us to
approximate the relative size of orders at vatious price levels.

Building the Order Book

Now that we know how to find order placements and we
have some principles for determining the size, we can look at
a real life chart and apply what we have learned about
constructing a real-time Technical Trader order book.

Figure 12.11 is a Daily chart of EUR/USD as of Saturday
July 9, 2011.
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Figure 12.11: Daily chart of EUR/USD
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Figure 12.12: Mark the support and resistance levels

The first thing we want to do is Mark off the Major

Support and Resistance levels as has been done in Figure
12.12.

When we have those in place, we can mark the location of
stop order placements as I have done in Figure 12.13,

I don’t waste my time marking limit orders because: a)
they clutter up the chart; and b) they have limited value for
reaching our trading objectives. From ptinciple three of our
size approximation discussion, we learned that stops grow
over time to become larger than the limits. From this we can
surmise that if price gets close enough to a meaningful large
stop placement, the incentive a large trader has to blow
through the limits will overcome any that happen to be there.
Because of this, T don’t even consider the limit orders in my
trading decisions.
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Figure 12.13: Market the support and resistance stops

But, just because I don’t use them in my trading decisions
doesn’t mean that you can’t. If you develop a strategy that
relies on them in your studies of microstructure, feel free to

mark them off on the chart...

Anyway, once we have the S&R stops marked, we can
remove the S&R levels and move forward to the next
technical tool. In figure 12.14 (next page) 1 have marked the
trend line stops.

When the trend lines ate complete, I move on to the next
technical factor, then the next, then the next, undl I have all
the relevant stop placements marked off on my chart. Pm not
going to go through them all here because the space
limitations of the book force me to use tiny graphics and it is
quickly getting cluttered. Just be aware that you should do
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Figure 12.14: Mark the trend lines and related stops

this process for all the major technical factors including
SMA’s, Fibonacci Retracements/ Projections, Pivot Points,
any major technical patterns, and when dealing with a JPY
pait the “Ichimoku Kinko Hyo” stuff,

When that's done, I step down to the next lower
timeframe. Now I am not a big fan of three- and four-hour
charts because there is very little consistency for them across
brokets and time zones. For that reason, I tend to bypass
them and go with the houtly charts.

Figure 12.15 is the houtly chart of EUR/USD for the
same date and time. Notice that as you scale down in the time
frame, the stop placements at higher levels will still be visible.
This is ultimately why we start out on the high time frames
and work our way downward.

Higher Time
Frame Stops

Figute 12.15: Higher timeframe stops should still be visible

sl Ll O et

A ARG

[

Mark the Stops

Figure 12.16: Start the process all over again. ..

Once we get to the lower time frame, we start the process
all over again. Figure 12.16 shows the S&R levels on the one-
hour chart and how we would mark off the stop placements.
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When that’s done, we move on to trend lines, Fibonacci
Retracements/Projections, etc.

One thing that you may not be able to notice - because of

«the limitations of a black and white book - is that the stop
placements on the 1-hour chart are marked in a different
color than the ones from the daily chart. This is a really
important step because, as we noted in principle 3, higher
time frame technical factors will have larger order placements
than shorter timeframe factors. By using a different color for
cach timeframe, we can quickly see the relative size of stops
at the various price points.

It’s also a good idea to matk confluence areas in their own
special color. Confluence areas usually have especially large
stop placements (regardless of the timeframe they manifest
on) and are thus ripe for exploitation by large participants.
'The easier it is to see these confluence areas, and the relative
size of stops in their vicinity, the easier it will be for you to
anticipate which levels large traders will target.

And that’s really all there is to reverse engineering the
Technical Trader order book.

Chapter Recap

In this chapter we learned how Technical Traders think
and how their beliefs influence their order activity. We
subsequently used that information to reverse engineer the
Technical Trader Order Book. Allin all, T think you will agree
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that figuring out what Technical traders are doing is actually

pretty easy once you know what to look for.

Unfortunately, technical traders are only a small subset of
the total matket participant population, and for this to really
have practical application we need to know what everyone

else is doing...
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Chapter 13

Fundamental Traders

Reading the order flow of fundamental traders requires an
altogether different approach. Unlike the technical traders we
examined eatlier, fundamental participants rely heavily on
information outside the price charts when making trading
decisions. This creates 2 major problem for us, because unlike
a price chart, fundamental traders analyze economic reports
that are open to a wide degree of interpretation. That
vatiability prevents us from anticipating the conclusions a
fundamental trader will develop from the information.
Without an ability to anticipate the conclusion they will reach,

we have no idea when, whete, or even why they will place
otders into the market.

This is a problem with no solution.
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However, as you are about to discover, there is another
way to analyze the activity of these fundamental patticipants.
And it will allow us to accomplish something far more
valuable... the ability to determine the directional bias of

prices.

But, first things first! Before we can get into a thorough
discussion of how to determine that ditectional bias, we must
first dispel a few misunderstandings about the nature of

fundamental participant strategies.

Fundamental Trading Strategy

Up to this point we have been working with the academmic
assertion that fundamental traders seek to arbitrage any
discrepancy between current and true value. It was useful o
work with this academic assertion in our microstructure
discussion because it provided us with a simplified way of
understanding the impact of fundamental trader’s oxders.
However, in reality very few (if any) fundamental traders
actually trade this way.

The fact is, learning fundamental analysis is a complex
enterprise and, in order for fundamental traders to
understand the concepts it utilizes, they have had to spend an
inordinate amount of time in school studying economic

theory.

This is pertinent to the discussion because neatly all
college professors subsctibe to the Efficient Market
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Hypothesis and, being the good instructors they ate, make
every effort to teach their students that current and true value
are always in alignment. That being the case, it is fair to
assume that most fundamental traders eventually became
indoctrinated in that belief. More importtantly, it is a good bet
that many of those indoctrinated traders have since gone on
to develop their trading strategies atound it.

