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Preface

A WORD ABOUT RISK . ..

Investing and trading—in anything, be it real estate, raw land, oil, gas, se-
curities, futures, options—has associated risks. You must understand,
face, and embrace them before you act.

What are the risk factors for stocks, options, and futures?

First, they are all speculative in nature, but what isn’t? Will you live 5
more years? 10? 20? 50? Who knows? Yet you endure day in and day out
with this uncertainty. We all understand that at some point our life, as we
know it, ceases. What happens next has been debated without a consensus
since humans learned to talk.

Investing and trading are no different. You can do all the fundamental
research in the world about a particular investment, only to watch it melt
like a block of ice in the parking lot on a hot summer’s day. Or, you can be
the top technical trader and execute the perfect trade only to be whip-
sawed by an erratic market.

Life does not offer a money-back guarantee—why should you expect
any more from the stock, futures, or options markets?

Nevertheless, educating yourself about the markets you plan to trade
gives you an edge. Although it is not huge, I hope that edge will make you
a net winner instead of a net loser. But I cannot guarantee it because
there are too many uncontrollable factors in the win-lose equation. In any
trade or investment, think about the elements you have absolute control
over—the specific entity you decide to trade, the side (long or short) you
decide to enter on, the size of your position, and the length of time you
hold the position.

But the most important factors you face are totally unpredictable! Is
your market headed higher or lower? How fast is it moving? What new in-
formation will influence the market for or against your position without
warning? Will you have time and the will to exit, if you enter your position
on the wrong side?

I cannot train you to know which direction the market you are trading
is going to go. What I do in Ordinary People, Extraordinary Profits is
teach foundational analysis that will—if you employ it properly—tell you
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what the market should do next. Then I explain how you can protect your-
self if the market does not do what it should do. That is the edge you can
take away from this book. I intend to teach you to make good decisions
and place protective stops in case the decision is incorrect. The ancient
axiom, “Let your profits run; cut your loses short!” sums it all up.

Specific risks are associated with the various types of trading and in-
vesting discussed in the following chapters. The philosophy of the long-
term investor is to mitigate the risk of owning stocks by holding them for a
long time. The should process is that eventually stocks will rise, if they are
held long enough. The fallacy of this approach has to do with timing and
the amount of gain earned while waiting. There have been periods in the
history of the stock market when long-term investors have held securities
for decades with little or no gain. If you were an owner of such stocks dur-
ing those periods and needed income or capital gains for retirement or
other needs, you were out of luck.

Short-term traders attempt to deal with the risk of holding positions for
long periods by entering and exiting positions quickly. They want to be long
when stocks are rising and short when they are falling. That is the idea,
which is seldom, if ever, achieved all the time. Since these participants trade
frequently, they often spend a lot of money on brokerage commissions.

Timing of trades, no matter if they are long or short in duration, is crit-
ical, and it is impossible for anyone to be always right. Being on the right
side and for the right amount of time only half the time or less can result in
success—especially if the losers are cut before they grow unmanageable.

What about the futures and options traders? Do they fare any better?

If you trade futures, you face the dreaded limit up or limit down trad-
ing sessions when the price of the futures contract opens at the limit up or
limit down price. The price of the contract can move against, or in your
favor, for the specified limit amount without any trading taking place.
Sometimes a limit move continues for several days. If it is against your po-
sition, you are losing substantial amounts of money and there is nothing
you can do to relieve your suffering.

Or what about the options traders who buy a put or a call? They pay the
premium and will never face a margin call. The downside is that the options
will eventually expire. If the underlying entity does not move in their favor
or they do not offset the position before expiration, they lose 100 percent of
their investment—the premium and transaction cost. Option writers face a
theoretical, unlimited risk if the position moves massively against them.

No matter what you do to protect yourself—trade fast, trade slow,
trade small, trade big, trade stocks, futures, options, and so on—you still
risk losing your capital. I cannot guarantee your success. My goal in the fol-
lowing pages is to share the information and experience of our teaching-
trading staff to help you assess what the market you wish to trade should
do next and how to protect yourself if it does not.

Trade Wise!

DaviD S. NASSAR
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Introduction

The Inner Game

career. . . . Ordinary People, Extraordinary Profits shows you the
way to care for and nurture your investment capital.

This book is an outgrowth of information that I have presented to
many aspiring traders and investors to help them improve their trading and
investment decisions. With study and application, you will find that it can
help you, too.

No one cares more about your money than you do. Even qualified in-
vestment planners and stockbrokers seldom have the time to focus on
your account as intently as you do. Taking complete responsibility for your
financial future is one of the wisest decisions you can make.

Your money provides you and your family with a certain lifestyle. Just
as you paint your home and change the oil in your car, it is prudent to learn
how to preserve your capital and work toward its growth.

In the bull market in stocks that soared to an apogee at the end of the
past century, many people made huge profits. The year 2000, however,
ushered in a bear market that, in just a few years, erased $7 trillion in in-
vestment gains. The tumbling market most heavily punished the in-
vestors who clung to the traditional buy-and-hold methodology. It is
essential to have alternative ways for making—and securing—stock mar-
ket profits against events like those that began March 2000. That disaster
is a recent example, but history provides many others. Herein lies the
foundation of what you are about to learn: History repeats itself because
human nature rarely changes. We can state it another way: Market psy-
chology is the study of aggregated human nature as manifested on the

T 7/ ou are about to embark on one of the most exciting journeys of your
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2 ORDINARY PEOPLE, EXTRAORDINARY PROFITS

charts and prices of securities. Astute traders have known this for many
years.

Investors have learned that techniques employed by traders can pro-
tect gains and minimize losses. If you are, or want to be, a short-term in-
vestor or trader in the stock market, I congratulate you for choosing this
book. I have designed it to be the most comprehensive and state-of-the-art
course in the industry.

TRADE THE PROFESSIONAL WAY

By adopting the skills of professional traders, you will learn how to enter
and stay on the right side of a trend—be it minutes or weeks in dura-
tion—and, most importantly, how to gauge when that trend may be flat-
tening or about to end. (Those who held on to their Enron shares all the
way up, and then all the way down, undoubtedly could have used that
knowledge.)

Consistently profitable trading is related to the probability theory,
which says the more possible outcomes there are, the greater the chance
for success. This is also known as expectancy theory, and it works like
this: There are no secrets, only statistical probabilities that markets will
act and trend in a certain manner (bullish, bearish, market neutral, strong,
or weak). The probabilities are quantifiable (based on market psychology)
and use a model that statistically evaluates more winning trades than los-
ing trades. When winners are found, profits are left to run using tools such
as trailing stops; losers are quickly identified and covered (based on disci-
pline). If this is a secret, then it is, by far, the most valuable one a trader can
learn. After all, casinos have learned this lesson and build billion-dollar ho-
tels in the desert with only an epsilon of an edge. The trader can gain bet-
ter odds with this approach.

As the first step, you must see the market with an indifferent, instead
of a positive (bullish) or negative (bearish) predisposition. With the proper
techniques, you can make money in all market conditions, even direction-
less markets. You are best served by viewing the market for what it is, with-
out a bias about direction. Said another way, “Trade what you observe, not
what you believe.”

Mutual fund managers are often guilty of ignoring this rule. Most mu-
tual funds only make money if the market goes up (the manager can enter
only long positions), whereas hedge funds can make money in multiple di-
rections, including sideways. It makes sense that increasing your strate-
gies and opportunities to make money improves your odds of profiting. At
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MarketWise (www.marketwise.com), we attempt to take profits out of any
market setting, no matter what direction that may be.

RIDE THE STATISTICAL EDGE . . .
LIKE BETTING SEVEN IN CRAPS

It is no accident that the number seven is the magic number in craps (see
Table I.1). The number seven simply has more statistical opportunities than
any other number when throwing a pair of dice; therefore, it is the one that,
when thrown after the initial roll, signifies that the roller has lost. This is a
statistical fact and reality; it is not based on “feel” or heightened emotions.
The casino knows that the amateur gambler will bet emotionally when he
or she throws the dice. Additionally, the house has a statistical edge.

Casinos do not change the rules in the middle of a game of craps; they
systematically trade the odds. Conversely, amateur gamblers drink alcohol
while playing and make arbitrary bets that are anything but systematic.
The combined statistical edge of seven showing up more than any other
number, along with the greed and fear emotions of the amateur gambler,
creates an awesome advantage that builds pyramids in the desert. Trade
the odds . . . be the smart money!

As you read this book, you will discover how to look for high-probabil-
ity setups and entries prior to taking a position. You will learn how to cal-
culate your risk on each position before you enter, and ascertain exactly
where you want to exit if the trade goes against you. You will identify
which stop-loss exit is best for your trading methodology and why.

TABLE I.1 Expectionary theory reference table.

Dice Total Chance Odds
2 1-1 One 6tol
3 1-2, 2-1 Two 3tol
4 1-3, 3-1, 2-2 Three 2tol
5 1-4, 4-1, 2-3, 3-2 Four 3to?2
6 1-5, 5-1, 2-4, 4-2, 3-3 Five 6to5
7 1-6, 6-1, 2-5, 5-2, 3-4, 4-3 Six Even
8 2-6, 6-2, 3-5, 5-3, 4-4 Five 6to5
9 3-6, 6-3, 4-5, 5-4 Four 3to?2

10 4-6, 6-4, 5-5 Three 2to 1l
11 5-6, 6-5 Two 3tol
12 6-6 One 6tol
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You will also learn how to calculate your profit target. With a firm plan
in place, you can determine exactly how to manage your trade at all times.

Perhaps the most important skill you can possess as a trader is the
proper mind-set. When you enter a position, you are not—in the short
term—trading a stock or financial instrument. Instead, you are trading
people and their emotions of greed and fear on every level of the spectrum
that creates the momentum that, in turn, moves price.

MASTER THE INNER GAME

Once you learn the skills and strategies of trading, your continued success
depends on your attitude and mind-set—how you play the inner game.

One way to approach this is to consider the technique used by method
actors. They play the role of the character assigned to them by “getting in-
side” that character and “becoming” that person. Just so, you must get in-
side, understand, and acquire the disciplined confidence of professional
traders, who know the stock market cannot hurt them unless they allow it
to do so. When you know—and you know you know—you can operate
with knowledge and self-assurance within the market’s ebb and flow—
your self-assurance will replace fear and anxiety.

Before you start trading, it is wise to perform self-discovery and per-
sonal motivational analysis to target your particular strengths and chal-
lenges as they apply to trading. You can have 10 monitors lined up on your
desk and purchase the most sophisticated software. You can execute with
lightning-quick rapidity. You can read and absorb every book written on
trading and attend every class. Yet, if you don’t attain the unique mentality
that a trader must have, your road to trading success is likely to be an ex-
tremely challenging one.

Finally, the mastery of trading competence is a journey that never
ends. The skill-set of trading has many components, from a workable
knowledge of technical analysis, order execution, and market psychology,
to the broader scope of market machinations and money management. You
will have to dedicate your time toward learning, researching, and doing
your homework. You will need to commit money to your trading account,
and you must make sure it is not “scared money” (money that, if lost,
would alter your lifestyle or that of your family). You must also delve in-
ward and assess personal psychological traits that you may need to alter—
or strengthen.

This journey is an exciting and worthwhile expedition. Go slowly,
study, and craft your skills diligently. To paraphrase a popular adage,
“Trading is not a sprint; it is a marathon.”



CHAPTER 1

Foundational
Analysis

—to describe your needs as an investor/trader (I/T). Just as your body

needs quality food to survive and thrive, you need quality information
to build and maintain healthy investments. Most “market food” has already
been digested by the market (reflected in price) before the average person
gets it. Like any other digested food, it no longer has nutritional value. Peo-
ple get market information from the media only after its value has been ex-
hausted. The question is, why then do so many people still rely on this
information to make decisions?

On our journey, we will hunt for quality information that is still nutri-
tious and full of value so that our investments can flourish from it before
its value is digested. This information will not come from the media re-
ports, which are based on news from brokerage firms and corporations.
Too many people are enamored with these reports, which is why most par-
ticipants lose their money in the market. Our food comes from the art of
tracking market psychology in the form of greed and fear. This is where
you will find the best market food.

