Daily 5 EMA System

Note – the Daily timeframe system is almost identical to the rules followed in the 4 hour timeframe; a few modifications have been added and these have been identified in the text by calling them ‘Tweak #1, 2’ etc.  For those familiar with the 4 hr rules, the tweaks are summarised at the end. http://www.forexfactory.com/showthread.php?t=111623&page=183
The standard 4 hr rules work perfectly well in this timeframe, the tweaks are intended to make the system even lower in maintenance and in certain circumstances, more profitable.

The user is encouraged to back-test to gain confidence with the rule amendments and to identify and investigate other tweaks to optimise this system.

1. Chart Setup

Set GBP/USD Chart to the Daily timeframe

1.1 Place an Exponential Moving Average, set to 5 periods, to the HIGH of the price (5 EMA High)

1.2 Place an Exponential Moving Average, set to 5 periods, to the Low of the price  (5 EMA Low)

2. Setup Bar

A setup bar is a candle or bar whose price action has either exceeded the 5 EMA High or been lower than the 5 EMA Low by 5 pips or more during the 24 hour period.

This price action may have crossed the 5 EMA or may have occurred fully outside the 5 EMAs throughout the whole of the period.

Price breaching or above the 5 EMA High gives a setup for a short or sell trade

Price breaching or below the 5 EMA Low gives a setup for a long or buy trade

The only exception to this is when a bar breaches both of the 5 EMAs within the period.

See examples below

2.1 Example – Identification of Bars
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1. Examples of long setup bars. Price can be fully below 5 EMA, start between the EMAs and move down or start outside the EMAs and move up. Price does not have to touch the 5 EMA low

2. Examples of short setup bars. Price can be fully above 5EMA, start between the EMAs and move up or start outside the EMAs and move down. Price does not have to touch the 5 EMA high

3. Examples of bars that do not qualify as setups. They are either fully between the EMAs throughout the period or do not exceed the EMAs (high or low) by more than 5 pips.

4. Examples of bars that do not qualify as setups as the price action exceeds or is equal to (that is, it just touches) both of the EMAs during the period

Note – every bar shown on the chart is a type 1, 2, 3 or 4 but not all have been labelled!

Also note – on this and on other examples shown, ignore any lines other than the two 5 EMA ‘envelope’ lines – they are not relevant to this system.

2.2 At the close of a setup bar for a long order

· A buy stop order is placed 10 pips above the highest level of the setup bar

· A contingent stop loss is placed 5 pips below the lowest level of the setup bar (that is, a stop loss that will be activated only if the buy stop order is activated)

2.3 At the close of a Setup bar for a Short order

· A sell stop order is placed at 5 pips below the lowest level of the setup bar

· A contingent stop loss is placed 10 pips above the highest level of the setup bar (that is, a stop loss that will be activated only if the sell stop order is activated)

2.4 In the case of a long setup bar, the following bar will be either:

· A new long setup bar

· To qualify as a new long setup bar it must have a lower low than the previous bar

· A reversal bar

· To qualify as a reversal bar its high must exceed that of the setup bar by 10 pips – we cover Reversal Bars in detail in the next section

· A Failed Reversal Bar

· A failed reversal bar is one that does not fill the stop order on the setup bar but does not make a lower low than the setup bar

2.5 In the case of a short setup bar, the following bar will be either:

· A new short setup bar

· To qualify as a new short setup bar it must have a higher high than the previous bar

· A reversal bar

· To qualify as a reversal Bar its low must be lower than that of the setup bar by at least 5 pips– we cover reversal bars in detail in the next section

· A failed reversal bar

· A failed reversal bar is one that does not fill the stop order on the setup bar but does not make a higher high than the setup bar

We will deal with failed reversal bars in more detail in Section 5.

3. Reversal Bar

3.1 The reversal bar is the bar that fills the buy or sell stop order placed on the setup bar.

· For a long order the reversal bar must have exceeded the high of the setup bar by at least 10 pips.

· For a short order the reversal bar must have been lower than the low of the setup bar by at least 5 pips.

3.2 When the long or short order is triggered, the contingent stop loss order is automatically triggered.

3.3 Occasionally the reversal bar may develop a lower low than the setup bar (for a long position) before progressing upwards and triggering the order; in this circumstance, when the reversal bar has closed, the stop loss position must be manually adjusted to 5 pips below the low of the reversal bar.