At first glance, you might think that this belief in the
Efficient Martket Hypothesis would make earning trading
profits impossible. After all, one of the central tenants of this
theoty is that speculative profits ate unattainable because
inefficient prices do not exist. But, once you acquire a deep
undetstanding of the theory, you will come to realize that
there is an interesting loophole.

The loophole is that even if you accept that prices reflect
all the knowable there is an implicit
acknowledgement that prices cannot and will not reflect
unknown or unknowable information.

information,

There are many examples of unknowable information.
The one that has the most relevance for our discussion of
fundamental trader strategies relates to time. A dedicated
fundamental trader can know everything about a company or
a country as it exists today. Bu, it is impossible for them to
know what is going to happen in the future.

To give you some relevant examples, as I sit here now:

1. Traders have no idea what is going to happen to the U.S,
employment report next month

WWW.TRADING-SOFTWARE-COLLECTION.COM
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They have no idea what France and Germany are going to
decide with regard to the Greek Debt Crisis

They have no idea if Obamacare is going to be

overturned by the U.S. Supreme Court

They have no idea what the outcome of the next U.S,

presidential election will be

And this is just what I could come up with in a few
minutes. There a thousand more macro events like this and
we haven’t even mentioned the inconceivably high number of

issues at the micro level.

Every one of these unknowable events will have a major
impact on asset prices. But in the present, market participants
can only guess about the outcome. And when an outcome is
unknowable, it is impossible for market prices to reflect that

outcome before it actually occurs.

This does not mean that the market completely ignores
these events though. One of the core tenants of economic
theory (and, by proxy, the Efficient Market Hypothesis) is
that market prices will reflect the “potentiality” of various

outcomes.

For example, it is impossible to know the outcome of the
Greek debt crisis. However, a thorough analysis of the
situation can lead to a conclusion that there is a 15% chance
that Greece will actually default on its debt. This is knowable
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information, so one can expect that participants will account

for that 15% chance of default in the price of the curo. As a

result, the euro will reflect a price 15% lower than it would if
wthe Greek default risk did not exist.

I don’t think it takes a genius to realize that there are only
two possible outcomes to this example situation. Hither
Greece defaults on its debt, or it doesn’t.

What may not be as evident is that in the present, the euro
is grossly mispriced no matter what happens because, in
reality, one option has a 100% chance of occurring while the
other has 0%. If the issue is resolved with a sustainable debt
repayment plan, the euro is underpriced because it was
accounting for a 15% potentiality that did not occur. If
Greece defaults, the curo is overpriced by the 85% chance
that it would NO'T' default.

According to the Efficient Market Hypothesis this isn’t a
problem because markets don’t need to produce perfect
pricing. ‘They merely need to reflect all the known
information. As long as prices reflect the 15% chance before
the outcome as well as the 100% actual default (or 0% non-
default) after the outcome, they are fulfilling that objective
and can be considered efficient.

This loophole allows a fundamental trader to believe in the
Efficient Market Hypothesis while simultaneously exploiting
mispricing it says should not exist. The fact is, even if prices
always reflect true value in the present, they are mispriced for
tomotrow’s outcomes because the futute is always unknown.

Fandamental Traders P age } 161

If a fundamental trader chooses the correct outcome, places a
trade, and waits until the outcome occurs, he can arbitrage

the mispricing that existed the day before.

Ultimately, this is how most fundamental traders approach

the game of speculation.

You can find plenty of examples of fundamental traders
doing this by spending a few hours watching CBNC. By
paying particular close attention to the vatious guests that
offer up their asset putchase suggestions, you’ll quickly notice
that only about one in ten talk about the asset in a context of
being undervalued in the present tense. The remainder will
have some explanation for why the fundamental data related
to the asset will change in the future and go on to say that
this future change will improve the value of the

recommended asset.

Expectation Skew

It was important for us to explore how fundamental
participants actually trade because the consequence of their
behavior is what gives us the opportunity to determine the
directional bias of prices.

To explain that consequence I need you to imagine a
fundamental trader looking at the stock of Apple, Inc.

You are probably wondering why I am having you look at
a stock when we are discussing the currency markets. Well,

there are two valid reasons.
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One: 1 told you in the beginning of the book that the
principles we are discussing are universal to all financial
markets. My fear is that if I spend too much time focusing on

“curtencies, you will limit your search for opportunities to the

Forex matket and thus lower your profit potential.

Two: Stocks have a number of well-defined price/value
relationships that will allow me to make my point in the

clearest possible way.

So, imagine our tradet — let’s call him Peter - has scoured
the available data for Apple, Inc. and concluded that there is
an opportunity for the company’s next generation iJunk
product to substantially increase earnings. This is an
opportunity for Peter because, as we just learned,
fundamental traders like him seck to arbitrage changes in true

value across time.

Since Apple has not yet released the new version of iJunk,
it is impossible for the market to reflect the actual impact it

will have on earnings.

Sure, there will likely be some accounting of the outcome
in the current price, but unlike our Greek debt/euro example
from eatlier, this is not an either/or proposition. Harnings
could rise by 1% or 20% or 100%. Hell, they could even fall
if the new ifunk product has a defect and needs to be
recalled. This many possibilities make defining a potentiality
for any particular one outcome functionally impossible for all
but the slickest of mathematicians.

Fundamental Traders

I'm not that slick myself. Besides, the truth is, we don’t
need to know the probabilities anyway. Fundamental traders
like Peter are not concerned with such things. And, if they
aren’t concerned with them, you needn’t be either. The only
reason I bring it up is so that you can appreciate how the two
situations are related.

Getting back on track... Peter sces this opportunity for
earnings to rise in the future. Now he has to answer the
questions of how much, and what impact they will have on
the stock price. To answer them, he first needs to know what
Apple is doing now.

Current Stock Price:  $100.00
Current Earnings: $6.25 per share

From this, Peter can divide the stock price by its carnings
per share and determine that Apple is trading at 16 times
earnings. This is important for Peter to know because he is
going to need a reference point for the next step.