The difficult lesson to convey here is that those who have brilliant suc-
cess in the stock market employ the simplest methods. Indeed, it is the
shock market’s simplicity that is its greatest disguise. For, in the end, what
causes stocks to go up and down is not some diabolical force that lies be-
yond human intelligence, but instead the interaction of basic emotions. It
is only when we learn to distance our emotions from market analysis that

Ilike to use the analogy of the human body—in a purely physical sense-

5



6 ORDINARY PEOPLE, EXTRAORDINARY PROFITS

we begin to understand the fundamental simplicity of the stock market and
to trust that, at any level, the game is neither mysterious nor unbeatable.

In this chapter, I describe specific tools that you can use to simplify
reading the stock market’s vital signs. These tools all fall within the rubric
of foundational analysis, a discipline that uses only a few variables to
fully reveal the essence of stock-price fluctuations. The four key variables
of foundational analysis are price, volume, time, and velocity. In combina-
tion, they can tell us nearly all we need to know to profit as traders. Includ-
ing more variables will only complicate the task by increasing our bias and
making us susceptible to subjective factors as well as to emotional swings.

Emotions are a trader’s worst enemy. The skills that you must learn to
succeed can develop only when you focus on what is real and available in
the market and ignore the extraneous, mystical, and subjective. In this
book, I discuss ways to quantify such observations using foundational
variables, but you must first be aware that knowledge of these variables
cannot ensure successful trading, for no trading signal works all the time.
Diligent traders monitor real-time market data derived from price, vol-
ume, time, and velocity, as well as from historical trends; but they do not
apply this data in the same way with every trade, since the markets are
constantly changing. Thus, mastery of the stock market is more of an art
than a science.

The array of information at our disposal can be bewildering: Pic-
tograms, heat maps, histograms, and oscillators produce a never-ending
stream of bullish and bearish signals. But all of it is useless unless you in-
corporate sound principles of risk management as well as a perspective
that wisely takes the past into account. Even then, the most valuable
tool—experience—is something that can only come with time. Books or
seminars cannot fully explain or replicate experience, no matter how thor-
ough the curriculum. As a trader, you should rely on Ordinary People, Ex-
traordinary Profits for valuable guidance, while interpreting the material
in terms of your own experience.

You should view foundational analysis as a tool to structure and organize
your market observations so that you can apply them systematically toward
the goal of profitable trading. As you read this book, keep in mind that you
want to learn and hone a systematic approach to the market, not to perfect a
trading system per se. As you absorb the lessons of the various chapters, the
differences will become apparent, but in practical terms this approach means
that you will be seeking to develop an edge over other traders rather than a
guaranteed lock on profits. Holding an edge requires learning from others
who are successful, keeping an open mind, and never succumbing to the be-
lief that any one method or technique will work forever.

Because the markets never stop mutating, the best traders know that
the only thing that works over time is to constantly embrace change. How



Foundational Analysis ré

we made money yesterday is not always going to be the same way we will
make money today or tomorrow. Many traders learned this the hard way
when the raging bull market of the late 1990s abruptly turned into a hostile
bear market. Not only did the temper of the market change, but the rules
changed as well, including a move to decimal prices. This action tightened
spreads between bids and offers, effectively eliminating a successful arbi-
trage tactic of easier money. What did not change when the bear market
came marauding in March of 2000 were the foundational variables with
which we interpret the market’s underlying dynamics. To understand this
is to survive. Our steadfastness in adhering to bedrock principles of the
market is why we have endured long enough to share with you the means
for duplicating our success.

It takes discipline and courage to confront the psychological chal-
lenges that the stock market throws before you each day. In the end, the
market is all about the unknown—what we might call the far-right edge of
the chart. This is an undeniable truth. The far-right edge could be applied
to life itself. Every time you get in your car, you do not know if you will
have a good day or a bad day. So on any given day, you cannot know in ad-
vance if the market is going to go with you or against you. That is the real-
ity of life. Harsh? Probably. Realistic? Absolutely.

Trading is about gaining whatever small edge exists to predict the very
near-term future. This concept builds on common sense, and applying it to
the market relies on the principle that the most recent past will have the
greatest influence on the near-term future. The further you try to project a
trend out into the future, the farther back in time you must look.

CHARTS

Before examining the key components of foundational analysis, it is neces-
sary to understand the charts that are used to record price, time, volume
and velocity. The dedicated chartist will say that all the information
needed to predict what a stock will do is contained in charts showing what
the stock has already done. Some might scoff at this claim, but charts are
the best indicator of what a stock is about to do and what it has just done.
Before exploring why this is so, we are going to look at several types of
charts that appear in this book. Figure 1.1 is a simple bar chart.

In Figure 1.2 we examine just a piece of the chart in Figure 1.1 under a
magnifying glass. Notice that these bars are not simple sticks, but they
have tiny tick marks protruding from their sides. The tick mark on the left
side indicates the opening price; the one on the right side shows the clos-
ing price. The high point of the bar is the highest price that was traded
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FIGURE 1.1 The price activity of a particular stock over a period of five months,
from October to February. Time is shown on the horizontal axis, with monthly
intervals noted at the bottom. The vertical axis shows price. In this example, the
stock has fluctuated from a low of about $18 in early October to a high just above
$45 in mid-February. There are many facts on the chart in which we could also say
the stock fluctuated between $30 and $35 between late November and early
January. We could also say that the stock rallied steeply between mid-January and
February. This last statement relates to velocity, one of our four key foundational
variables.

during that particular period and the low point is the lowest price traded
within the period.

Analyzing a stock on a chart should not be limited to just one dimen-
sion of time; rather, we combine multiple time frames to gain further clar-
ity about the stocks’ behavior. It is common to begin our analysis with a
study of daily data (Figure 1.1) and then magnify that period of time by use
of an intraday time frame (Figure 1.2). The shorter-term time frame allows
us to get more precise in our entry orders as well as to manage the trade
with carefully placed exit orders.
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FIGURE 1.2 This intraday chart shows a more detailed view of the last 14 days
in Figure 1.1. Vertical lines separate the data into two-day increments of time.

Figure 1.3 shows the chart of a stock with the foundational variable of
volume displayed beneath it. Volume shows how many shares of a stock
have traded hands for a particular period.

Thus, we can summarize a stock’s price history merely by glancing at
its chart. In the preceding examples, price, time, and volume are all explicit
whereas the remaining foundational variable, velocity, must be inferred.
The quantification of velocity is discussed later in this chapter, but for now
simply think of velocity as the rate at which a stock’s price changes over a
given interval.

Another type of chart that offers an especially concise summary of a
stock’s price history is called a candlestick chart (see Figure 1.4). Here the
XYZ chart is rendered with price represented in candlestick form. The bars
are shaped like wax tapers, and most have “wicks” sticking out of the top
and the bottom. Candlestick charts date back to seventeenth-century
Japan, where a rice broker named Munehisa Homma is said to have been
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FIGURE 1.3 Nearly identical to Figure 1.2, this chart also contains volume bars
that tell us how many shares of XYZ stock traded for each intraday period.

one the first traders to use price history to predict price future. His theo-
ries and rules form the basis of the candlestick charting methods in use
today. In Figure 1.4, each candlestick represents a single day’s price action,
with open, high, low, and closing all noted.

The highs and lows are intuitively obvious because they are marked,
respectively, by the tops and bottoms of each wick, or shadow. For in-
stance, if you look closely at the spike higher near mid-January, you will
see that the candlestick bar’s shadows extend from approximately 35 to 37.
That was the stock’s price range on that day. But also observe that the
“bodies” of some candlesticks are clear (they would be green if shown in
color) whereas others are black (or red, if in color). The detailed diagram
in Figure 1.5 summarizes the basic candlestick. If the rectangle or real
body is clear (or green), the stock closed above its opening price. When the
real body is black (or red), the stock closed below its opening price. If the
body does not exist, it means the stock opened and closed at the same
price, even though it may have traded over a wider range for the period
being measured.
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FIGURE 1.4 The same information as the daily chart in Figure 1.1, but the open,
high, low, and close are shown as candlesticks.

High High

_7

1 Close Open

_7

Open

T Close
a v

Low Low

FIGURE 1.5 The white candles indicate a period of time where the stock closed
above the price it opened during the period. The dark candles show a period where
the close was below the open. When illustrated in color we could expect green and
red respectively.
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An advantageous aspect of candlesticks is that they tell us at a glance
whether the close was positive or negative. Also, those of us who stare at
charts for hours at a time find candlesticks are easy on the eyes.

TWO TYPES OF ANALYSIS

Now that you have a basic understanding of price charts, you need to de-
cide how to analyze them. Active traders must have a method for deciding
when to enter trades and, more importantly, when to exit them. How do
you plan to do that? When will you know a stock, index, option, or futures
contract is at a specific price or a price level that provides an acceptable
risk-to-reward ratio? Once in a trade, how will you know when the trade is
working for you, when it is not working, or when you should exit because
the risk-reward ratio is no longer in your favor? As an active trader, you
must have a system that allows you to react quickly, not one that requires
extensive fundamental research.

On the broadest level, you only have two choices: fundamental or tech-
nical analysis. Most traders who come from a background that emphasizes
investing for the long-term are familiar with fundamental analysis. In its
most basic form, it uses earnings per share of a stock to evaluate whether
the stock is a buy (undervalued) or a sell (overvalued). In reality, the ana-
lyst may examine all the information that is fundamental to the entity
(stock, commodity, etc.) to evaluate the chances that it will gain or lose
value. The fundamentals for a stock include any factors that will help or
hurt the company’s chances of making money: actual and projected earn-
ings, market share, product sales performance, management expertise, in-
dustry performance, micro- and macroeconomic outlook, government
regulations, news, public relations announcements, and so on.

For physical commodities like corn or silver, the fundamental analysis
is often oriented to actual supply-and-demand data. The fundamental ana-
lyst wants to know how much of the commodity is left over from previous
years (carryover), how much is in the supply line (storage), and how much
will be produced (grown, mined, refined, etc.) in the near-term, mid-term,
and long-term. Then they look at demand, usually worldwide, for that com-
modity. Is it strong or weak? Is the world overflowing in that commodity or
is it scarce? What and where are the stocks. Does any event loom on the
horizon (e.g., drought, war) that would affect supply or demand? The ana-
lyst needs to know whether the price of the commodity being evaluated is
elastic or inelastic: How responsive is the price to changes in supply and
demand? Will demand dry up for a commodity if the price gets too high?
Do chocolate addicts worry about the price of cocoa when supplies tighten
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and prices soar? Not likely. But will cattle feeders switch from feeding corn
to feeding wheat if wheat is substantially cheaper than corn? Yes—thus the
difference between elastic and inelastic.

Finding, gathering, analyzing, and evaluating all the fundamental fac-
tors influencing the price of a stock or other entity takes time and is often
subjective. Likewise, many of these factors take a long time to show their
impact. Negative news or a poor earnings report could knock $10 off the
per share price of a stock. Nevertheless, investors may know that the com-
pany behind that stock is fundamentally sound—well run, progressive,
and a good buy for the long-term. If they are planning on holding the stock
for months, quarters, or even years, it is probably a good buy at the de-
pressed price.

But as a trader, should you buy? Traders think short-term; they buy
and sell over a period of several weeks, days, and even hours and minutes.
Traders think income; the objective of investors is building wealth. The in-
come from trading may be used to create the wealth. The only interest
traders may have in the stock in question is to sell the stock short it if it
continues to show weakness, or to reverse and go long when the stock
shows signs of strength again.

If you come to trading from an investing background, you need to
make a substantial mental adjustment. Traders live in the here and now,
not the future. Where a day means almost nothing to a long-term investor,
it can be the entire lifetime of a trade. For some traders, it could easily be
the lifetime of 5, 10, 25, 50, or more in a single day. Executing dozens of
trades a day is common for active traders. There have been times when the
markets were as hot as a summer in Phoenix and traders racked up a hun-
dred or more trades a day, but this is not our focus.

