
3 Ways to Identify a Trend

In the foreign exchange markets, like in many other markets, 
there are two basic types of trading environments – a trend 
and a range. A trend can be defined as a general move in one 
direction while a range is an oscillation in price between two broad 
levels. In stocks, we typically try to “buy low” (at a value) and 
“sell high”; this is actually the foundation of range trading. 

Currencies, however, trend more often than they range. Witness 
the near vertical move in the EUR/USD chart from 1.20 in 
January 2006 to 1.60 by July 2008 as prices climbed steadily 
with very little retracement. Trends can last for weeks, months 
and even years. As indicated in the chart below, it is much easier  
to look for opportunities to join a trend than to fight it. In this report, we attempt to outline 

three simple methods to identify a trend:

Bollinger Bands »
Moving averages »
ADX »
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Remember that both stocks and forex trading involve risk. Forex trading is not conducted on a regulated exchange and as a result, there are additional risks associated 
with forex trading.
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BOllingeR BAndS 
Bollinger Bands basically plot standard deviations above and below a moving average. They were developed in the early 1980s 
by John Bollinger and are typically used to determine volatility. At GFT, however, we like to use Bollinger Bands to help us gauge a 
trend. 

In the chart below, we plotted a set of standard Bollinger Bands using the settings 20,2 (which mean two standard deviations away 
from the 20-day moving average) and then added a set of 20,1 Bollinger Bands (one standard deviation away from the 20-day 
moving average). This helps us to create our buy zone and sell zone. 

Typically, when an uptrend in a currency pair is very strong, it will remain in the buy zone, the zone between the upper Bollinger 
Band of two standard deviations and the upper Bollinger Band of one standard deviation, for some time. When the downtrend is 
very strong, the currency pair will remain within in the sell zone, the zone between the lower Bollinger Band of two standard devia-
tions and the lower Bollinger Band of one standard deviation. If the currency pair closes below the buy zone or above the sell zone, 
we say that it has entered the range trading zone.

Bollinger Bands are great tools to use to help determine when a currency pair enters or exits a trend. For those traders who like to 
pick tops and bottoms, a good way to do so is to wait for the currency pair to exit the buy or sell zones. 

Buy Zone

Sell Zone
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MOving AveRAgeS 
Moving averages is another great tool for identifying a trend in the currency market. By definition, moving averages track the 
average price of a currency pair over a specified period of time. A 20-day Simple Moving Average (SMA), for example, tracks the 
average price of a currency pair over the past 20 days. 

One way to identify trends with moving averages is to look for a perfect order. This occurs when all of the shorter term moving 
averages are above the longer term moving averages in an uptrend and the longer term moving averages are above the shorter 
term moving averages in a downtrend. We usually see a new and powerful trend emerge when these perfect orders form after a 
period of range trading. 

Here is an example in the GBP/USD pair where moving averages are lined up in a perfect order. As you can see in the chart below,  
the 10-day SMA is below the 20-day SMA, which is below the 50-day SMA and those are below the 100-day and 200-day SMAs. 
We have also highlighted the day that the perfect order formed (August 11, 2008). At that time, the GBP/USD was trading at 
1.9100. Forty days later when the perfect order breaks ranks on September 22, 2008, the GBP/USD was trading at 1.8572 or 500 
pips lower. 

Perfect orders do not form often, but when they do, they can provide a powerful sign that a new trend has emerged.

Perfect Order Forms

Perfect Order Breaks

GBP/USD @ 1.9100

Red = 10-day SMA

Blue = 20-day SMA

Purple = 50-day SMA

Green = 100-day SMA

Orange = 200-day SMA

Source: DealBook®



3 WAYS TO IDENTIFY A TREND

800 465 4373
TOLL FREE

616 956 9273
MAIN

gftforex.com 
WEB, LIVE CHAT

IMPORTANT NOTE: Trading foreign exchange on margin carries a high level of risk, and may not be suitable for all investors. The high degree of leverage can work 
against you as well as for you. Before deciding to trade foreign exchange you should carefully consider your investment objectives, level of experience, and risk appetite. 
The possibility exists that you could sustain a loss of some or all of your initial investment and therefore you should not invest money that you cannot afford to lose. 
You should be aware of all the risks associated with foreign exchange trading, and seek advice from an independent financial advisor if you have any doubts. Past 
performance is not necessarily indicative of future results. CD04U.043.111808
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AdX (AveRAge diReCTiOnAl indeX)
The ADX is short for the Average Directional Index, which is a classic measure of a trend’s strength. Unlike Bollinger Bands and 
moving averages which can help define the direction of the trend, the ADX simply measures whether the trend is strong or weak. 
The index is displayed as an oscillator in a separate box below the price charts on a scale of 0 to 100. 

As a rule of thumb, if the ADX is greater than 30, a trend is strong; if ADX is below 20, a trend is weak. In a strong trend, we want to 
see the ADX sloping upwards. In the following EUR/USD chart, we inserted vertical lines to represent the times when ADX crosses 
the 30 mark. 

Back in March 2008, for example, the ADX crossed above the 30 mark when the currency pair was trading at 1.52. Over the next 
month, the currency pair gained strength at a relatively rapid pace and ended up hitting a high above 1.60. When the ADX crossed 
back below the 30 mark, the currency pair ended up range trading for the next few months before breaking lower in the middle 
of July. 
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