Now, let’s just say that Petet’s analysis suggests the new
ifunk product will be increasing earnings by $1 per share.
With all the requisite info in hand, Peter can calculate his
tuture expected value by multiplying the future earnings
tigure by the current earnings multiple.

16 X $7.25 = $116

That $116 is what he can expect Apple shares will be with
if his expected outcome occurs.



164 | Page

Order Flow Analysis

Peter sees a 16% teturn as worth his risk, so he plunks
down the cash and buys Apple stock with an eye toward
arbitraging the future.

In the process of buying that stock, we know his order is
going to consume liquidity and in effect push price higher.
What we have yet to realize is that in doing so, our
fundamental trader is going to skew the expectations of all
the traders who follow him, And this is the key point I want

you to understand.

Let’s say that Peter’s order was large enough to increase
the price of apple stock by $2.

Now, imagine that a second fundamental tradet looks at
Apple stock and comes to the exact same conclusion about
future earnings that Peter did. You might be tempted to
believe that he will sce a smaller opportunity because price
has increased. However, he has no idea why Peter took his
position, ot even if he took one. The only information he has
to work with is the current price and his expected eatnings.

After Petet’s order hit the market, the price of apple stock
increased to $102. When we divide $102 by the $6.25
earnings per share, we see that the current earnings multiple
has increased to 16.32. This is important to notice because
even if our second trader sees the exact same $1 per share
increase in earnings that Peter did, he is going to come up
with a higher target price.

1632 X $7.25 = $118.32
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When he places an order, it is going to again raise the price
and further increase the earnings multiple. Subsequent traders
will then calculate their expectations against the new, higher
multiple and push price and the multiple even further.

Now the point of all this is not to teach you about stock
valuations or to poke holes in the strategies of fundamental
traders. What T want you to see is that even though every
trader we have analyzed is looking at the same data and
coming to the same conclusion, their behavior is perpetually
“skewing” the expectations of everyone who follows them.
More importantly, this expectation skew will cause ptices to
drift in the same direction.

This is important. We have no way of knowing what any
of the fundamental trader’s actual expectations are. Peter
could just as easily have seen a $10 increase in earnings pet
share and unless we connected with him telepathically, we
would have no way of knowing that he did. However, once
we realize that the future arbitrage strategy that fundamental
traders employ causes prices to drift in the direction of
expectations, we no longer need to care.

All we need to do in order to determine the directional

bias of prices is figure out the prevailing market sentiment.

Market Sentiment

Long stoty short, market sentiment is a term that describes
the distribution of participants holding positive and negative
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expectations about the future of asset prices. At any point in
time, some participants will expect that prices will fall, while
athers will espect them to rise. When the number of
participants who have positive expectations exceeds the
number of participants with negative expectations, sentiment
is considered good. Conversely, when negative expectations
exceed positive, sentiment is considered bad.

If the number of participants on cither side is equal, price
will not move because one buy ordet will be offset with an
oppositely placed sell order. However, if the participants atre
unequal, expectation skew will cause prices to drift in the
direction of the dominant side. And given the fact that
Fundamental traders make up the lion’s share of speculative
order activity, we can expect that price drift to overcome any
obstacle in its path.

The pettinent question to ask now is, “how does one
figure out the prevailing market sentiment?”

When I sat down to write out the first draft of this book, I
tried to articulate a logically valid system for doing so. What I
eventually produced ran to about 20 pages and contained all
sorts of examples, charts, and analogies. Hven after all the
work I had put into it, I still didn’t feel like it did the subject
justice. 1t was long, convoluted, and not at all conducive to
helping an aspiring order flow trader achieve his goal.

I fought with the text for weeks until finally, in a fit of
frustration; T just decided to set it aside. I figured that maybe
if T continued writing the rest of the book, 1 could return to it

Fundamental Traders Pawge

in the editing phase and solve the problem with a fresh
perspective.

That was my plan...

Before 1 could get back to the subject, I had a
conversation with my good friend Atra Nissan - who you
might know as Carnegie on Forex Factory — that completely
changed my perspective. The reason I was having so much
trouble explaining the process of reading sentiment is that 1
was trying to make a science out of something that is really an
art.

If T wanted to teach someone how to paint a masterpiece,
I wouldn’t try to explain the brushstrokes using geometry and
logic. That would be way too complicated. A much more
effective solution would be to put them in front of a blank
canvas and guide their hand through the requisite techniques.
Fven then, they wouldn’t master the techniques until they
practiced them over and over again, but at least they would
have a solid reference point for what they are supposed to do.
And ultimately, T now believe that in order to figure out this
sentiment thing, that is precisely what we will need to do.

I can’t come to your office and walk you through reading
sentiment. Neither of us can afford that kind of dme
investment. Fortunately, thanks to my good friend Atra, 1
don’t actually need to.

You see, Atra was having a problem figuting out this
whole sentiment thing not that long ago himself, What he did
was take a single security and examine evetything he could
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find about it. He would read TFR Forexwatch and watch for
any mention of the sccurity on CNBC and Bloomberg. At the
end of the day, he would jot down his opinion on whether
tHe news for that secutity was generally positive or negative.

After doing this for about a month, he discovered that he
could not only determine the curtent sentiment, he was
starting to anticipate how breaking news would alter it.
Moreover, once he could do this on a single security, he
found that he could do it for any security that he spent a few
hours looking at. Moge importantly, he saw that once he
understood the sentiment, and the factors that would make it
change, there was a massive improvement in his profitability
because it allowed him to see the inherent ditectional bias of
prices.

In short, by engaging in this simple 30-day exercise, Atra
had become an attist, and I see no reason on earth why you
can’t do the same.

So that is your homework my friend. Pick a secutity, any
security, and explote everything you can get your hands on
about it. At the end of the day write down what you think the
prevailing sentiment was. Compare that to the price chart and
see how accurate your assessment turned out to be. In 30
days, evaluate how much of an improvement you have made.
1 think youw'll be quite happy with the results.
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Chapter Recap

The easy explanation is, the way fundamental traders
approach the game of speculation creates a phenomenon 1
like to call expectation skew. That expectation skew causes
prices to gravitate in the direction of sentiment. Know the
sentiment and you know the inherent directional bias of the

market.