Active traders generally do not depend on fundamental analysis on a
daily basis for selecting stocks and picking entry and exit points. It simply
takes too long to do the analysis or to wait for major price-influencers to
take hold. Instead, active traders like to do what they call “keeping the
wind at their back.” They want to look at the fundamentals to learn the
overall trend. They feel more comfortable trading from the long side in bull
markets and from the short side when the bear rules, particularly if the
trend is strong.

Deep fundamental analysis has another drawback for the active
trader; it is not self-correcting. If a stock appears to be a good buy at $20
per share based on fundamental analysis, it must look twice as good at $10.
Obviously, if you purchased 1000 shares at $20 and it is now $10, it might
not seem to be such a good idea.

Technical analysis solves these problems. It can quickly alert traders
to opportunities, it marks specific entry and exit price levels, and corrects
itself when it is wrong. This last capability may be its most important



14 ORDINARY PEOPLE, EXTRAORDINARY PROFITS

characteristic—the difference between a long and successful career as a
trader and a short and unhappy one.

There are only five possible outcomes for any trade. It can be a big
winner or loser, a small winner or loser, or break even. You can survive
with any of these outcomes except being a big loser. Winners are always
welcome, whatever the size. Losers are inevitable. They are as common to
active traders as strikeouts are to major league baseball players. Ballplay-
ers who can’t deal with striking out or traders who become depressed by
repeated losses are doomed to the bush league. Worse yet, those who don’t
learn to avoid big losses get thrown out of the game altogether.

Technical analysis is an ideal tool for the active trader, but it is no
panacea. You can go broke using technical analysis just as you can with
any trading or investing system. Its greatest strength—its ability to self-
correct—also can be its most frustrating feature. When you set up a trade
using most any type of technical analysis, one of the key elements is se-
lecting a price point that confirms the trade is not working. This is known
as the stop-loss price. Let’s say the stock you are trading is in an uptrend.
You decide to stay in that trade until the stock breaks through the uptrend
line drawn on a price chart by connecting all the closing prices. Once the
trend is broken, you close the trade.

Trading the uptrend and exiting when it is broken is a legitimate trading
approach that self-corrects. But what if, as soon as the trend is broken and
you exit the trade, the price of the stock reverses again and heads higher?
You exited too early and missed some additional profit, or even lost money.
This is known as being whipsawed by the market. Although it can be frus-
trating, it is a part of trading you must accept and avoid losing discipline
over. The worst thing you can do is to start second-guessing your stop-loss
level by arbitrarily staying in some trades and exiting others when they hit
your stop-loss price. This is how to set yourself up for a major loss.

If used properly, technical analysis prevents major losses and provides
a framework for selecting trades with acceptable risk-reward ratios.

WHAT EXACTLY IS TECHNICAL ANALYSIS?

Technical analysis is a method of evaluating stocks, futures contracts, op-
tions, and other securities. It relies on the assumption that market data, such
as price, volume, volatility, open interest, and other quantitative facts, can be
used separately or in combination to predict future (usually short-term) price
movements or trends. Unlike fundamental analysts, technical analysts do not
even consider the intrinsic value of the entity being evaluated. They believe
that they can accurately predict the future price movement by looking at its
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historical price activity and related statistics. They assume market psychol-
ogy is reflected in the technical data allowing them to anticipate when an en-
tity’s price will rise or fall and when price movement or trends will start, stall,
or reverse. Many technical analysts tend to be market timers, who believe
that technical analysis can be applied to the market as a whole—to market
sectors, indexes, and individual stocks, futures contracts, or options.

Literally thousands of technical studies are available. Some are simple
and straightforward; others are complicated and esoteric. Here is a short
list of subjects of well-known studies:

Advance/decline line

Moving average
Point-and-figure charts
Resistance and support
Descending tops and bottoms
Breath-of-market theory
Breakouts and breakdowns
Price chart formations—cup and handle, saucer, flag, pennant, double
bottom, head and shoulders, and double tops
Elliott wave theory

High-low index

Momentum indicator

MACD

On-balance volume
Overbought/oversold indicators
Tape reading

Relative strength

Arms index

Bollinger bands

Stochastics

TRIN

Turnover ratio

Volatility index

Regression analysis

Money flow

ADX

Technical analysis is a smorgasbord. It is a giant feast, set for anyone
hungry for ideas, information, and an edge on the market. The problem is
that there is often too much to enjoy, and too many traders want to start at
the dessert-end of the table. They want the softest, gooiest, sweetest, and
easiest trade first. In other words, just pass them a technical system that is
foolproof and 100 percent effective. Junk food for the mind.
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Such a system does not exist. If it did, would any of us be reading (or
writing) this book? The next thing to understand is that technical analysis
uses both art and science. The latter part occurs when the technician de-
velops the quantitative part of the trading system. All the commonly used
methods are computerized on trading platforms (e.g., RealTick®), making
it simpler to get started. Visit www.realtick.com for more information.

The former part, the art of technical analysis, refers to the trader’s in-
terpretation of the data or signals that the system generates. When is a sig-
nal a signal? This may sound strange now, but once you begin to trade you
will understand exactly what I am saying here. For example, you are set to
enter a long position when a certain price is hit, but what do you do if that
price is immediately exceeded by a few pennies or is hit and immediately
retraces? Do you go long or wait? What if volume spikes or flat lines at the
same time? What if extremely good or bad news, or a rumor, sweeps the
trading pits? Even the best technical systems cannot take all the market
fluctuations into consideration. You, as a trader, must often make a deci-
sion with conflicting or imperfect information.

The art of trading evolves from experience. You cannot learn to trade
without trading. For this reason, I recommend that you start out small,
trading a hundred or so shares using a simple system. The objective is to
learn how to execute good trades. Is a good trade one that makes money?
Often it is, but not exclusively. A good trade is one in which you have ab-
solute control and you exercise that control with ironclad discipline. You
may lose some money, but you do it on your own terms, not at the whim of
the market. Or it could be a trade that you exited based on your system,
but too early—leaving money on the table. You don’t want to do that on a
regular basis, but you do always want to be in control. You pick the trade.
You enter it at your price. You exit at your price or at your stop-loss limit.
You are calling the shots. Even if a call results in a loss, you are acting on
the market, rather than reacting to the market’s gyrations. Acquiring the
control that you want to get from the use of technical analysis is neither
easy nor automatic; it requires cool headedness and discipline. Neverthe-
less, making every trade a perfect trade is your goal.

You may have a trading system that you feel fits the criteria I have de-
scribed. If not, this book provides a simple and reliable one. Once you mas-
ter it, you will probably begin to modify it to better suit your needs and
personality (this is the art of trading coming to the surface). Before going
any further, it is useful to learn how and why technical analysis works.

Four foundations or principles support technical analysis. The first is
market action discounts everything. This means that everything known to
the market is reflected in the current price. Stocks trade for what they are
worth and the current price reflects all the supply and demand factors.
Some market participants get news and act on it before the general public
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can do so, but astute technicians can spot this activity by monitoring
charts and volume data. Recognizing what traders are doing doesn'’t tell us
why they are doing what they are doing.

A chart illustrates what all the participants are doing. It represents the
collective psychology of thousands of decision makers. The stock market
is known as a discounting mechanism because it attempts to factor future
events into current prices. It is important to recognize that decisions to
buy and sell stocks are often based on what is expected to happen. Much
of what moves stock prices is the anticipation of future events. It is here
that fundamental analysis plays a role in the development of long-term
trends. Because perceptions about the worth of a stock continually
change, prices are in flux. The catalyst for a change in perception is often a
fundamental development, but technical events can also lead to a move
higher or lower, especially in the short-term time frames that are so impor-
tant to active traders.

Price moves in trends is the second principle of technical analysis. A
trend once established is more likely to continue than reverse, Sir Isaac
Newton'’s First Law of Motion states: Every object in a state of uniform mo-
tion tends to remain in that state of motion unless an external force is ap-
plied to it.

Stocks are no exception to this rule. A stock that is moving higher con-
tinues to do so until it reaches a level that motivates sellers, an external
force, to offer enough stock to overwhelm the buyers, thus halting an ad-
vance. Stated in another way, as long as demand exceeds supply, prices
rise. That only makes sense because publicly traded securities represent
the largest auction markets in the world, and all markets are ruled by the
basic laws of supply and demand.

Likewise, a stock will continue to drop in price until the perception of
value has changed enough to motivate buyers to overcome the supply of
stock being offered by the sellers, thus halting a decline. Simply stated, as
long as supply exceeds demand, prices drop. It is important to point out
the use of the word perception, because the markets move based on per-
ception, not necessarily on fact, common sense, or even fundamentals.

It is said that the collective intelligence of the market sinks to the level
of the least informed participant. That is a scary thought, but understand-
ing it allows you to put your feelings aside and observe market action on
its own merits, rather than on what may appear to be the logical scenario.

The third principle of technical analysis is history repeats itself. An
often-repeated phrase goes something like this: “Those who forget the past
are condemned to repeat it.” A study of previous market action provides
significant insight into the way it trades. There is no doubt that certain pat-
terns repeat themselves on different charts at different times. These pat-
terns merely reflect the sum of the hopes, fears, and expectations of all
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market participants. Because people are often emotional decision makers,
they tend to react to certain events in predictable ways, especially when it
comes to investing in the stock market. These emotions are the only true
constant in the perpetually changing market mechanism. By understanding
human psychology and what motivates the buy and sell decisions, you can
often position yourself ahead of the action and anticipate profitable trade
setups. When you are looking at a chart, keep in mind that you are actually
looking at the collective psychology of the market participants.

The final principle of technical analysis is always have a backup plan.
Trading is an art, not an exact science, and your analysis will not always be
on target. Put harshly, the market does not care what you think. Your opin-
ion as a trader does not count, unless it is correct. When the final bell rings,
only the right votes count. Once you have done your analysis and come up
with a plan of action for a trade, your work is just beginning. Successful
traders know that they will be wrong many times, and they prepare for
those situations with predetermined stop losses that help avoid large
losses. If you can eliminate large losses, your account will be able to han-
dle the unpleasant, but inevitable, string of small losses that most traders
experience before hitting it big.

No one initiates a trade with the intent of losing money, but even the
best traders do stupid trades occasionally. What separates the good traders
from the excellent ones is the ability to take losses unemotionally at pre-
determined levels. These levels are based on time-proven money manage-
ment strategies. A backup plan is part of an intelligent approach to trading
that recognizes that no one is a perfect trader.

Now that we have discussed the four principles of technical analysis,
let’s explore how stocks are actually supposed to trade. Most traders have
heard of the Random Walk Theory, which was made popular in Burton
Makkiel’s book The Random Character of Stock Market Prices (1964). Ac-
cording to this theory based on stock prices trading randomly around their
intrinsic value, the best strategy is simply to buy and hold stocks. Well,
anyone who bought stocks based on this theory during the bear market of
2000 to 2003 and is still holding them today would likely disagree with the
theory. There is a lot of randomness in the day-to-day movement of stock
prices, but being able to recognize trends and developing a strategy for
selling based on the discontinuation of a trend allows you to be in cash or
to sell short during volatile and uncertain markets like those of 2000
through 2003. The Random Walk Theory also states that price movement is
random and unpredictable. Although it is true that stock price movement
cannot be accurately predicted all the time, it is also irrefutable that prices
often move in trends. You will not always enter a stock at the right time so
you must protect your capital through the intelligent employment of stop-
loss orders. If you are going to have any faith in technical analysis, or even
in trading, you need to forget the Random Walk Theory right now.
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The only true constant in the market is that humans tend to act, react,
and overact in similar ways to certain situations and this behavior repeats
over and over in the market. This is why technical analysis has merit; you
are merely looking at emotions reflected on a chart to gain insight into how
the crowd may act in a future similar situation.

THE FOUR-STAGE THEOQORY

Four distinct stages or phases govern the movement of stock prices:

. Accumulation
. Markup
. Distribution

_ W N =

. Decline

Each phase can be viewed and accurately interpreted on all time
frames from 1-month charts all the way down to 1-minute charts (see Fig-
ure 1.6). For traders, it is important to make sure that the trend is the same
on various time frames; you want the long-, intermediate-, and short-term
trends to be sending the same message. Inconsistency among the time
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FIGURE 1.6 This lllustration could represent the action of a stock over a 10-year
time frame, a 1-year time frame, 45 days, 10 days, or even 30 minutes. Regardless
of the time being studied, these cycles are repeated over and over. To understand

what action to take in each of these stages, first we need to break down each stage.
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frames diminishes the probability of a winning trade. An alignment of a
trend across time frames greatly increases the odds of a successful trade,
provided, of course, that you make the proper entry and have a favorable
risk-reward ratio.