3.4 For a short position the opposite applies but in this case the stop loss must be moved to 10 pips above the high of the reversal bar as this will be a buy stop to close the position.

3.5 The stop loss is only adjusted if the reversal bar has developed a lower low than a long setup bar or a higher high than a short setup bar.

3.6 Another occasional occurrence is that the order is filled, creating the automatic stop loss position, and then the price reverses through the stop loss closing your position.  

Tweak #1 - in this situation, at the close of the bar that caused the stop loss, we now place an order to buy 10 pips above the high of the closed bar and an order to sell 5 pips below its low.  

This tweak applies for one reversal only – if this order is subsequently stopped out before the bar that filled the order has closed, we are now flat and must wait for a new setup bar and reversal bar to re-enter a trade.

4. Reversal Order

4.1 When the reversal bar has closed, a reverse stop order is now placed at the same level as the stop loss with a contingent stop loss at the opposite end of the reversal candle.

Thus, if the price now reverses through your stop loss, it triggers a stop order in the opposite direction and automatically places a new stop loss at the opposite end of the reversal bar.

At the close of this bar the stop loss is now moved to 10 pips above the maximum value (for a short position) or 5 below the minimum value (for a long position) that the price achieved before reversing.

Occasionally this will result in moving the stop loss away from the opening level.

See example below

4.2 Example – Normal Long Order Process
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1. Setup bar for long order - 5 EMA Low exceeded by more than 5 pips.

· At close of this bar, buy stop order place at highest level of bar + 10 pips.  

· Contingent stop loss order placed 5 pips below lowest level of bar.

2. Reversal bar – buy stop order triggered and contingent stop loss automatically entered at 5 pips below setup candle low

· At close of this bar place a sell stop order at the same level as the now active stop loss level

· Contingent stop loss order placed 10 pips above the high of the now closed reversal candle

4.3 The process for short orders is identical except in reverse.

4.4 Example – Stop Loss Adjustment
In this example, a sell order has been activated but the reversal bar has made a higher high than the setup bar.
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1. Short order setup bar – this is the same as we saw in the previous example except in reverse

2. Our reversal bar makes a higher high than the setup bar before triggering the sell stop order (ignore the short red bar between bars 1 and 2 for a moment).

· On the close of the reversal bar the stop loss order is manually adjusted to 10 pips above the high of the reversal bar

· The reversal order is then placed at the same level as this stop loss order with its contingent stop loss order placed 5 pips below low of the reversal bar.

4.5 Note

If the price had fallen to trigger the sell stop order level before going up to the high of the bar, the stop loss would have also been triggered and we would now have no open order.

In this situation we would now use Tweak #1.

4.6 Also Note

After setup bar 1 we have a short red bar that does not get higher than the setup bar high nor does it trigger the sell stop order; this is a failed reversal bar and is therefore ignored.  We will come to failed setup bars and how to deal with them shortly.

4.7 Exception to the rule

There is only one exception to the reverse order placement rule and that is when the order has itself been opened due to a full stop loss resulting in a reverse order being triggered; in this circumstance a further reverse order is not placed.

This rule only applies if there is no valid setup bar between an order opening and its subsequent closure due to a stop loss.

If the stop loss from this reverse order is hit, we are out of a trade and apply Tweak #1.

On the other hand, if there is a valid setup bar following the opening of the reversal trade, reverse stop orders and contingent stop losses are placed in the normal manner on this new setup bar.

See example below with reference to Bars 4 and 10.

4.8 Example – Orders Followed by Stop Losses

Now, pay attention at the back, this is an interesting example and covers all of the rules so far.  It is also a good lesson in the reason why all signals must be taken as there is a succession of stop losses before the price moves down steeply after candle 10.
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1. Buy setup bar; note that the previous two bars are also buy setup bars but bar ‘1’ is the first bar that is followed by a reversal bar that fills the buy stop order that has been placed 10 pips above bar 1.

2. Reversal bar – fills buy stop order placed above the setup bar and is then stopped out when it goes 5 pips lower than bar 1.  We are now flat so Tweak #1 is applied

3. Reversal bar that fills the buy stop order placed on bar 2.  A reverse sell stop order is placed 5 pips below it when it closes with a contingent stop loss at 10 pips above its highest point.

4. Bar 4 hits the stop loss and triggers sell stop order placed below bar 3.  Note – see point 4.7 above – Exception to the rule; as this sell order is the result of a full stop loss, no reverse buy stop order is placed above this bar when it closes.