To learn how to read sentiment, you need expetience
doing so. However, if you actually do the homework I have
assigned, it should not take you that long to figure out.

All of this is important because when you combine it with
the placement of technical tradet orders; you have the
foundation for a whole host of profitable strategies. We will
talk in detail about those strategies, but we first need to finish
this discussion with an analysis of “other patticipant” orders.
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her Participants

The 'Technical and Fundamental participant activity that
we have thus far analyzed makes up maybe 70-80% of daily
order flow, and now that you know how to read that activity,
you likely have enough information to start earning consistent
profits from the market. However, without knowing what
drives that remaining 20-30%, you are not going to achieve

the type of staggetingly impressive income that is available to
you.

Making up that 20-30% are a number of “other
participants.” These other participants include option players,
commetcial hedgers, and sovereign entities. Fach of these

participant types not only employ a wide range of analysis and

trading techniques, but often have alternative motivations for
patticipating in the markets.

In this chapter, we are going to explore these othet
participants, learn what motivational factors drive them, and
ultimately, discover how their behavior influences the order

hook.

Option Players

Of the three participant types we will outline in this
chapter, the most important for our purposes are the option
players.

Now 1 am not about to start detailing the near infinite
variety of option strategies that exist because for the most
part, they have little impact on spot market prices. Options
trade on their own exchanges and while they ate intrinsically
connected to spot and futures market prices, they are
fundamentally a separate secutity type. Option exchanges
have their own dealers, their own prices, and their own order
flow. There are however, two option varieties that you will
want to understand: No Touch and Knock Out options.

No Touch or N'T options provide a payout to the buyert if
a securities spot market price does not penetrate a specific
level. For example, if the price of BEUR/USD is at 1.4000 and
I believe price will remain below 1.4100 for the next week, 1
can buy a one-week NT option with a strike of 1.4100. If I
am right, the option will pay off after one week and I will
carn two of three times my investment. Alternatively, if I am
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wrong and price reaches 1.4100, even for one second, my
option expires worthless and I lose the money I spent on it.

~ Knock Out or KO options are the exact opposite. They
gay out only if price reaches the strike price priot to
expiration. For example, again EUR/USD is at 1.4000, only
this time I expect price will move up to and beyond 1.4100 in
one week. Buying a one week KO option with a 1.4100 strike
will pay out if price reaches 1.4100, even if it is only for one
second. If it remains below 1.4100 for the week, my option
expires worthless.

These options have a profound impact on spot market
activity because they create large incentives for both the
option buyer and seller to try to influence prices. Mind you,
when I say large incentives, I’'m not exaggerating. The average
NT or KO option payout is ~$250 Million and it is not
unheard of to see $1-3 BILLION payouts now and again.
There is setious money riding on the target price points and
when you ate talking about that kind of cash, you can expect

to see some serious effort put into ensuring an outcome.

To work out the likely outcome, all we have to do is
analyze the incentives of each participant in the transaction. I
think you can see this clearly with an example, so let us put
one together...

Imagine 1 sell you a $100 million NT option on
EUR/USD with a strike at 1.4100. For the opportunity to
earn that payout, you are going to give me $50 million as
option premium.
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At this point, T have a $100million incentive for price to
teach 1.4100. You have a $100million incentive for it to
remain at or below 1.4099,

Now with price at 1.4000, neither of us can really do
anything. Its far enough away from the strike that you needn’t
worry about it, and it’s too far away for me to justify trying to

take it out.

However, if price were to move up to say 1.4070, things
would change dramatically. At that point there would only be
30 pips separating me from a $100million payday. That wotks
out to about $3.3 million per pip.

If you put yourself in my shoes, you would quickly realize
that I have a substantial incentive to try and push price up to
the strike level. From thete its only a hop, a skip, and a jump
to realizing that I can lose up to $3.3million on each
incremental pip, and as long as I actually triggered the strike, 1

would still come out ahead.

To tisk $3.3million per pip on a EUR/USD, I would need
$33 BILLION position. In other words, I can spend up to
$33 billion pushing prices up 30 pips, and as long as I
triggered the strike, I would still make money on the deal.

Of course, you would have identical incentives to defend
the strike rate from being reached. You could deploy $33
billion in limit sell ordets at 1.4070 and as long as that was
enough to prevent the strike from triggering, you would come

out ahead.
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Tragically — for you, the option buyer — that isn’t the
whole stoty. See, unlike me, you have a finite point at which
the trade no longer makes sense to defend. Once price
{ouches 1.4100, you have lost and any position accumulated
defending that level becomes a liability, exacerbating yout
Josses. As such, you have a cleatly defined incentive to place
your stop loss orders (for positions accamulated in the
defense) at 1.4101. And this guarantees that I am going to

‘Wi,

As we learned back in Chapter 8, large traders have
significant incentives to hunt down and exploit the location
of stops. That makes your $33 billion in option defense stops
a mighty tempting target, assuming the large traders know
about your option purchase. Tuckily for them, T could not
care less whether they trigger the stops or T do. In fact, it]
can get large traders to hunt your stops, 1 would not only get
my $100m payday, I can do it without risking any of my own
money trying to close the gap. All of this incentivizes me to
Jeak your option putchase to services like IFR Forex Watch,
who will in turn inform the large traders. Once the large
traders know about your option, and price gets close enough
to justify attacking your stops, evety large trader in existence
is going to start attacking your defenses and it won’t be long
before you are overwhelmed.

I get my $100m payday, the large traders get a nice size
price advantaged position, and you get screwed.

KO options wotk the same way, only the winners and
losers are reversed. The buyer of the KO option has the
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incentive to inform IFR of the option strike and the large

traders will target the sellet’s defense stops just beyond it.

