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There are several different ways to analyze the market in anticipation of trading. Though categories of analysis may be plentiful, keep the end goal in sight 
which is to use the analysis to identify good trading opportunities. The four areas are: 
 

1) Fundamental Analysis 
Fundamental analysis involves assessing the economic well being of an entity, not taking into account its price movements. For traders in the stock market, 
they would take a look at the company’s earnings, expenses, assets, and liabilities. Fundamental traders will use those data points to determine the health of 
the company. If their economic well being is trending better as their company’s earnings and balance sheet is growing, then fundamental traders may buy the 
firm’s stock in anticipation of demand growing for that firm’s stock. 
 
We have similar data points in foreign exchange, except for the whole economy rather than a specific company. A fundamental FOREX trader will analyze the 
country’s inflation, trade balance, gross domestic product, growth in jobs and even their central bank’s benchmark interest rate. By assessing the relative 
trend of these data points, a trader is analyzing the relative health of the country’s economy and whether to trade the future movement of their currency. 

 
2) Technical Analysis 
Technical analysis involves looking at patterns in price history to determine the higher probability time and place to enter and exit a trade. For equity traders, 
they will analyze the price of volume of the shares traded on the exchange. If prices are moving higher on increasing volume, traders will see the demand for 
shares of that company’s stock and buy. 
 
Traders may also look for price patterns on the chart like triangles, flags, and double bottoms. Based on the pattern, a trader will determine the entry and exit 
points for the stock. A technical trader is not as concerned about why something is moving because the trends and patterns on the charts are their signals. 
 
Commodities and Currency Market has many of the same technical tools that are used in stock trading. A technical forex trader will assess the price 
action, trend, support and resistance levels. Many of the patterns used in equities trading are also traded in foreign exchange including those noted above. 
 
Additionally, the indicators and oscillators added to a price chart are very similar between the stock and foreign exchange markets. Moving 
averages, Bollinger Bands, MACD, Relative Strength Index (RSI), and stochastic tends to be some of the more common tools in a technical traders tool box. 
This is a result of the indicators ease of use and clarity of signal it provides. 
 
 
 

http://www.dailyfx.com/forex/education/trading_tips/daily_trading_lesson/2012/01/16/Central_Banking_a_Study_of_policy_and_market_effects.html
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3) Sentiment Analysis 
Sentiment is another widely popular form of analysis. When you see sentiment overwhelmingly positioned to one direction that means the vast majority of 
traders are already committed to that position. There are two types of Sentiment in the Market: 

 Risk-Off Sentiment 

 Risk-On Sentiment 
 

Risk-on and Risk-off is an investment setting in which price behavior responds to and is driven by changes in investor risk tolerance. Risk-on risk-off refers to 
changes in investment activity in response to global economic patterns. During periods when risk is perceived as low, risk-on risk-off theory states that 
investors tend to engage in higher-risk investments; when risk is perceived as high, investors have the tendency to gravitate toward lower-risk investments. 
 
Investors' appetites for risk rise and fall over time. At times, investors are more likely to invest in higher-risk instruments than during other periods, such as 
during the 2009 recovery. The 2008 financial crisis was considered a risk-off year, when investors attempted to reduce risk by selling existing risky positions 
and moving money to either cash positions or low/no-risk positions, such as U.S. Treasury bonds. 
 
Not all asset classes carry the same risk. Investors tend to change asset classes depending on the perceived risk in the markets. For instance, stocks are 
generally seen as riskier assets than bonds. Therefore, during periods of stocks outperforming bonds, this is said to be a risk-on environment. When stocks 
are selling off and investors run for shelter in bonds or gold, the environment is said to be risk-off. 
 
As the perceived risk rises in the markets, investors jump Risk assets and pile into high-grade bonds, U.S. Treasury bonds, gold, cash and other safe havens. 
While returns on these assets are not expected to be excessive, they provide downside protection to portfolios during times of distress. 
 