In this book, three time frames—daily, 60-minute, and 10-minute—are
covered for each security to ensure that the short-term trends are not in
conflict with larger, more powerful, trends on long-term charts. These time
frames are the ones we consider most important for swing trading deci-
sions (1 to 10 days). This is an excellent way to find candidates for short-
term price movement as opposed to looking solely at the short-term time
frames to time day or swing trades. The daily chart (where each bar or
candle represents one day of trading data) is the first time frame to exam-
ine to verify the overall trend and to determine its maturity (see Figure
1.7). This is also the time frame that our “Profiler” scanning technology
uses consistently to find the best trading and investing ideas each day (see
Figure 1.11).

Daily

.o" RealTick Graphics used with permizsion
® a® of Townsend Analytics, Ltd.

28
26
24
P2 B2
P22
20

18

15

AUDooc
10000000

0
J A5 o N D J F M A M
FIGURE 1.7 All four stages of stock movement for a given stock over the

course of approximately one year. Each candle represents the trading activity for
one day.
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FIGURE 1.8 Shares of the same stock as in Figure 1.7 on the hourly time frame,
showing the four stages of a stocks’ life on the most meaningful time frame for
swing traders.

The hourly chart (each candle represents 60 minutes of trading) is the
next and probably the most important period for swing traders to study
(see Figure 1.8). It is the time frame for planning the trade, which is based
on arisk-reward ratio of at least 1:3. A 1:3 risk-reward ratio means that for
every dollar at risk, there should be a potential to make three dollars. The
risk reward ratio is best planned for on the hourly time frame because this
is where we can most easily recognize important levels of support and re-
sistance that form the trends. Having a favorable risk-reward ratio allows
for the occasional small losses everyone experiences, while the winners
will make up for those losses with less than a 50 percent win-loss ratio.
When you eliminate the large losses, you can increase your probability of
overall success.

For a closer look at the action, the 10-minute chart (each bar repre-
sents 10 minutes of trade data) should be studied next. On this time frame,
you can become more detailed in your analysis and identify short-term lev-
els of support and resistance. This allows you to manage risk with tight
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stop-loss levels within the context of the longer-term trend, where the
profit potential can be significant (see Figure 1.9).

Using these three time frames together in a consistent, disciplined ap-
proach to trading lets you take advantage of short-term movements within
the larger trends during all four stages of accumulation, markup, distribu-
tion, and decline.

These four stages are found over and over for all stocks, regardless of
the time frame. One of the keys to success in the market is to trade with
the prevailing trend, which is why you purchase stocks in Stage 2: Markup;
you sell short in Stage 4: Decline and you avoid trend less stocks in Stage 1:
Accumulation or Stage 3: Distribution, when fluctuations tend to be small
and trading opportunities are inconsistent.

Stage 1: Accumulation

In Stage 1, bullish participants acquire stock in anticipation of higher
prices, which will occur during Stage 2. These participants are able to ac-
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FIGURE 1.9 Moving down to an even shorter time frame allows you to observe

how the four stages are repeated over and over for all securities. Your objective for
time in a trade dictates which time frames to use to focus your cycle analysis.
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FIGURE 1.10 The Accumulation stage can sometimes last years; participating in
these stocks can unnecessarily tie up your capital in a stagnant position.

cumulate shares of a stock without moving the price higher because this
phase usually follows a large decline. There are still many sellers of the
stock looking to reduce or eliminate positions. During this period, there is
a fierce battle between the bullish buyers who are trying to establish a long
position and the bearish sellers of the stock who are still getting out of po-
sitions they may have ridden down in price.

So who is doing all this accumulating? And who is selling them the
stock? A Stage 1 stock is usually viewed as a major reversal pattern that can
take up to a couple of months to complete on a daily chart. There usually
isn’t much downside risk in purchasing in this phase. The risk here is time.
Your capital may be tied up in a stagnant position for months while other
stocks could be experiencing powerful Stage 2 uptrends—this is opportu-
nity cost. Why wait for the stock to move, when it could take months, if not
years, before it is ready to go higher? (See Figure 1.10.) This is a time to
stand aside and let other people do the dirty work of ridding sellers of their
supply. The objective of short-term trading is to keep your money in the
stocks that are moving now, and Stage 1 stocks do not advance that goal of
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consistent profitability. The only time it may make sense to purchase a
stock in this phase is if it pays a decent cash dividend; then you must rely
on fundamental analysis to determine whether the dividend is safe.

Think of a large institution, mutual fund, or major retirement fund
wanting to build a substantial position in a stock. A stock in this phase is
the perfect opportunity to buy large (sometimes as much as tens of mil-
lions of shares) positions without moving the stock higher. Buying a stock
during Stage 1 allows an institutional investor to minimize the market im-
pact cost (the amount that their buying moves the stock higher). Value
players (whose strategy is to buy stocks that trade for less than their in-
trinsic value) are some of the most patient people on the planet. They do
all kinds of forward-looking fundamental analysis on an industry or com-
pany, and buy millions of shares from the less astute growth fund man-
agers, who may have ridden the stock lower during its decline and believe
they are holding damaged goods in their portfolios. There is a saying that
warns, “If they don’t scare you out, they’ll wear you out!” It applies to all
the people who rode a stock down waiting for “just one more rally” that
never materialized. Now they are tired of seeing that stock on their state-
ments because it reminds them how stupid they were not to sell earlier, so
they sell at this point. This sale is known as moving the stock from “weak
hands into strong hands.”

The volume and moving averages (MAs) are of little value while a
stock is in the actual healing process of back-and-forth action, but they can
provide some clues as to when the stock may be ready to advance to Stage
2: Markup. The best time that volume can provide clues about the action to
come is when a period of sustained high volume occurs after the stock has
been trading in a tight range that may last up to nine months. This pick up
in volume is often a sign that the buyers are getting more aggressive, which
sets the stock up for the Markup phase and higher prices. Moving averages,
discussed later in this chapter, are of little value for generating trading
ideas while a market is not trending, and the price usually stays below the
longer-term MAs during the healing process. Short-term MAs display a lot
of back-and-forth action as the stock price rises above and falls back
below these MAs, which give numerous and conflicting signals. After the
stock has recovered for some time, the longer-term MAs will slowly begin
to flatten out. Until the longer-term MA flattens out, purchases should be
avoided and the stock should be considered “guilty until proven innocent.”

The Profiler developed at MarketWise breaks down each of the four
stages into three substages. Stage 1, for example, has these substages: 1-1
(early Accumulation), 1-2 (mid-Accumulation) and 1-2 (late Accumula-
tion). This information is unique to the Profiler and has valuable uses. Sup-
pose the overall market has been in the Accumulation phase for quite
awhile and it suddenly breaks out to a strong uptrend (Stage 2-1). In this
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environment, investors can customize a scan in the Profiler that searches
out the stocks in Stage 1-3 (late Accumulation). The stocks in this stage are
often the next ones to break out into an uptrend and follow the market
higher. Although there is no sure way of knowing when or even if these
candidates will move higher, investors can concentrate their analysis on
the fundamentals that may lead to the uptrend. A company that may not
yet be profitable but is reporting strong sales growth may be just around
the corner from reporting earnings that could provide the catalyst for a
sustained upward movement. And because it is unlikely that all the stocks
in this stage will move higher, taking a quick look at fundamentals allows
us to discard weak companies and focus only on the candidates with the
greatest potential to move higher. You might be thinking that the Profiler
may give you hundreds of Stage 1-3 stocks to choose from because if the
market is just beginning an ascent, many stocks will be in that phase. The
Profiler doesn’t just scan for stages, however; it also allows users to cus-
tomize their search by exchange, as well as by number of days in the stage,
average daily volume minimums and maximums, and minimum and maxi-
mum prices. The more customized the user makes the scan, the fewer re-
sults there are to scrutinize (see Figure 1.11).

Stage 2: Markup

Stage 2 is where most people want to be involved in a stock’s cycle (see
Figure 1.12). If you are bullish, it is where you make money. Markup begins
where Accumulation ends. The charts have characteristics that make it
easy to identify the transition from Accumulation to Markup. Presumably
while the risks were higher because of uncertainty about the trend, partic-
ipants who are bullish on the stock’s future built large positions at low lev-
els. Now they are ready to participate in the upside as the stock advances.
The continuous buying in Stage 1 has taken half of the supply-and-demand
equation out of the picture; supply has been reduced. Buyers depleted sup-
ply from the previous large owners while the stock was in the Accumula-
tion phase, and anyone still long the stock will hold out for higher prices
before selling. The perception of what the stock is worth is changing at this
point, and in the markets, perception is reality. If you are an investor, the
breakout into Stage 2-1 (strong Markup) is the perfect opportunity to buy
your stock near the beginning of a strong move; then your work gets easy.
In this phase of a stock’s cycle, there are substantial gains, and your job is
to monitor the strength of the stock using all the tools you are learning
about to determine when to exit based on a discontinuation of the primary
trend. If you are a trader, this stock will be one that you can trade over and
over again to the upside as the stock continues to move higher throughout
the strong (2-1), mid (2-2), and weakening (2-3) stages of the uptrend. For
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FIGURE 1.11 (Top) The Advanced Screener feature of the Profiler allows user-
defined searches of over 6,800 individual stocks and exchange-traded funded to
find the opportunities that make sense for your trading style. This screen allows
the user to search out that stocks that are late in the Accumulation stage. Perhaps
the results will show stocks that are ready to break out into the Stage 2 uptrend.
(Bottom) This is how these results of the scan are displayed. The stocks that meet
the specified criteria are ranked by MW Rank—the result of our internal MarketWise
algorithms that sort for the best trading setups in each category. The display of
screened stocks can be further sorted by clicking on any of the column headings
such as company name alphabetically, by closing price or volume.
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FIGURE 1.12 Once this stock cleared 150, it experienced a large volume
breakout above the rising 10-, 20-, and 50-day moving averages. In early
September, the stock was considered to be in a strong uptrend (Stage 2-1). This
stage represents the highest probability for further upside to come. Note that the
solid line represents the 50-day MA, the short dashed line—the 20-day MA, and the
long dashed line—the 10-day MA.

investors who may have missed the original opportunity to get in at the be-
ginning of the trend, the continuation patterns through the substages of the
Markup offer a low-risk point to get in and participate in significant gains
with risk minimization techniques that are found on shorter time frames.
Although we will not explore each of the continuation patterns in up-
trends, we will study the reason (which is more important) for continua-
tion and how to determine when the stock has a low-risk/high-profit
potential to continue the advance.

For bullish traders interested in finding stocks that are moving now,
the Profiler allows customized screening of 6,800 different stocks to
search out the stocks in each of the three substages of Markup: strong
(2-1), mid (2-2), and weakening (2-3). Each of these substages can be fur-
ther screened by days in the stage, price and volume ranges, and ex-
change preference (see Figure 1.13).
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FIGURE 1.13 (Top) This Profiler screen is used to search out the strongest
uptrending stocks; that is, the stocks with the greatest likelihood of further gains
to come. (Bottom) The bottom screen shows 161 candidates of stocks in strong
uptrends. By further refining the search criteria, the list of candidates can be
narrowed, freeing your time to follow only the stocks that meet your criteria.
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Stage 3: Distribution

Distribution is the slow process of sellers gaining control of a stock as buy-
ers become less aggressive in their purchases. This is the third stage of a
stock’s cyclical movement and it represents the gradual transition to a
Stage 4: Decline. During the distribution process, large holders of the stock
from lower prices start to slowly move out of their positions to lock in
profits. The sellers usually do not encounter much difficulty unloading
their stock to the market because it is in this stage that good news is com-
monly associated with the stock. Unfortunately for many amateur in-
vestors, it is the “good news” that gets their attention and becomes a
catalyst for them to buy. As we know, professionals anticipate good news
and when it finally comes out, the professionals are only too happy to sell
their stock to the eager public buyers. The public’s buying can be quite
strong after these news events and it allows the professionals to sell large
quantities of stock that results in a stock that often gets stuck in a trading
range. This process of professionals selling to amateurs is known as the
stock “moving from strong hands to weak hands.” As mentioned, the mar-
ket is forward looking, and a basic understanding of business cycles tells
you that things don’t stay strong forever.