As you can imagine, thete aten’t as many KO options as
there are N'T  options. Option sellers aren’t stupid. They know
the mechanics and the incentive structure behind these
strategies and are not likely to write an option they don’t have
a reasonably good expectation will expite worthless. As such,
you'll rarely see 2 KO option written with a strike less than 4-
500 pips away. They still come into play in fast moving
markets though, so keep an eye out for them. ..

This option stuff is important for order flow traders
because this game plays out every — single — day. Mote often
than not, it plays out MULTIPLE times pet day and once you
know what you’re looking for, playing along can become a
highly consistent and lucrative enterprise in its own right.

Of course the next question your likely to ask is, how do 1
locate these options?

It’s a pertinent question because this information isn’t on
the charts.

Well it is on the charts, but it takes a trained eye to sce
them...

A much easier method involves reading the “order board”
information on IFR Forex Watch. The order board is a
hugely valuable resource for option placements because it
hands you all the pertinent information on a silver platter.
Size, strike, and type are all neatly laid out in a nice little grid
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format at least once per day. With that in hand, all you have
to do is mark the strikes on your charts (preferably in their
own color) and you can go to work exploiting them.

Now we’re going to talk more about hunting options —
and a bunch of other order flow trading strategies — in the
next chapter. However, at the moment, we still have a couple
more participants to get through, so I’ll humbly ask that you
indulge me just a little more...

Commercials

As we learned back in the beginning, commercials are the
importers/exporters that utilize the currency matkets
primarily to hedge and settle their everyday international
business transactions. For the most part we needn’t concern
ourselves with what the commercials are doing.

While it is true that they frequently transact billions of
dollars in a day, they usually try to do so with the smallest
impact on price possible. More importantly, like fundamental
participants, commercials execute their orders based on
information that exists outside the chart. In the case of
fundamental participants, we have a mechanism for
extrapolating their aggregate behavior, but there is no such
opportunity for us with commercials. Commercials trade
based on their internal company needs and these needs often
have little, if anything, to do with identifiable economic
factors. ‘Therefore, we cannot read their order information,
even if we want to.
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We can occasionally get “some” information about
commercial order activity from IFR Forex Watch, but to be
honest, I do not think it is detailed enough to do anything
with. So while commercials are often big players in the
markets, I find it isn’t worth considering them. On rare
occasions, ignoting them has come back to bite me in the
form of lost trades, but I think it’s a small price to pay for the

easy profits that can be made focusing on everyone else.

In short, I suggest you just ignore the commercials. There

are much easier rows to hoe.
Sovereign Entities

Unlike commercial — who you can safely ignore —
sovereign entities like central banks, (quasi or traditional)
government agencies, and government sponsored enterprises
require your utmost vigilance. It is important that you pay
attention to these participants because they are by far the
largest players in any market within which they participate.
And if you find yourself caught on the wrong side of their
trading activity, you can find your account emptied in the
blink of an eye.

The primaty concetn of sovereigns is market stability.
They generally prefer to let markets function as other
participants see fit because, for the most patt, markets ate
pretty stable. As such, it’s quite rare to see a sovetreign
patticipating in a financial market. However, when

speculative exuberance or economic conditions lead to large



178 | Page

Order Flow Analysis

swings in asset values, sovereigns can attack with ferocious
impact.

By following IFR and other news soutrces, you can
ggnerally track the concerns soveteigns have, but it’s
important that you realize no matter how much you believe
you know what they will do, sovereigns are totally
unpredictable entities.

I have seen people enter positions on expectations a
sovereign will defend a price level. I have also seen them step
in front of an intervention once its begun — no doubt by
traders with aspirations of treenacting the heroic story of
George Soros breaking the Bank of England. But no matter
what strategy I have seen employed, every trader I know who
has tried to play a sovereign intervention cvent has lost
money. And tragically, more often than not, those losses
extended to a complete blowout of the account.

In my younger years, I too tried to play sovereign events
but it always ended in losses. After countless failed attempts,
I finally concluded that the best course of action when it
comes to sovereigns is to get the hell out of their way. And if

you’re wise, you'll follow my suggestion and do the same.
How does one do that, you ask? Again, by following 1FR.

IFR is great on so many levels, but I think one of its most
valuable aspects is that it gives you access to all the latest
sovereign rumors. Most of the rumors will take the form of X
or Y Government Sponsored Entity (GSE) is on the bid at Z

e

Other Participants
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price. And in my experience, as with commercial players, they
can be safely ignored.

However, and this is critically important, when you start
heating direct quotes from Central Bank leaders, Iinance
Ministers, 'Treasury Department officials, and their
equivalents, related to “excessive” price changes, it’s time to
statt lightening positions. Shortly after those comments start,
you'll begin hearing rumors of intervention or “price
checking” by one or more sovereign entities. Once those
rumors start, IT IS TIME TO GET THE HELL OUT! Close
any positions related to the currency in question and either
switch securities or stay on the sidelines for the foreseeable
future.

It won’t be easy to do. Usually heading into intervention
there will be some extreme one way price action and you’ll
fear leaving a bunch of money on the table. It will require a
level of discipline that few other situations in life call for...
but that is what separates the long-term winners in the
business from the other 95%.

Remember, long-term success in this business is heavily
dependent, not on the size of your wins, but on the number
and size of the losses you avoid. Keep your losses small and
infrequent and, over time your winnings will become the envy
of your peers.



180 | Page Order Flow Analysis

Chapter Recap

A preat deal of the strategies and tactics other market
participants employ will forever remain invisible to us. But
that doesn’t mean we should ignore them. Some of their
strategies are highly exploitable while others can have a
substantial impact on the markets. As you come to the end of
this boolk and begin implementing what you have learned, 1
would suggest that you initially focus on reading the
fundamental and technical order flow because it really has the
most bang for the buck. Then, once you have a firm grasp of
the easy stuff, start digging into the mountain of information
about these other guys. Who knows, you may be able to find
new ways to exploit them.