When risks subside in the market, low-return assets and safe havens are dumped for high-yielding bonds, stocks, commodities and other assets that carry 
elevated risk. As overall market risks stay low, investors are more willing to take on portfolio risk for the chance of higher returns. 
 

Risk-on Assets Risk-off Assets 

High Yield Bonds High Grade Bonds 

Stocks US Treasury Bonds 

Commodities Gold and Silver 

Currencies like AUD, NZD, etc. Cash 

 Currencies like USD, JPY, CHF, etc. 
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4) Inter-Market Analysis 
Inter-market analysis is a branch of technical analysis that examines the correlations between four major asset classes: stocks, bonds, commodities and 
currencies. There are clear relationships between stocks and bonds, bonds and commodities, and commodities and the Dollar. Knowing these relationships 
can help chartists determine the stage of the investing cycle, select the best sectors and avoid the worst performing sectors. 
 

 Inflationary Relationships 
The inter-market relationships depend on the forces of inflation or deflation. In a “normal” inflationary environment, stocks and bonds are positively 
correlated. This means they both move in the same direction. The world was in an inflationary environment from the 1970's to the late 1990's. These are 
the key inter-market relationships in a inflationary environment: 
 A POSITIVE relationship between bonds and stocks 
 Bonds usually change direction ahead of stocks 
 An INVERSE relationship between bonds and commodities 
 An INVERSE relationship between the US Dollar and commodities 
 
POSITIVE: When one goes up, the other goes up also. INVERSE: When one goes up, the other goes down. Interest rates move up when bonds move down 
In an inflationary environment, stocks react positively to falling interest rates (rising bond prices). Low interest rates stimulate economic activity and 
boost corporate profits. Keep in mind that an “inflationary environment” does not mean runaway inflation. It simply means that the inflationary forces 
are stronger than the deflationary forces. 

 

 Deflationary Relationships 
The inter-market relationships during a deflationary environment are largely the same except for one. Stocks and bonds are inversely correlated during a 
deflationary environment. This means stocks rise when bonds fall and vice versa. By extension, this also means that stocks have a positive relationship 
with interest rates. Yes, stocks and interest rates rise together. 
Obviously, deflationary forces change the whole dynamic. Deflation is negative for stocks and commodities, but positive for bonds. A rise in bond prices 
and fall in interest rates increases the deflationary threat and this puts downward pressure on stocks. Conversely, a decline in bond prices and rise in 
interest rates decreases the deflationary threat and this is positive for stocks. The list below summarizes the key inter-market relationships during a 
deflationary environment. 
 An INVERSE relationship between bonds and stocks 
 An INVERSE relationship between commodities and bonds 
 A POSITIVE relationship between stocks and commodities 
 An INVERSE relationship between the US Dollar and commodities 
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Dollar and Commodities 
While the Dollar and currency markets are part of inter-market analysis, the Dollar is a bit of a wild card. As far as stocks are concerned, a weak Dollar is not 
bearish unless accompanied by a serious advance in commodity prices. Obviously, a big advance in commodities would be bearish for bonds. By extension, a 
weak Dollar is also generally bearish for bonds. A weak Dollar acts an economic stimulus by making US exports more competitive. This benefits large 
multinational stocks that derive a large portion of their sales overseas. 
 
Conclusion 
Inter-market Analysis is a valuable tool for long-term or medium-term analysis. While these inter-market relationships generally work over longer periods of 
time, they are subject to draw-downs or periods when the relationships do not work. Big events such as the Euro crisis or the US Financial crisis can throw 
certain relationships out of whack for a few months. Furthermore, Inter-market Analysis should be used in conjunction with other technical analysis 
techniques. The Industrial Metals/Bond Ratio chart could be part of a basket of broad market indicators designed to assess the overall strength or weakness 
of the stock market. One indicator or one relationship should not be used on its own to make a sweeping assessment of market conditions. 
 
 