One of the easiest ways to recognize a stock is undergoing distribu-
tion comes from the moving averages. During the sideways action, the
moving averages will start to flatten out as range constricts and these
moving averages will also start to oscillate above and below each other
(see Figure 1.14). The moving average crossovers represent indecision
and that is the trend trader’s clue to avoid being involved with the stock.

Once again, the Profiler simplifies finding the stocks that are undergo-
ing distribution and may be ready for a decline. For the short seller who is
searching out candidates for decline, the best results will typically be
found with stocks that are in the late stages of distribution (Stage 3-3).
These stocks are the most vulnerable to the pressure that allows the sellers
to regain control of the trend. Stocks that are being considered for a short
sale should have higher volume than you might see in an up trending stock
because it can be difficult to cover your position during short-term “short
squeeze” rallies. It is also dangerous to sell short the stock in Stage 3 until
there is evidence of an actual downtrend confirmed by a lower low in
price. Selling short early will put you at an immediate disadvantage; you
will be in a position of weakness instead of entering in a strong position as
the stock heads lower (see Figure 1.15).

Stage 4: Decline

Simply put, Stage 4 of a stock’s lifecycle represents a bear market. Stocks
that are in down trends should not be purchased for any reason, regardless
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FIGURE 1.14 Moving average crossovers represent indecision and are most
commonly found in Stages 1 and 3.

of how good the news may appear. If you are not comfortable selling short
(see Chapter 4 for more on selling short), the best position you can have is
cash as a stock makes its inevitable decline. Stage 4 is the stage that does
the most damage to traders’ and investors’ accounts and learning to recog-
nize these stocks and avoid their vicious declines can save the equity you
have worked so hard to build in your accounts. Longer-term investors who
consider buy and hold as the best strategy should pay particular attention
to signs of weakness, as the bear market of 2000 to 2003 taught many par-
ticipants that stocks do not “always come back.”

A stock first enters Stage 4 as the lows of Stage 3 are broken. In order
to assure the trend is truly lower we want to see the stock below the de-
clining moving averages (see Figure 1.16). Further, the short-term MA
should be below the intermediate term MA, which should be below the
longer-term MA. Having the three moving averages confirming the direc-
tion of the stock gives us added confidence that the weakness will persist
and it is not just a short-term pullback.
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FIGURE 1.153 (Top) The Profiler allows the user to search stocks that are in
each of the three substages of the overall primary stage, which in this case is a
Stage 3 Distribution. (Bottom) The bottom scan for Stage 3-1 stocks shows results
for 56 different securities. This group of stocks may be one that longer-term
holders with unrecognized profits might want to sell covered calls on.
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FIGURE 1.16 The typical pattern of lower highs and lower lows that define a
downtrend. A downtrending stock should be considered “guilty until proven
innocent.” Note, the faster 10 period MA (long dashed line), leads the 20 MA (short
dashed line) and the 50 MA (solid line).

There are many opportunities for aggressive traders to profit from a
stock that is declining in value by participating on the short side. Short
sales are a bit tricky for a couple of reasons. First you need to be sure that
your clearing firm has shares to borrow. Another obstacle with short sales
is that it must be done on an uptick and finding an uptick in a stock that is
heading lower can be difficult. If selling short, you should anticipate that
the stock may move against you for a little because you have to sell into
strength as a result of the short sale rules.

The Profiler allows bearish traders to scan 6,800 securities in seconds to
find those in Stage 4. Looking at the Profiler to find the best short sale can-
didates is easy. First we use the drop-down menu to search out stock in the
strong stage of a decline (4-1) as these stocks should have the most oppor-
tunity for further decline. How long the stock has been in a Stage 4-1 isnot a
major factor, so we can leave the default of 1 to 100 days in place. Price
range needs consideration because exchange guidelines make it difficult to
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where you would begin looking for stocks to sell short. (Bottom) At the time the
scan was run, the Profiler identified 31 candidates for potential short sales.
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sell short stock under $5.00. Therefore, we type in a price range of $5 to $50.
As mentioned, volume is an important factor. Because we need to be sure
there is plenty of liquidity, we use a minimum volume criteria of 800,000
shares. To further hone our list, this example also shows just the stocks that
are trading on the Nasdaq (see Figure 1.17).

Recognizing which stage a stock is in at any particular point in its life
cycle is an invaluable tool for traders and investors alike. Because Stage 1
and Stage 3 are typically represented by lower volume and volatility they
do not make for good trading candidates. The easiest way to identify if a
stock is in Stage 1 or 3 is to observe the moving averages. During periods of
indecision (Stage 1 and 3), the moving averages oscillate above and below
price as well as cross above and below each other.

Trend following is where big money can be made when trading and in-
vesting and that is why your focus should be on stocks that are in either
Stage 2 or 4. For bullish traders, the only choice should be to look for
stocks that are in a solid Stage 2 uptrend. As we will learn later in this
chapter, “a trend, once established, is more likely to continue that it is to
reverse.” Of course you do not want to blindly buy any stock that is moving
higher, we discover later in this chapter how to time our entries using
shorter-term time frames. Just as you can make solid returns going long
Stage 2 stocks, bearish traders focus on stocks that are in established
Stage 4 down trends. When a stock is heading lower, it is much more likely
to continue lower than it is to turn around and head higher again.

SUPPORT AND RESISTANCE

Support and resistance levels are where you really get to see the ongoing bat-
tle between the buyers and sellers at various price levels and lets us see more
clearly how prices actually move from one level to another (see Figure 1.18).
The continual battle between the bulls and bears is what makes the stock
market such a fascinating study of the basic laws of supply and demand.
Technicians study how stocks act at levels of support and resistance so that
when a trend finds renewed strength, they are sure to be on the right side
from the beginning, which allows them to capture a larger portion of a move.
Support and resistance levels offer the structure upon which trends are built
and because of that, a solid understanding of them is imperative.

Definitions of Support and Resistance

Support levels are price levels where there is likely to be enough buying
pressure (demand) to offset selling pressure (supply) and provide a tempo-
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FIGURE 1.18 While consolidating in a Stage 1: Accumulation or Stage 3:
Distribution, stocks trade between levels of support and resistance until the buyers
or sellers gain control of the momentum and push the stock higher or lower. The
moves between levels of support and resistance represent tradable opportunities.

rary halt to declines. When prices fall to a new low and then rally, it is com-
mon for buyers who missed out on the first move to place bids near the prior
low in hopes of participating in the next bounce, this demand helps creates
support. Another factor that helps create support at the prior low is a lack of
supply. Sellers realize that the last time prices reached this low level the buy-
ers took control of the stock, so they will often defer decisions to sell, this
removes supply from the equation. Support on a daily chart is usually an
area (e.g., 34 to 34.50), not a specific number (e.g., 34.20). However, on
short-term time frames, support is often a specific price. This is one of the
biggest advantages to timing trades on the shorter time frames. Increasing
entry accuracy improves the profit potential, but more importantly, it mini-
mizes any loss if the market does not agree with your analysis.

Resistance levels are price levels where selling pressure (supply) is
likely to offset buying pressure (demand) and halt advances in the price of
stocks. Resistance levels are formed because there is a large enough
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source of supply that the buyers cannot immediately overcome. When a
stock reaches a new high and then retreats from that level it leaves many
participants wishing they had sold at that high level. The next time the
stock is able to rally back to the high, sellers offer stock to the point of
overcoming demand, and this is the creation of resistance. Another factor
that helps to establish the prior high level as a resistance area is an unwill-
ingness by new buyers to pay up for the stock in an area where there were
prior sellers. This lack of demand is also instrumental in the development
of resistance. Resistance on a longer-term time frame such as a daily or
weekly charts, is also defined as an area, such as 40.00 to 40.40, not a spe-
cific number; the same is true for resistance on shorter-term time frames. It
is worth repeating that the benefit to traders who take the time to study
shorter time frames is found in being more precise.

Think of both support and resistance as an area where buyers and sell-
ers fought a battle. This battle often leaves a memory for both bulls (buy-
ers) and bears (sellers). Because price levels represent where these battles
were fought, participants will often return to these price levels until an ulti-
mate victor is declared. Therefore, when looking at longer term time
frames, we can expect both support and resistance to be represented by a
broader area, fought out on a larger battlefield. Whereas, on short time
frames, we can expect to isolate these price levels to more specific num-
bers. Both are valuable to know.

Now let’s discuss some general rules of support and resistance that
will help in not only entering trades, but in managing trades as well.

Once Broken, Support Tends to Act as Resistance

Have you ever bought a stock near a level you viewed as support, only to
watch it decline in price and wish you could just get out at breakeven? This
type of buyers’ remorse shows up on a chart as resistance once the stock
rallies back up to the prior support level, while you and others offer stock
back in the attempt to break even on the trade. Obviously, one persons
stock won’t offer much resistance, but when the support level is an impor-
tant level for the stock; many more people are involved and it becomes
much harder for the stock to work through the supply being offered before
it can move higher. What makes it an important level has a lot to do with
how much time the stock spent at a certain price area and how much vol-
ume traded within that area. It is said that price has memory; well, that is
just a function of human nature; the more participants at a prior level, the
greater the memory (think resistance) will become.

Besides the people who wish to liquidate their long positions at a prior
level of support, there are also short sellers waiting in the wings for the
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stock to rally back to that prior level. Let’s use an example of a stock that
had found support near $55 for a period of four months and then it sud-
denly breaks lower down to $48. Obviously the people who purchased at
$55 are not going to be very happy and on any subsequent rally back up to-
wards $55 would en tice a good deal of those folks who bought near $55 to
offer their stock out (weak holders). Specialists and market makers are
not dumb, when they see all the stock being offered they are not very
likely to be aggressive bidders for the stock. The lack of demand creates a
fragile environment for the stock as the bids do not support much supply,
making it vulnerable to a decline. Now we need to consider the short sell-
ers. Sharks that smell blood in the water and sense an easy opportunity to
take advantage of weak holders of stock. The short sellers will be aggres-
sive in offering out stock that they do not own, in hopes that someone will
purchase it from them and they can buy it back cheaper at a later point.
This added source of supply creates an even more precarious situation for
the long holders; this is why stocks often fail miserably after they test sup-
port multiple times. When you see a stock that breaks down through
support, get out immediately if you are long, do not wait for a bounce
back up, the market is not always so accommodative! Remember that
when support is broken it will not always become resistance, but it is the
greatest odds that it will. With no certainties in the market we have to go
with the strongest odds. (See Figure 1.19.)

Once Broken, Resistance Tends to Act as Support

For this example, let’s consider a stock that has been trading in a Stage 1:
Accumulation for a period of seven months. During the course of the nar-
row, range-bound trading in which the accumulation took place, the stock
may have traded in a range of $20 to $23. Certainly there are some institu-
tions that may have accumulated very large (millions of shares) long posi-
tions. At the same time, there are always the skeptics about a company
who may have created a short position in the range. One day, the company
announces earnings that are much better than what the analysts had ex-
pected and the stock immediately surges up to the $27 level on heavy vol-
ume. The institutions with the large positions are very pleased and they
may even start to sell a few shares to lock in some profits. Over the course
of the next week or so, the stock grudgingly drifts back down toward the
$23 to $23.50 level and that is when the dynamic of prior resistance be-
coming support begins to unfold. The institutions realize that the stock is
near prior resistance so they stop taking profits; this reduces the supply
available for the stock. At the same time, the short sellers realize that this
is their chance to minimize their losses and they decide to cover their posi-
tions near the level they sold short, this creates demand. Now consider the
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FIGURE 1.19 Support at the 38 level was broken and the subsequent rally could
not find enough strength to push back up through that level, a classic example of
support becoming resistance.

participants in cash, seeing the lack of sellers and the renewed aggressive
bidders, they decide to buy stock, and this creates more demand. Without
a willing source of supply combined with aggressive buyers, it is not hard
to understand why the tendency for prior resistance to become support is
so strong. (See Figure 1.20.)

