[image: image1.emf]Long Straddle Payoff Diagram (Forex)

-200

-100

0

100

200

300

400

500

600

700

-150 -100 -50 0 50 100 150

Pips

P/L


[image: image2.emf]Long Straddle Payoff Diagram (Forex)

-50

0

50

100

150

200

250

-150 -100 -50 0 50 100 150

Pips

P/L




Long Straddle (Forex)
The long straddle is the simultaneous purchase and sale of the same currency pair at the same price level.

When to use the long straddle
This strategies general use is for when a sharp movement is expected, but the general direction is not known. The direction is not needed to be predicted, just the knowledge that a significant move will happen in the very near future, such as what happens at a news release of significance. 

Having bought and sold a currency pair, an investor has exposure to a move in either direction. However, this exposure comes at a price. The straddle is an expensive strategy, as the cost of two lots of spreads is incurred. The price of the pair has to move far and fast for this strategy to be profitable.

The most that can be lost on this strategy is the cost of both stop loss levels being hit as what happens in a whipsaw movement. Both positions will be closed in such an event. The impact can be minimized by keeping the stop losses at a lower level but this increases the likelihood of this event happening. By taking into account the Average True Range of the pair, an educated estimate can be made of where the stop losses can be placed without increasing the maximum loss of the trade.

Graph 1

The size of the stop loss directly impacts where the breakeven points are and how far away they are from the entry. The closer they are, the sooner the trade moves into profit. But again, this will increase the likelihood of both stop losses being hit.

If the price of the currency pair moves very fast, exiting the losing trade will often lead into it not being filled at the desired level. The safest way to ensure that the losing leg of the trade exits is to enter into both legs of the trade with guaranteed stop losses. While this costs extra, the increased spread, low liquidity and poor executions of exits during this time of high volatility will mean you will lose much more than the small cost of guaranteeing your exit price.
Asymmetric Long Straddle

If one way is more likely to happen, the long straddle can be modified to increase the payoff if you’re correct while still protecting the other side of the trade if you turn out to be wrong.

This is done by increasing the number of units in the direction of the more likely direction while keeping the other legs units the same or less. The payoff diagram in graph 2 shows this.
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Graph 2
This shows a ratio of 5 to 2. Five mini units are bought for the up leg and two are sold for the down leg. As you can see if it goes in the predicted direction it needs to only move 3.36 pips before it starts being in profit. However if the other direction occurs, it would take 52.5 pips before it starts to make profit. This is more risky than a symmetric straddle if the move isn’t that big and it occurs in the wrong direction, but if it goes in the predicted direction, the profit will be much stronger.
The most that can be lost using this strategy is if the price fluctuates wildly triggering both stop losses. While this can be considered a big loss, it is a known loss and lot size can be manipulated to keep in line with your maximum risk profile. It is rare for this event to happen and with careful planning which news to trade, this can be minimized.
	
	pips
	
	Drawdown
	-42

	Spread
	3
	
	Possible Loss
	-121.8

	Stop loss
	10
	
	Risk/Reward R*
	4.105

	Lots (up)
	5
	
	*assume 100 pip move
	

	Lots (Down)
	2
	
	
	

	Gnt. Stop
	-3
	
	
	

	RL
	-30
	
	
	

	LL
	-12
	
	
	

	SL (up)
	-16.8
	
	
	

	SL (down)
	-105
	
	
	

	Breakeven LL
	-52.5
	
	
	

	Breakeven RL
	3.36
	
	
	


Example

In this example, the Fed was scheduled to release an update on interest rates in the US with much uncertainty about what Bernanke will do. With this in mind, a symmetric long straddle trade was entered with 5 minutes to the announcement. The news com out that the fed was going to cut the interest rates by a larger 0.5% which caused the USD to drop and made this trade a very profitable one. 

The trade was exited when a retracement occurred which is very typical at significant news announcements for a total of 62 pips profit in approx. 30 seconds. This showed that this system can work and produces very nice profits in no time at all with limited risk and unlimited profit potential.