This chapter brings us to the end of the order flow reading
discussion. Again, by no means is this a comptehensive
analysis of every detail in this subject. 1 could go on and on
and on with examples of participant strategies and the order
flow consequences, but I fervently believe that there is
enough information here for you to figure the majority of it
out on your own. Just apply the principles we have explored
to any strategy you'te curious about, and you should be able
to quickly surmise the consequences.

In the next section, we are finally going to move on to the
practical application of everything we have discussed. I'm
going to show you how we tie the various pieces together to
develop profitable order flow trading systems and then we are

Oither Participants
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ooing to explore a handful of systems that 1 have personally
used over the years to earn an unimaginably good income.



Section 3

Playing the Metagame




Chapter 15

Core Order Flow Trading Tactics

Now that we have leatned how to construct our virtual
otder book, it is time to combine it with our understanding of
microstructure to develop some high probability trading
systems.

There ate literally thousands of trading systems you can
employ based on the information contained in this book, but
most of them will rely on one of three core tactics. In this
chapter, we ate going to explore these three tactics and learn
how you can use them to build some highly profitable trading
systems.

Before we get started though, I should mention that while
the systems we are about to explore have worked as described
for many years, there are a thousand-plus other aspiring
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traders who have read or are currently reading this
information. 1f all of them try to trade these systems at the
sagpe time, in precisely the same way, there is a strong
likelihood that theit profitability will decline substantially. As
such, I highly cecommend that you slighty alter the entry and
exit criteria before deploying any real world capital to these

Systems.

In any event, the value you take from this chapter should
not be the defined systems. They ate merely a tool for you to
visualize and practice employing the cote tactics. The tactics
are what give you the edge and after we expand on them in
the next chapter, you will see that they can be used in far

more valuable ways...

Tactic 1: The Hunt

The general premise of the hunt is that you take 2 position
some number of pips ahead of a large stop concentration and

liquidate into them when they ate triggered.

IT————

( postion Exit
o

\

z postion Entry ©

Stop Level

Sentiment
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If you have been paying attention throughout the course
of this book, you likely already know why this tactic wotks.
However, 1 am going to walk you through it because it is
important that you have an intimate understanding of how
the various principles tic togethet.

Anyway, this system wotks because, as we learned back in
Chapter 7, large traders can’t just accumulate or liquidate
positions anywhete that it suits them. The positions they
trade in are huge and if they just dump orders on the market,
the slippage it produces would negatively affect profitability.

In Chapter 8, we learned that if large traders trigger stops,
they could use the liquidity they provide to fill otders slippage
free. From this we can conclude that there is a good chance
price will gravitate towatd any large concentration of stops.

Easy enough. But at any given time we can expect thete to
be large concentrations of stops both above AND below
current price. That being the case, we need a way to
determine which stops to target. And that is where the

sentiment bias comes in.

Large traders are quite adept at reading sentiment and
there is a good chance that they already have a position that
will benefit from the change in price 2 particular bias will
produce. From this, we can infer that they will be looking for
price levels in front of that sentiment to liquidate into.

Figure 15.1 provides an example of how this tactic works
and how it can be used in the development of a high
probability trading system.
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Figure 15.1: The Stop Hunt System

It might seem like there is a lot going on here, but it is
actually pretty simple. Thete ate 6 key pieces of information:

1. The jagged line on the left side is the recent price history.

2. The dashed line and circle marked “Position Entry” is
whete you would tty to acquite a position.

3. 'The black star is where you would set your take profit,
which in this case is the stop level.

4. The dotted line and circle signifies where you should
place YOUR trading stop for the position acquired at 2.

5. The big black arrow labeled “Sentiment Bias” is the
inherent directional bias of prices. In this case that bias is
for a move higher.

6. And finally, we have the line toward the top labeled
“Large Stops” which should be self explanatory.

The system outlined in Figure 15.1 calls for an entry 30
pips in front of a large concentration of stops. By placing
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your stop 30 pips behind your entry, you are looking at a risk
reward ratio of 1:1. And I can tell you from personal
experience that this is not only a high frequency tactic, it has
an extremely high win rate as well.

Now this tactic can be employed with any stop
concentration, but just starting out you will want to focus
your real money effort predominantly on the large ones
because they will have the highest probability of success. That
means targeting large KO and NT option Strikes, high
timeframe technical levels, and multifactor confluence areas.
Once you gain more expetience, you will develop an eye for
which shorter timeframe levels have a high chance of getting
hit. Then you can adjust accordingly.

Tactic 2: Fade the Stops

The fade is a near mirror opposite of the hunt. Instead of
enteting a position in front of the stops and liquidating into
them, you take a position AT the stops with the expectation
that price will run the other way.

Postion Entry Stop Level
& on Level
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In Tactic 1 we wete exploiting the large traders need to
liquidate existing positions without moving prices. Tactic 2
exploits their need to accumulate large positions at favorable
rated. And as you're about to see, this cteates an altogether

different set of vatiables for us to considet.

We know that large traders have a finger on the pulse on
matket sentiment and that they have a strong desire to take
positions that will benefit from the directional bias it

produces.

We learned in Chapter 8 that they could accumulate those
positions by targeting stops that exist counter to the
directional they wish to be positioned.

But if price is already biased in the direction they wish to
go, there is little likelihood that the stops will get triggered.
From this, we can surmise that for the large tradets to capture
the counter bias stops, they are going to have to execute
counter bias orders that push price into them.

Of course that activity will produce a glaringly obvious
footprint in the form of price moving counter to sentiment.

Spotting that counter bias movement is the key to the
success of this tactic. When we see it, we can have a firm
expectation that the large trader will continue pushing prices
until the stops ate triggered.

Once they have triggered the stops and loaded up on a
position, the incentive to push prices further is gone.
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Figure 15.2: The Stop Fade System

At that point, the liquidity vacuum we learned about in
Chapter 6 can work its magic and catapult price back in the
direction of sentiment.

All of these factors can be exploited with the system
described in Figure 15.2.