The More Often Support or Resistance Is Tested,
the More Likely That Level Is to Fail to
Hold Back Price Movement

To understand this occurrence, it is once again important to consider the
impact of the largest participants in the market. Suppose an institution had
1,800,000 shares of a stock that they wanted to get out of. Obviously they
would not be able to sell such a large block of stock all at once; instead it
may take them as long as a month to six weeks to dispose of such a large



Foundational Analysis 39

Daily MAID MAZD KASD -
R
[

RealTick Graphics used with permizsion

‘e &® of Townszend Analytics, Ltd.

32
F30.03

RESISTANCE
kﬂf . : Lo
i \ ST

1

SUPPORT

2000000

Sep Oct Mo Dec Jan Feh

FIGURE 1.20 Notice how this stock found support at prior levels of resistance
as it corrected the violent moves higher.

position. You have to consider how they would sell the stock. If they were
to sell it aggressively on the bids their selling would create weakness that
would result in a lower average price for their sales. The market impact
cost of selling aggressively is why an institution would give his broker or-
ders to “sell it between $39 and $40 and give me reports as you get fills.”
What he is saying is that the broker can exercise his discretion to sell be-
tween prices of 39 and 40 for as long as it takes to complete the order. The
broker who receives this order sees that the stock has just rallied from $35
to $39 so he decides to start selling into the upward momentum. Over the
next day or two, that broker may sell as many as 500,000 shares before the
stock dips back below $39 and he stops selling. During the next three
weeks, the stock trades as low as $37 and then recovers back into the $39
to $40 range where the broker once again resumes selling the 1.3 million
share balance. This time, the broker is able to unload 700,000 shares be-
tween 39 and 40 before the buyers recognize there is a source of supply
too big for them to overcome. This sets the stock back into a short-term
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correction that sees the stock trade down toward $38 before the buyers
gain control and push the stock back up into the brokers sell range again.
Now the broker has just 600,000 shares to sell and he is able to sell 450,000
of them before the buyers once again lose momentum and the stock cor-
rects down toward $38.50. Days later, the stock pops back above 39 and
the broker is able to sell the remaining 150,000 shares of the original 1.8
million share order.

What has happened in this institutional selling situation is that each
time the stock traded into the range of 39 to 40 the primary source of sup-
ply that was holding the stock back was being depleted. Supply was being
absorbed into the market until the order was finally completed. It is very
common for a stock that undergoes this type of distribution to surge past
the $40 level once the primary supply was bought. This type of situation is
where traders should be alert for clues to go long. (See Figure 1.21.)
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FIGURE 1.21 Resistance at the 17.00 price level was tested numerous times
before the demand gradually overwhelmed the supply being offered at that level
and the stock then broke out and trended higher.
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The Longer the Trend Has Been Neutral
(Consolidating), the More Significant the
Eventual Breakout Becomes

Whether a stock is in a Stage 1: Accumulation or a Stage 3: Distribution, the
longer the stock has been trading in a narrow range, the bigger a move will
be once the stock begins trending. One of my favorite types of stocks to
trade are the ones that have been in a longer-term accumulation and they
suddenly break out past resistance on a big surge in volume (Figure 1.22).
These stocks are usually not household names, at least not as they begin
their moves. For long candidates, I like to use the Profiler to help me find
stocks that are in a Stage 2-1 (strong markup) on a weekly time frame.
Approximately once a week, I will scan through the stocks that meet
the 2-1 weekly criteria for candidates that have “woken up out of a long
coma.” What I watch for is at least two times the average daily volume on
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FIGURE 1.22 Example of a significant breakout after the prolonged
accumulation period. When shares of this stock broke out past multiyear resistance
near $14.00, the stock began an uptrend that saw gains of over 100 percent in
less than six months.



42 ORDINARY PEOPLE, EXTRAORDINARY PROFITS

Weekly MATD MAZD MASD

FoB0
&ﬁ RESISTANCE | o
_/ o FaD
|:+ Eoo45
d] F39.86
/ Fodo
Fooa0
SUPPORT
Fo20
O..R. RealTick Graphics uzed with permizzion Foo20
® a® of Townsend Analytics, Ltd.
50000000

0
A 40 5 ND FM MJI A5 N JF

FIGURE 1.23 While it is not certain that the prior support near 40 (broken)
would lead to resistance that could not be overcome, buying near this level would
not be as high a risk if this potential resistance level were not present.

the breakout followed by a low volume consolidation. I have found that
these stocks are exceptional candidates for continued moves higher. In
the case of short sales, tops usually take less time to develop than bot-
toms so I look for stocks that have been trading in a tight (2-3 point)
range for at least 4 to 5 months, these stocks can be found by doing a
search of the Stage 3-3 stocks. Once these stocks break down to new
lows, they become ideal shorting candidates. One phrase you may want
to remember is “the bigger the top, the bigger the drop.” This simply
means that the longer the stock has been consolidating in a Stage 3 pat-
tern, the more participants will be trapped long when the stock breaks
down and that can create some fearful selling over the next few months,
which makes these stocks ideal for short selling opportunities. See Fig-
ures 1.23 and 1.24 for examples of resistance becoming support and sup-
port becoming resistance.
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FIGURE 1.24 The multiyear resistance near 30 acted as a strong floor of support
for nearly a year before this stock resumed a strong uptrend.

TRENDS

There are three things that a stock can be doing at any given time, it can go
up, go down, or trade sideways. Our goal as traders is to find the high po-
tential/low risk trades in a trending stock in an attempt to participate in the
trend for as long as the market tells us to. To a lot of people that last point
I made about “as long as the market tells us to” may sound confusing, so
before delving into trends we cover this important topic. Technical analy-
sis is largely about objective observation about the action of stocks, fu-
tures, or whatever you choose to trade. If you consider what we really
know versus what we are told about market related events, you begin to
realize that the only truth comes from price. The market is made up of mil-
lions of different participants, all with the same goal, to make money. To
succeed in the market, you must view those other participants as your op-
ponents, someone wins and someone loses. The ones who are consistent
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winners in the market are those who can separate the noise (analyst reports,
television and radio banter, earnings reports, etc.) from the truth. The truth
is represented through price. Price is the only thing that pays us in the mar-
ket, which makes it the most important factor to consider in our analysis.
When we “listen to the market” we are merely observing the cumulative ef-
fect of the millions of participants in order to anticipate how their future be-
havior will affect price movement. Once we understand human nature, we
can understand market movements and be in a better position to capitalize
using forward thinking analysis, rather than relying solely on what has al-
ready happened.

To succeed as traders and investors, we need to have faith in technical
analysis, not blind faith, but faith in the cyclical nature of the market. This
is to be backed up with disciplined implementation of a strong money
management plan. If you observe market action carefully, you will begin to
understand that, most of the time, the market is consolidating, either di-
gesting gains or stabilizing after a decline. The second most likely type of
market action is a continuation of the most recent trend; this is where we
become interested. Finally, the least likely event is for perfect timing when
the market reverses course. Since we cannot make very good money trad-
ing consolidations and because reversals are harder to time, it makes
sense that trend trading is where we should focus our attentions for
money-making opportunities. One of the foundations of technical analysis
is that “prices move in trends” and once those trends have been estab-
lished, they are more likely to continue than reverse. More likely does not
mean they will always continue, but it does mean that is where our best
odds for profit come from and with stops to protect us when the market
does reverse, we should never get hurt too badly.

Uptrends are represented in the Stage 2: Markup cycle of a stocks life
and they are defined by a series of higher highs and higher lows (see
Figure 1.25). For swing traders, a general rule for trend determination on
a daily time frame is to look at the direction of the 50-day moving aver-
age. If the 50-DMA is advancing the stock should be considered “innocent
until proven guilty.” Uptrending stocks will not go straight up, instead
they tend to surge and then pause. It is our objective to be involved in the
stock while it makes the swings higher and be out when the trend dissi-
pates or starts to show signs of reversing. After each surge higher, the
stock will experience a corrective move that allows the gains to be di-
gested. These short-term corrections can occur one of two different
ways. The will either correct by experiencing a pullback in price or they
will correct by consolidating those gains through time (see Figure 1.26).
When a stock experiences a quick rally, let’s say from 22 to 26, there will
typically be some profit taking in the stock. The profit taking will usually
last anywhere from 2 to 10 days, any longer than that will lower the odds
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FIGURE 1.25 The diagram shows how a stock is supposed to look in an uptrend.
The uptrending stock is formed as the stock makes higher highs and higher lows;
it is the pullbacks that allow traders a low-risk opportunity to get long a stock
whose path of least resistance is higher.

of a continued move higher. After this short-term correction, the stock
may find support near $24 before continuing its ascent. The pullback in
price in this case was necessary to bring the price back down to a level
where supply and demand reached an equilibrium (which was found at
support at $24) before buyers once again re-exerted their conviction.
When a stock corrects its gains by trading in a narrow sideways range, it
is said to be correcting through time. A correction through time occurs
when the same stock, which rallied from 22 to 26, does not experience a
price correction, instead it holds onto its gains and might find support
through strong bids near 25.50. A correction through time is actually con-
sidered to be more bullish than one by price because it shows a lack of
motivated sellers and more importantly, it shows there are buyers who
are attempting to quietly purchase shares on the bid. While the buyers
aren’t aggressively purchasing from the offer, they are signaling underly-
ing strength with their methodical purchases at the bid price. The stocks
that correct through time are typically strong candidates for trend con-
tinuation once the high of the consolidation has been traded through.

A common mistake among traders is to limit their study of price ac-
tion and trends to just one time frame. It is important to recognize that
there are trends within trends and the longer-term trend is nothing more
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FIGURE 1.26 The corrections in a Stage 2 uptrend will occur either by correcting
through time as the stock trades sideways or by pulling back price wise.

than the sum of a number of shorter-term trends. For our purposes,
we will be looking at stocks that are trending on a longer-term basis and
then timing our entry into those longer-term trends by recognizing oppor-
tunities on a shorter-term time frame, such as the hourly time frame in
Figure 1.27. What we want to do is make sure that the short-term and
longer-term trends are in alignment; this allows us to gain a statistical ad-
vantage in our trading decisions. For entering long positions, the primary
trend (found on a daily time frame) should be in Stage 2 while the short-
term trend (found on the 60 minute time frame) should be transitioning
from a Stage 1 to Stage 2. By purchasing the stock as the short-term trend
confirms the longer-term trend, we are buying the stock as momentum re-
turns and we also have a logical place to set stops. Stops should be
placed just below the low of the short-term Stage 1 that was identified on
the hourly time frame.

Before we move on, it is important to point out that while it is possible
to make money selling short stocks as the stock pulls back in a primary up-
trend, the odds for success in this type of trade aren’t very good compared
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FIGURE 1.27 A shorter-term time frame like the one here with 60-minute candles
over 20 days allows us to gain further clarity about a stock in a primary uptrend.
This closer look at the stock allows us to time our entry into a stock just as the
buyers regain control of the trend. The circled area with the question mark
represents a potential buy opportunity, but only if buyers can regain control and
push the stock past short-term resistance, and make a higher high.

to buying a strong stock on pullbacks. The very definition of an uptrend
assures there will be greater opportunity to make money by trading in the
direction of the primary trend. A series of higher highs and higher lows im-
plies that the sum of the rallies will always be greater than the sum of the
declines. It should also be noted here that news and surprises tend to fol-
low the direction of the trend. Meaning that in an uptrend, it is more prob-
able that news releases are likely to be positive for the stock. In trading, we
want to do whatever we can to increase the likelihood of a favorable out-
come and trading with the trend is the easiest first step in creating a con-
sistent edge. The Profiler makes it easy to consistently find the stocks that
are in the uptrending stage not just on the daily time frame, but also on the
longer-term weekly time frame.