5. Bar 5 triggers the stop loss above bar 4 so we are now flat.  When it closes, Tweak #1 is applied. (Note – Tweak #1 cannot be applied to two successive stop outs; in this case it was last applied to bar 2, 2 bars prior to this application).

6. Bar 6 fills the sell stop order placed under bar 5 and is a new buy setup bar (as it makes a lower low than bar 5), when it closes a buy stop order is placed 10 pips above it, contingent stop loss 5 pips below it.

7. Bar 7 is a new buy setup bar (as it makes a lower low than bar 6), when it closes a buy stop order is placed 10 pips above it, contingent stop loss 5 pips below it.

8. Reversal Bar that fills the buy stop order placed on bar 7.  A reverse sell stop order is placed 5 pips below it when it closes with a contingent stop loss at 10 pips above its highest point.

9. Trade continuation bar. Stop loss / sell stop not moved from 5 pips below bar 7 on the close of this bar as it is not a setup bar for a Sell and does not meet the criteria for Tweak #3 (covered later in Section 5.2 note 4)

10. Bar 10 hits the stop loss and triggers sell stop order placed below bar 7.

5.0 Trade Management

Now that we have looked at the entry rules it is time to look at the management of the trade and its exit process.

5.1 Management of an open position is simply a matter of looking at the chart on the close of each 24 hour period, examining the new bar that has been formed and taking the appropriate action, if any.

In the ‘ideal’ trade, a reversal bar will trigger our stop order, a reversal stop order with contingent stop loss will be placed on the closure of this reversal bar.  This will be followed by a succession of setup bars indicating a trade in the opposite direction.  At the close of each of these bars, a new stop order will be placed with a contingent stop loss order.  After a number of bars have closed, our profit will be locked in.  After a further number of bars, a stop order will be filled by a reversal bar and the whole process sets off again in the opposite direction

5.2 Example – Trade Management with Normal Exit
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1. Long setup bar

2. Reversal bar – note, this bar has made a lower low than the setup bar and will therefore have its stop loss manually adjusted at the close of the bar to 5 pips below its low

3. This bar has breached both EMAs and is therefore not a setup bar; the stop loss and contingent order levels are not changed at the close of this bar.

4. This bar closes between the EMAs without having touched either of them.  In this situation we apply Tweak #3
a. Tweak #3 – where a bar opens and closes between the 5 EMAs without touching either of them in the period, at the close of the bar the Stop Loss and contingent reverse order are placed 10 pips above the bar (when short) or 5 pips below the bar (when long) with the contingent Stop Loss at the opposite end.  See example below.

5. Successive short setup bars.  On the close of each bar a short stop order is placed 5 pips below the low of the bar with a contingent stop order placed 10 pips above the high of the bar.  In this way the profit becomes locked in by the close of the sixth bar after the reversal Bar ‘2’.

6. Reversal bar that fills the sell stop order placed on the previous sell setup bar.

5.2.1 Example of Tweak #3
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Here we see an example of where Tweak #3 is applied.

1. Long setup bar

2. Reversal bar that fill the buy stop order placed 10 pips above the setup bar

3. Bar fails to touch either EMA; on its close the stop loss and reversal order is moved to 5 pips below bar 3 with contingent stop loss placed 10 pips above bar 2.

4. Stop loss and reverse order triggered.

This is, of course, a well chosen example but it can be seen that the tweak applied here results in a minor profit from the long order rather than the larger stop loss that would have been taken without its application and we are into the next short position much earlier than would otherwise have been the case.

5.3 Failed Reversal Bars

Back in Section 2 we encountered failed reversal bars.  Here we will look at them in more detail.

As stated in section 3, a reversal bar is a bar that fills the stop order placed on a setup bar.

Also, as stated in Section 1, a setup bar is one whose price action occurs 5 pips or more outside the 5 EMA during some, or all of the bar period (5 EMA high for a short setup and 5 EMA low for a long setup)

For a successive setup bar, it must make a lower low (for a long setup) or a higher high (for a short setup) than the previous setup bar.

If it fails to become a new setup bar and it fails to fill the stop order placed on the setup bar, it is known as a failed reversal bar.