We capitalize on this activity by placing out entry orders at
the closest large stops whenever we notice a counter bias
move. That way the combination of liquidity vacuum,
sentiment bias, and the large traders entry limit orders at the
stops can ensure us a high degree of success.

When you play this tactic propetly you should be able to
achieve an 80-90% win rate on a 1:1 risk reward system.
Trades will occur somewhat infrequently, but I think you’ll
agree that it’s worth looking for them.
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Just be careful that you have a strong understanding of
sentiment before you try taking these trades. If you get the
sentiment wrong, yowll only have a 10-20% chance of
winning...

Tactic 3: Ride the Cascade

Opportunities to deploy Tactic 3 are significantly less
frequest, but the profits they generate are mindboggeling. In
short, our objective for Tactic 3 is to capture the abnormally

large change in ptices that result from a Stop Cadscade event.

Postion Entry ,
Ston Level

Stop Levell
Stop Level
Btop Level

. Postion Exit

Sentiment
Bias

Riding the cascade requites two components.

First, there must be a sequence of stop levels in close
proximity to each other. As we learned in Chapter 9, when a
sequence of stop levels ate close enough that the execution of
a one level can cause the next level to trigger, it can create a

stop cascade.

Second, there must be a change in sentiment. The key
aspect to a stop cascade event is that the stops at the first
Jevel are large enough to overcome the limit orders between it
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and the next stop level. For that opportunity to exist, thetre
must be a HUGE number of stops at that first level and a
telatively small number of defensive limits between it and the
next stop level.

This usually only occus when a) sentiment has been
skewed in one direction for an extended period of time (to
build up the stops) and b) sentiment shifts so that participants
will no longer see further accumulation of positions as
adventageous.

For example, after a trend has been running for several
months, the stops just below the trend line will have grown to
enormous proportions. However, if sentiment is still biased in
the direction of a continued move, there will also be large
numbers of participants looking to get in at or just below the
trend line. Those limit ordets will not only make triggering
the initial stops quite difficult, they will often create an
insurmountable wall between the first and second level of
stops.

To overcome the wall of limit order interest, a shift in
sentiment needs to occur so that a trend continuation move is
no longer as likely. This will not only make triggering the
stops at the first level more likely — as those who have been
tiding the trend will see it as an excuse to liquidate — it will
cause traders to pull limit ordets at ot below the trend line
over concerns that the trend is coming to an end.
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Figure 15.3: The Stop Cascade System

These two components combined will usually cause price
to cascade. By getting in just before the cascade statts, you
can capture a huge swath of the resultant move.

Figure 15.3 shows us what this tactic looks like and how it
g | -
can be used to create a phenominally high value system.

When you find a situation meeting both requirements, you
entet a position just ahead of the first stop level and ride it

through to the last.

As you can see, the suggested stop loss is five pips l?ehi.nd
the entty, while the take profit is 100 pips plus. That will give
you at least a 50:1 risk reward ratio. More 1mpo.rtantly,
because your stop is so close to entry, you can really jack up

the leverage.

Core Order Flow Trading Tactics Page | 195

Of course, as T mentioned carlier, these events are quite
rare. You may only captute two to three pet year, but when
you do, it isn’t unreasonable to expect a doubling or even
tippling of your account balance.

Chapter Recap

In this chapter, we explored three of the core order flow
trading tactics and discussed how they can be used to create
some low risk, high reward trading systems.

As T mention though, this is really just the tip of the
iceberg. There ate literally hundreds of ways to deploy these
tactics and combine them with others to produce an untold
number of unique methodologies. 1 encourage you to play
around with the systems we have outlined, but don’t get hung
up on them. Think long and hard about how they can be
deployed in additional ways because THAT is what is going
to lead you to YOUR profitable trading system.

In the next chapter, we are going to expand on this
discussion to learn how these core tactics can be combined
with more advanced concepts. It won’t be easy to master
those advanced concepts but if you do, they will really juice
up your profit potential.
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Advanced Order Flow Trading

There is little doubt in my mind that you can immediately
deploy the cote tactics and systems outlined in the previous
chapter to start earning consistent profits. But, if you want to
teach the top 1% of traders in the world, and acquise the type
of enviable lifestyle that likely attracted you to a trading career
to begin with, you are going to eventually need to learn a
couple of the more advanced concepts.

In this chapter, we are going to discuss two of those
advanced concepts and explore how you can use them to
earn staggetingly high profits.

Before we get started though, I want to caution you
against trying to integrate these concepts in your trading
decisions straight away. These ate advanced concepts and
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require you to have extensive experience with the core tactics,
matket sentiment, and economic theory before you can
effectively turn them into profitable trading oppottunities.
This point is important, because if you try to implement these
concepts before you are ready, there is a good chance that it
will only complicate your learning process and delay your
ability to cross the threshold of profitability.

I'm also not going to provide much detail on these
concepts because as you gain experience, you will naturally
come to discover their propet application on youtr owi. T am
including them in this book because 1 think it will be helpful
(when the time comes) for you to have at least a genetal idea
of what to do and how to do it.

Tactic Chaining

Once you have mastered the core tactics, you will start
sceing opportunities where they can be combined for even
latger profits.

For example, instead of closing out a tactic 2 fade play
with a ~30-pip profit, you can hold the position until you see
a tactic 1 stop hunt oppottunity to exit. See Figure 16.1 for an
example of this.
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Tactic 1 Exit

Large Stop Level
A v* Small Stop Level
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Large Stop Level

Tactic 2 Entry

Figure 16.1: An example of tactic chaining

The benefit of tactic chaining is that you can improve your
risk reward ratio to 2:1 or 3:1 without negatively influencing
the win rate. That means lower trading costs and substantially

more profit per dollar of risk.

However, this isn’t as easy to do as it may seem. The fact
is, when you start chaining tactics, you will be holding
positions for longer petiods. The longer you hold a position,
the higher the likelihood that sentiment will shift against you.
If it does shift against you, you need to close the position
immediately or risk turning a winner into a loset. To do this
successfully, you need to have a firm grasp of how and why

sentiment changes.