Downtrends are represented in the Stage 4: Decline cycle of a stocks
life and they are defined by a series of lower highs and lower lows (see
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Figure 1.28). Again, the direction of the 50-day MA is a quick reference tool
to determine the overall trend of the stock and in a downtrend, as long as
the 50-DMA is declining, the stock should be considered guilty until proven
innocent. Just as an uptrending stock does not go straight up, a downtrend-
ing stock will not typically drop all at once (but it is a great feeling when
they do and you have a short position). Stocks in downtrends will typically
experience quick and sharp sell offs followed by short-term corrections of
the weakness. Just as we saw with uptrending stocks, these corrections will
occur either by price or through time. Let’s consider a stock that drops from
$45 to $40; once the sellers have been exhausted and buyers start to slowly
gain control of the short-term trend, the stock will typically experience a
rally that may last anywhere from 2 to 10 days. As long as the high during the
corrective rally does not exceed the prior high, near 45, the stock should be
monitored for opportunities to be sold short. If instead of experiencing a
corrective rally, the stock begins to trade sideways in a narrow range near
the lows, the stock is considered to be correcting the decline through time
and that is a bearish omen for the stock. A correction through time for a
stock in a downtrend shows that there is still a source of supply in the stock
that prevents prices from rallying. Whether these sellers are establishing
short positions or it is long liquidation is irrelevant, the value here is to

FIGURE 1.28 The downtrending stock shows a series of sell offs followed by
rallies that fall short of the prior high. It is these rallies that give short sellers the
opportunity to profit in a declining stock.
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know that there are sellers who are preventing the stock from making any
move back up. A correction through time will not typically take more than 2
to 5 days for a stock in a downtrend because there is still a healthy amount
of fear in the stock and long holders will become frustrated and begin to lig-
uidate their positions once it becomes clear the stock is unable to rally. As
the stock breaks back down through the lows of the stabilization near $40 it
represents an ideal time to sell the stock short. (See Figure 1.29.)

Just as we do not want to short Stage 2 stocks, there is rarely a good
reason for getting long a stock that is in a Stage 4 downtrend. By its very
definition, a downtrending stock assures us that there are more opportuni-
ties to profit by selling short than going long. The sum of the declines will
always be greater than the sum of the rallies in a downtrend. Once a stock
has been identified as being in Stage 4 (the Profiler can help save a lot of
time with this task) the trader should then seek out a low risk entry price.
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FIGURE 1.29 As a stock in a downtrend progresses lower it does so by making
lower highs and lower lows, which means the sum of the short-term declines will
always be greater than the sum of the short-term rallies. This is the primary reason
we do not want to attempt to purchase stock for the short-term rallies when the
primary trend is established lower.
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FIGURE 1.30 This 60-minute time frame allows us to recognize where the
sellers regain control of the short-term trend as the stock broke below $87.00. This
shorter-term time frame allows us to enter the primary downtrend just as the stock
begins a new short-term decline.

This is accomplished by utilizing a short-term time frame like the 60-
minute chart in Figure 1.30. The ideal time to enter a short position is as
the stock transitions from a Stage 3: Distribution to Stage 4: Decline on the
60-minute time frame. Entering just as the sellers take control of the short-
term trend allows us to enter when there is downward momentum that
eliminates the time risk. An entry just as the stock enters Stage 4 also pro-
vides us with a clear area to set our stop (just above the high of Stage 3 on
the 60-minute time frame).

Trends are a foundation of technical analysis and by utilizing them big
money can be made; for this reason traders should always trade in the di-
rection of the primary trend. It is easy to get confused by listening to ana-
lysts, journalists and even the policy of the Federal Reserve. Your best
chances of success will come when you listen to the message of the market
and stay focused on trends. Focusing on objective price action will put you
at a tremendous advantage to those participants who choose to listen to
subjective noise.
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TRADING VOLUME

Volume is one of the foundational variables that we consider to be essential
to have a thorough understanding of how stocks trade. Volume is the fuel for
price movement. What volume really measures is the emotional intensity
level of the participants in any market. How committed the buyers are or
how fearful the sellers are can be inferred with an understanding of volume.
All of our analysis will be focused on what we see on the chart at the present
time, the forward looking part is what our analysis attempts to predict. The
way that volume is displayed on the chart is shown by a separate vertical
scale below price. The volume bars correspond with the candle directly
above it, it measures how many shares changed hands during the specified
time period in the price range represented by the candle above.

Measuring volume is relative, and it should be done by comparing
the current volume to the average volume. RealTick makes it easy to
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FIGURE 1.31 The moving average of volume shows the relationship between
the daily volume and the average volume of the last 20 days that allows us to
quickly recognize unusual trading activity that may signal we should look closer for
a trading opportunity.
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see an actual moving average of volume overlaid in the volume field of
the chart (see Figure 1.31). I like to look at the average daily volume of
the past 20 days. That is also the formula we use in the Profiler volume
fields. When you initiate a search for stocks in the Advanced Screener
part of the Profiler, the volume fields show a minimum of 500,000
shares to a maximum of 100 million shares per day. Of course, these
numbers can be changed but I would warn you against trading stocks
that trade less than 500,000 shares per day. Stocks that trade light vol-
ume (less than 500,000 shares per day) are referred to as “thin” stocks
(see Figure 1.32). A thin stock is one that trades low average daily vol-
ume and this alone makes trading them quite difficult at times. It is im-
portant to understand that the volume patterns are not spread evenly
throughout the day, instead, the market tends to trade the majority (as
much as 60 to 70 percent) of its daily volume during the first and last
hour and a half of each day. Because the liquidity in a stock is skewed
so heavily toward the beginning and end of each day, it can be espe-
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FIGURE 1.32 Only about 80,000 shares change hands each day in shares of
this stock, making it a thinly traded stock. Trading thin stocks carries a set of risk
factors that make them unsuitable for the majority of market participants.
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cially treacherous to trade the low volume stocks during the middle of
the trading day. The stocks I recommend traders (especially newer
traders) stick to are the stocks that are considered “thick.” A thick
stock (see Figure 1.33) is one that trades a large average number of
shares each day. The advantages of a thick versus thin stock are pri-
marily one of liquidity; it will be much easier to find liquidity in a stock
that trades heavy volume. Having liquidity is one of the biggest advan-
tages stock market traders have compared to investors in other asset
classes like real estate or art. Generally speaking, the more active you
plan on being in the market, the higher average daily volume you should
search for in your trading candidates.

Because volume is the fuel for movement we want to pay careful at-
tention to unusually high volume events. As mentioned in the section
about trends, I like to find stocks that experience large volume breakouts
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FIGURE 1.33 A “thick” stock like the one shown here trades tens or even
hundreds of million shares each day. These stocks represent potential opportunities
for traders of all experience level but are even better for newer traders because they
assure the chance to get out of a bad (or maybe even erroneous) position quickly.
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from a longer Stage 1: Accumulation. It is the big volume breakouts that
seemingly take a large majority of market participants by surprise and gets
the most attention, which leads to continued upside movement (see Figure
1.34). When a stock breaks past a level of resistance on large (2 to 3 times its
average daily) volume it is often due to a fundamental development that the
market was not anticipating. This event causes a sudden shift in perception
as to the value of the company and as a result, buyers pile into the stock all
at once. The initial large volume breakout should never be sold short; it is
like jumping in front of a speeding locomotive and expecting it to be able to
stop before running you over. Instead, aggressive traders should closely
monitor intraday charts for an entry point the day after the breakout and
more conservative traders should wait for either a pullback in price or a con-
solidation through time before entering the stock.

Large volume breakdowns are no different, they represent an immedi-
ate desire for a large amount of participants to exit a stock and when you
see a stock gap down by more than 5 percent on large volume, that stock is
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FIGURE 1.34 The high-volume spikes with large price movement signaled the
beginning of short-term trends numerous times in this stock.
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one that will usually continue to experience weakness over the coming
months. Many traders make the mistake of purchasing the stocks that gap
lower, anticipating the stock will bounce higher. The sad fact is, this is a
strategy that I have seen eat through the account equity of many smart
people. Whenever there is a rush or stampede out of a stock, it is usually
for a very good reason. When we listen to what the market is saying, the
big volume events are like the market shouting its message to us, do not ig-
nore what the market is saying.

We pointed out the value of a moving average for volume is to deter-
mine whether the liquidity is sufficient for trading a particular stock and
that is not the only instance where we will use a moving average to find a
relative volume measurement. When stocks are trending, there is a very
distinctive pattern that is left on the chart.

In an uptrend (see Figure 1.35), the volume should advance as the
stock moves higher and diminish on the corrections (either by price or
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FIGURE 1.353 Notice how this stock advanced on increasing volume and then the
volume diminished as the stock corrected either by price or through time. Many of
the highest volume days also came toward the end of the short-term move.
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FIGURE 1.36 Big volume without further upside progress equals distribution.
Traders should be alert for unusual volume after a stock has experienced a short-
term move because it often signals a potential reversal could be at hand.

through time). The increasing volume as the stock advances sends a clear
message that buyers are anxious to own the stock. In an uptrending stock,
the largest spike in volume typically comes near the end of the move when
a large source of supply is brought into the market that halts the upward
movement (see Figure 1.36). The relatively light volume found in the short-
term corrections also sends a clear message; the sellers are not rushing out
of the stock. This message speaks to supply and demand, demand is strong
and supply is low. The low volume pullbacks should be monitored closely
for opportunities to buy the stock as it begins to move higher on the
shorter-term time frames.

In a downtrend, the volume will also expand in the direction of the
trend and then diminish as the stock experiences its short-term rallies or
corrections through time (see Figure 1.37). As the stock begins its move
lower there is often a sense of denial amongst long holders who convince
themselves it is okay to hold the stock because the volume is light on the
sell off. This is a terrible reason to continue to hold the stock long. Volume
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FIGURE 1.37 The volume in a downtrend increases on the short-term declines
(think heavy fear) and then diminishes as the stock experiences a short-term rally
within that primary decline. Also notice that many of the highest volume spikes
came toward the end of a short-term decline.

is used for confirmation of price, not a reason to trade. After the stock has
declined for one to two days, the volume typically starts to become heavier
until it reaches a frenzy (see Figure 1.38). It is quite common for the largest
volume to come at the end of the move when news quite often comes out
and gives sellers a “reason” for the weakness. The increasingly heavy vol-
ume as the stock sells off indicates sellers are getting more aggressive
while the diminishing volume of the correction tells us that buyers are not
in a hurry to own the stock. This message of increased supply and de-
creased demand should be recognized for opportunities to sell short as the
stock transitions from Stage 3 to Stage 4 on a 60-minute time frame.
Volume is a confirmation tool that allows us to gauge the likelihood
of trend continuation where there is an established Stage 2 or Stage 4. In-
terpretation of volume in Stages 1 and 3 is more difficult for assisting us
in finding good trading candidates but it does have its occasional uses.
Consider a stock in a Stage 1 pattern, as the stock reaches the high end
of the range, increasing volume could be a sign that a breakout could be
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FIGURE 1.38 Heavy volume without further downside equals accumulation. It
is common for short-term reversals of a downtrend to come just after the stock
experiences a fearful sell off, as the source of supply becomes exhausted.

imminent, particularly if it is a Stage 1-3 (late accumulation). As far as ac-
tual tradable signals go, the only thing that would alert us to purchase a
stock in Stage 1-3 is the actual breakout to Stage 2. Be sure to use volume
as a confirmation tool, it is not meant to provide us with entry or exits,
only price can do that.

MOVING AVERAGES

The purpose of a moving average (MA) is to smooth out price trends by
calculating the average closing price over a given number of periods of
time. For instance, when referring to a 10-day MA, it represents the aver-
age closing price over the past 10 days. An 8-period MA on an hourly chart
would represent the average closing price over the past 8 hours. The mov-
ing averages referred to in this book and on the Profiler are simple moving
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FIGURE 1.39 This weekly chart shows the 10- (solid line), 20- (dotted line), and
40- (dashed line) week moving averages laid over price.

averages. It is important to point out that besides the simple moving aver-
ages, there are exponential MAs, volume weighted MAs and a lot of other
ways to complicate a simple concept. Because we use moving averages as
a reference point to compare trend to, rather than as an outright trading
system, it does not make much difference if you were to substitute an ex-
ponential MA with the simple MA. Too much attention has been focused on
which MA is better, the simple or the exponential, and in our significant
back testing, we have found no advantage to either one. We choose to use
the simple MA because that is what most market participants look at and
when attempting to anticipate human behavior we want to have a feel for
what the majority of participants are basing their decisions on.