If the following bar also fails to fill the stop order but does not make a lower low (for a long setup) or a higher high (for a short setup) than the setup bar – even if it has made a lower low or higher high than the previous failed reversal bar – then it too is a failed reversal bar.

Tweak #2 - After two failed reversal bars, we close our position and apply Tweak #1
5.4 Example – Failed Reversal Bars
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1. Short setup bar

2. Reversal bar that also becomes a long setup bar

3. Bar fails to fill buy stop order placed above bar ‘2’ but fails to make lower low than bar ‘2’. This is a failed reversal bar

4. Bar fails to fill buy stop order placed above bar ‘2’ but fails to make lower low than bar ‘2’. This is a second failed reversal bar. Note, even if this bar had made a lower low than bar 3 but not bar 2, it would still not be a new long setup bar.  On the close of this bar we have had 2 failed reversal bars so according to Tweak #2 we close our position and apply Tweak #1

5. This bar fills the buy order placed above bar 4.  When the bar closes a stop loss and sell stop order are placed 5 pips below its low point.

6. The first bar in this series hits the sell stop order below bar ‘5’ , the index moves down forming new successive long setup bars.

5.7 Example – Failed Reversal Bars
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1. Entry level

2. Two failed reversal bars.  On the close of the second bar the position is closed (Tweak #2). Tweak #1 is now applied. Buy stop order placed above and sell stop order placed below second failed reversal bar.

3. Sell stop order triggered

4. A buy order is triggered when this bar exceeds 10 pips above the high of bar 3 which is then stopped out when it gets to 5 below the low of bar 3; on the close of this bar, Tweak #1 is applied to put us back into a trade.

5.5 Weekend Exit.

Tweak #4 Do not exit for weekends or Bank Holidays.

At the close of business on Friday, stop losses & contingent orders are left unchanged.  At the end of trading on Sunday, stop losses and contingent orders are updated.

On some platforms, a new bar is formed which runs until the new Monday bar starts; if this bar makes new highs or lows above or below the Friday bar, these are taken into consideration when altering stop loss and contingent order levels.

If your platform continues with the Friday bar on re-opening, wait till this bar closes before making alterations as normal.

This is simply because any weekend gap could trigger a false reversal before the market settles down – remember that the market likes to fill a gap so moving orders prematurely could stop you out on the re-open of trading.

Summary of Tweaks:

· We apply the 4 hourly system rules to the daily time frame as set out in the ‘4 Hr 5 EMA System by Sterling’ word document.

· For Buy orders, order is placed 10 pips above Setup bar high (spread is not added to this)

· For Sell orders, order is placed 5 pips below Setup bar low

· If the system puts us flat by virtue of

· a) two failed reversal bars or 

· b) an outside reversal bar, we place a buy order 10 pips above and a sell order 5 pips below the last closed bar with stops at the other end and with the provision for one stop and reverse trade only, this is Tweak #1
· If we get a setup bar as per rules and two failed reversal bars we exit our position on close of the second bar thus becoming flat, this is Tweak #2. Now we apply Tweak #1 to get back in the trade.  Tweak #2 replaces the 4hr 50% rule.

· Tweak #3 If, when in a trade, a bar closes which does not touch either of the 5 EMA’s, the stop loss and contingent orders are moved onto this bar as though it were a setup bar for a trade in the opposite direction.

· Tweak #4 Don’t close for weekends.

And that’s it!

The next step is to carefully work your way through:

· The instructions posted on Post 1 of the 4hr 5EMA thread.

· Posts 2, 6, 7, 8, 23, 29 & 36 & 2472

At the time of writing the thread is about 2700 posts long – this is about a weeks worth of reading and could well be the most profitable week’s work that you can do!

Please note, the original document (4 Hr 5 EMA System by Sterling – post 2472) was written in order to clarify some points in Sterling’s original posted rules, expand on some of the areas that seemed to be frequently questioned in the thread, and to provide some worked examples.

This document is intended to take Sterling rules and optimise them for use in a Daily timeframe.  The highlighted Tweaks are NOT WRITTEN BY NOR ENDORSED by Sterling.

If any of the rules contradict or appear to contradict those posted by Sterling, both now and in the future, Sterling’s posted rules apply.  These tweaks should be back tested by the user before applying to live trades.

This document has been written purely for educational use and does not constitute a recommendation in any form to use this system; the author accepts no responsibility for any losses incurred as a result of the use of this document or the system described.

Never trade with money that you can’t afford to lose.
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