When you first start out, you will quickly learn how to read
sentiment in the moment (see chapter 13). But know that it
takes a great deal of time and experience before you can
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predict which of the many daily events will engender a change
in sentiment.

Once you can accurately predict which events will change
sentiment, you'll know that it’s time to statt exploring tactic
chaining opportunities.

Ride the Sentiment Wave

After you learn to consistently identify when sentiment is
changing, you can start looking for opportunities to enter
with tactic 2, and then hold until it does. There is an example
of this in Figure 16.2.

Sentiment Bias
Shifting mmwra\

Position Exit

/\/\/\\/ Large Stop Level
, g Large Stop Level

Tactic 2 Enfry While
Sentiment Bias

Vigure 16.2: An example of bolding nntil sentiment changes

Initially, it might be a good idea to dump the position on
any change in sentiment. However, as you get mote
experienced in reading sentiment, you’ll discover that it
comes in two flavors: Long- and Short-term.



200 | Page Playing the Metapame

1. Short-term sentiment changes lead to temporary
pullbacks in price.

2. Long-term sentiment changes mark the beginning and

@ end of multi-week/month trends.

When you can accurately identify the difference, you will
be able to hold your positions through the short-term
changes and liquidate at the long-term change for mind
bogglingly high risk/reward ratios.

Obviously, this is a mote complicated methodology that
requires patience for exploiting order flow. But it can be quite
profitable for those who want to put in the work and time
required to learn how.

In fact, over the last few yeats, neatly all of my trading
activity has shifted to longer-term strategies like this because
doing so affords me, not only a nice income, but also the time
for more important things like starting companies and writing
a book...

Chapter Recap
This chapter brings us to the end of our analysis of Otder
Flow Trading, We discussed the advanced strategies you can
employ after masteting the core tactics. We didn’t discuss
them in great detail because the point here was to merely give
you an overview of the steps you should take over the
coming years.

When you finally get to the point of mastering the core
tactics and you begin trying to implement these strategies, I
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encourage you to visit my website at
www.otderflowtrading.com. You'll find plenty of details on
these strategies, as well as a large number of posts about

subjects that, for one reason or another, were not included in
this book.

Now 1 know you’re probably excited to get started on
your path to profitable order flow trading success, but I
sincetely hope that you can bear with me for one more short
c}kjapter. I have some parting thoughts that T would like to
share...



Chapter 17

Parting Thoughts

I sincetely hope that this book has served its putpose and
that you now have a firm understanding of Otder F'],ow
Trading. At the very least, you should have a general ‘1dea
what the metagame mindset is and how you can use it to
exploit the behavior of other market participams.‘ For
obvious reasons it wasn’t possible to cover evety conceivable
opportunity that exists in the world of Order Flow Trading.
But if T have done my job, you have learned enough to

overcome the hurdle of profitability.

Reading this book is only the beginning. Now you need to
take the first (of many!) steps toward figuring out how to
apply what you have learned to the real wortld of trading. That
first step should be the 30-day Sentiment Analysis project we
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discussed in Chapter 13. Until you figure that out, nothing
else is really possible.

After figuring that out, the next step is to try to pluck off a
few 30 pips trades with the Tactic 1 & 2 systems we
examined in Chapter 15.

Nail a few of those and then try chaining them for a 100
pip trade. Pluck a few at 100 pips and go for 200 or 300, then
500. Keep on pushing the envelope of those tactics while you
hunt for a cascade play.

But please don’t limit yourself to those tactics. ve
mentioned several times that the opportunities discussed in
this boolk are only a small sample of what is available out
there. Keep thinking about the metagame, episodic volatility,
the liquidity model, and the myriad of ways in which you can
exploit the choice of other market participants. Thinking
about all of these things will allow you to master the basic
information. And, once you master it, not only will your
account balance begin to grow, you'll also start seeing new
opportunities for highly profitable systems.

Once you start seeing these oppottunitics, you’ll be struck
with an overwhelming desire to share what you’ve learned
with everyone you meet, but refuse to make that mistake.
Every time you get the urge to share your sectet, remember
our discussions in Chapter 3 and 7 about how liquidity is
finite and how the profitability of an inefficiency decreases as
more people try to exploit it. The best advice I can give you is
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to keep those profits for yourself... growing your account in
the process.

- Soon you’ll find another inefficiency, and another, and
another. FHventually youll have so many inefficiency
opportunities and you’ll be making so much money, that you
won’t know what to do with it all!l

But, we'te getting ahead of ourselves. Before any of those
fabulous profits can be earned, you need to learn how to read
sentiment, and even with this book as a guide, that might not
be as easy as it seems...

Success in any endeavor is part knowledge, part ambition,
and part determination. Consuming the information about
how to do something can only get you so far. To achieve the
level of success you are looking for, you really need to want it.
And not just want it - you need to want it so badly that you
have no choice but to overcome the roadblocks you will
encounter along the way. Because, encounter them you will.

The first complication you’re going to run into is that
sentiment is a  very ethereal concept. As an
introverted/analytical type trader, the touchy feely wotld of
sentiment isn’t going to come naturally to you. You’re really
going to have to pay attention and think hard about what it is,
how it works, why it is the way it is, and what conditions are
required for it to change.

To make it as easy as possible, I've setup a private forum
at OrdetFlowTrading.com where you can discuss potential
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solutions with other aspiring order flow traders, as well as
myself.

Unfortunately, I can only do so much to help. At the end
of the day, even with this book, a forum, and whatever other
resources I try to make available to you, you are the only one
who can overcome the obstacles in your path in a way that
will work for you.

It isn’t going to be easy. Things that are worth as much as
a career in trading rarely are.

However, the bright side of trying to learn Order Flow
Trading is that if you have the ambition and determination to
work through the inevitable complications, the rewards on
the other side are more than worth your investment. "The only
question is, are you willing to make it?

Luck be with you, my friend.