Moving averages are laid directly over price in the upper portion of a
chart (see Figure 1.39). The moving average can be thought of as a mathe-
matical trend line that self adjusts when new data replaces older data as
the market provides us with new trade information. The way that I like
to look at MAs is to have three different ones for each time frame I am
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FIGURE 1.40 This daily chart shows the 10- (solid line), 20- (dotted line), and
50- (dashed line) moving averages overlaid on price.

considering in my analysis. By having three different MAs on the chart, 1
can quickly ascertain the short-term, intermediate-term, and longer-term
trends of the time frame being studied. Starting with a long-term time
frame that displays weekly information, I like to look at the 10-, 20-, and 40-
period MAs as reference points for the trends of the stock (see Figure
1.39). These MAs are excellent representatives of trend for this long-term
time frame and should be used for investors who wish to be involved in
trends. Also note that the 10-week MA represents the average closing price
for 50 days, the 20-week is the same as a 100-day MA and the 40-week MA
is equal to the 200-day MA.

When analyzing price data on a daily chart, I begin with a chart that
covers 150 days. On the chart in Figure 1.40, the MAs that are most widely
followed are the 10-, 20-, and 50-period MAs. These three MAs offer the
best views of the short, intermediate, and long-term trends.

When it comes to fine tuning entries and exits for swing trades, using
intraday time frames allows us gain greater clarity of the developing
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FIGURE 1.41 This hourly chart shows the 8- (solid line), 13- (dotted line), and
21- (dashed line) moving averages overlaid on price.

trends. The time frame I use to find the granularity necessary for entries
and exits is the 60-minute time frame. A chart with hourly bars (see Figure
1.41) can help identify support and resistance levels that may not be visible
on a daily time frame which allows us to attain entry and exit prices that
might improve our executions by as much as $.20 to $.50 per share. On the
hourly time frame, we have done extensive back testing of various MAs to
find the ones that follow trend best and those are the 8-, 13-, and 21-period
MAs. On this short-term time frame, these are the MAs that offer the best
visual reference point for short, intermediate and long-term trends.

Now that we have an understanding of which MAs to use on each time
frame we will explore how they can help us in our analysis. To reiterate,
we do not use MAs as a trading system, they are merely an objective refer-
ence point to compare price to. In the Profiler, we have broken each of the
four stages into three substages, and a large part of the stage and substage
placement is determined by the MAs we have referenced.

Looking at Figure 1.42, we will now learn how the MAs can be utilized
to identify which stage a stock is in. I have purposely removed all reference
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FIGURE 1.42 This chart shows the transition between stages and how moving
averages can assist us in determining which stage a stock is in.
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to time and price for this example because the concepts apply to any time
frame. The first thing you should notice about this chart is the cyclical
movement through all four stages (which are noted on the chart). Starting
on the left side of the chart where it states “Beginning of Stage 2,” we will
examine how the MAs help us determine which primary and substage the
stock is in. As the uptrend begins, you will notice that there are several cir-
cles where price meets the rising short-term MA. When the stock price is
above all of the MAs with the short-term MA above the intermediate-term
MA and the intermediate-term MA above the longer-term MA, the stock is
considered to be in Stage 2-1 (strong uptrend).

It is quite common for the short-term MA to act as a support level for the
stock. This needs to be explained further. You are probably wondering why
a MA would act as support and the reason is simple, perception. Because
MAs are viewed by so many participants as support levels, there tends to be
a lot of trade activity centered near the MAs. When a stock in a primary up-
trend starts to undergo some profit taking, the sellers will often cease selling
as the stock reaches the short-term MA because they know there is usually
support in that area, this lessens supply available near the MA. There is an-
other group of participants that may be looking for an entry into this trend-
ing stock and recognizing a pullback to a short-term MA, they place bids at a
level near the MA, and this creates demand. The lessened action of the sell-
ers coupled with the more aggressive bids creates a situation where prices
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begin to find support after the short-term pullback. At this point, you may be
thinking that you too should place bids near this MA. Wrong! When the stock
reaches the short-term MA, we should start acting like a buyer but not make
any actual purchases until we have studied a shorter-term time frame.

Suppose this chart is a daily time frame, when the stock pulls back to the
short-term MA, we then want to put our analysis under a microscope and
study the hourly time frame which should show the stock in a Stage 1. The
picture on the longer-term time frame will be a solid Stage 2 uptrend but the
short-term trend is now neutral. What we want to do is to watch the stock
closely for further signs of strength on the hourly chart and buy just as the
buyers gain control of the trend again. This allows us to be in the stock when
there is momentum; we are then in the stock from a position of strength.

Moving further along the uptrend, you will notice as the trend becomes
more mature, and after numerous tests of the short-term MA, the stock ex-
periences a sharper break down to find support near the rising intermedi-
ate-term MA. This area, between the rising short-term and intermediate
term trend is known as “medium markup” and is referenced in Profiler as
Stage 2-2. Soon after the stock finds support at the intermediate-term MA,
the pullbacks become even deeper with support found near the longer-
term MA. When the stock finds support at the longer-term MA, it is consid-
ered late in the uptrend and is labeled as Stage 2-3.

The next area to note in Figure 1.42 is the area labeled “beginning of
Stage 3.” You will notice that the arrow points to where the short-term MA
crosses down through the intermediate-term MA. When this occurs, the mar-
ket is sending mixed messages to us. The message is mixed at this point be-
cause it is saying; short-term trend is lower, while the intermediate- and
longer-term trends are still higher. While we can never have absolute cer-
tainty in the market, when the market is sending us mixed messages we want
to stay away from the action. You have heard the phrase “when in doubt, stay
out.” When there is indecision (as represented by MA crossovers) on the
chart following an uptrend, the stock is considered to be undergoing distri-
bution. Stage 3 stocks are typically marked by diminishing volatility as the
sellers gradually gain control of the stock. Put simply, moving average
crossovers represent indecision and are a reason to stay out of the market.

As the stock breaks down below the low of Stage 3, the next point on
the chart is labeled “beginning of Stage 4.” In order for the stock to be in a
Stage 4, there of course has to be a pattern of lower highs and lower lows.
The way the Profiler algorithmically sorts the Stage 4 stocks is by using the
following criteria. The short-term MA must be below the intermediate-term
MA and the intermediate-term MA must be below the longer-term MA. Fur-
ther, while price is below the short-term MA, the stock is considered to be
in a strong downtrend (Stage 4-1). Just as the short-term MA will often act
as support in an uptrend, the short-term MA will often act as resistance dur-
ing the strong part of a decline. When you see a stock rallying up to the
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short-term MA in a primary downtrend that should be your clue to look for
weakness on a shorter-term time frame, which is the best time to initiate
new short positions. As the stock progresses in its downtrend you will no-
tice that resistance is often found near the intermediate MA (Stage 4-2) and
then the longer-term MA (Stage 4-3). Although the longer-term MA acted as
resistance after the point labeled as the beginning of Stage 1, rallies should
never be trusted while the longer-term MA is still declining. As mentioned
earlier, a declining longer-term MA indicates a stock that is “guilty until
proven innocent” while an ascending longer-term MA indicates a stock that
is “innocent until proven guilty.”

Stage 1 begins similarly to Stage 3; it is a moving average crossover
that indicates indecision and the likely end to the downtrend. Remember
that the end of the downtrend does not mean we should purchase the
stock, as the most likely path of the stock is for reduced volatility as the
buyers slowly wrestle control from the sellers. The specific beginning to
Stage 3 is the crossing of the short-term MA up through the declining
intermediate-term MA. Once this crossover has occurred the next short-
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FIGURE 1.43 The Profiler charts visually represent not only price, volume and
moving averages, but they also show the primary and substage for every stock.
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term high marks the high of Stage 1, a level that will have to be eclipsed
for the stock to enter Stage 2 and repeat the cycle again.

A unique and helpful tool in the Profiler is found on the price charts em-
bedded in the application. Looking at the chart in Figure 1.43 you will notice
that besides price, the chart shows the 10-, 20-, and 50-day MAs on the upper
section. Just below the price area you will see an indication of which stage
the stock is in. The stage analysis drawn onto the chart allows you to see ex-
actly which primary and substage the stock is in as well as for how long. This
feature allows you to speed up your learning curve for objective trend recog-
nition that ultimately will help you find the ideas that meet your criteria.

Figures 1.44 and 1.45 are examples of a long setup, and Figures 1.46
and 1.47 are examples of a short setup using a daily and hourly time frame
together for attaining the ideal entry price. As has been repeated, we want
to find our trading ideas on a longer-term time frame. Once we have identi-
fied the powerful long-term trend, we then want to use the short-term time
frame to capture precise entry points into that longer-term trend.
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FIGURE 1.44 The boxed in area of this Stage 2 stock on a daily time frame is

shown in more detail in Figure 1.45. Notice how the stock found support just above
the rising 20-day MA.



Intraday (BO-Min) MAS MATZ MAZ1

F27.80
F27.00
F26.50
F26.21
F26.00
F25.80
F25.00
F24.50

F24.00

-

+*>  RealTick Graphics used with permizssion
.OE. of Townsend Analytics, Lid. F23.80

1000000

FIGURE 1.45 This hourly chart shows the rally from 47 to 55 in greater detail.
The circled areas represent the ideal entry points—that is where the buyers have
regained control of the short-term trend.
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FIGURE 1.46 Using the same concept for a short sale, we will examine the

boxed in area of this daily downtrend in more detail in Figure 1.47.
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FIGURE 1.47 This hourly time frame allows us to refine our analysis so we are
entering our short positions as the sellers take control of the short-term trend. The
circled area shows where the ideal short sale should have been entered.
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CHAPTER 2

Risk
Management

The Essential Ingredient

determined—some people are born with the ability to handle high-

risk situations more comfortably than others. Certainly, it appears
that we all have different levels of risk tolerance. Some folks are happy
parachuting out of airplanes high above the earth. Others cannot imagine
attempting such a feat.

In the trading arena, many people are not willing to jump into the
rapid-execution trading style known as scalping. These people believe that
entering a trade and then suddenly experiencing a fast drawdown—even a
limited one—might render them too fearful to exit the trade. Others thrive
on the swift and nimble world of scalping and wouldn’t dream of holding a
stock position overnight, as do their slower-paced associates. (One of the
benefits of trading is that a style exists to suit nearly every personality.)

This leads to one of the myths of active trading, which infers that all
active traders are day traders. That is simply not true. Many active traders
do a combination of intraday and swing trading. An example of a trader
who moves back and forth between intraday and swing trading goes like
this: A trader opens a position. If it works, he closes it out for a day-trade
profit—or decides to carry it overnight with the peace of mind of prof-
itability established, and protective stops set in place.

Whatever your risk tolerance, it is wise to do some inner discovery
work before you start trading. Assessing your personal risk acceptance is
definitely part of that preparation. Once you ascertain the kinds of risk, in
time and money, that you are at ease with, you can develop your trading
style to match your comfort level.

S scientific theory states that the ability to handle risk is genetically

69
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DISCIPLINE—THE KEY TO TRADING SUCCESS

Discipline is one of the most important characteristics a trader must ex-
hibit. You can have a lot of technical knowledge, be talented at rapid order
entry execution, and use the most sophisticated software. Yet, if you fail to
integrate discipline into your trading plan and resulting actions, your
chances of reaching success are slim.

Occasionally, careless investors get lucky and have successful
trades, but over time, active traders are doomed without strict discipline. It
manifests itself in many ways. The most obvious is reflected in the industry’s
often-repeated phrase, “Cut your losses short and let your winners run!”

Essentially, the trader must have the discipline to follow a system, just
as systems assure that casinos play blackjack, craps, and other games of
chance the same way every day—all day. In this sense, gambling and trad-
ing are similar, but this is a professional’s perspective. The amateur per-
spective is not worth discussing, because results are dismal for amateur
traders and gamblers alike. Perhaps the lesson to be learned here is to seek
the advice of professionals before engaging in either endeavor.

DISCIPLINE PERSPECTIVES

One mind-set that fosters discipline is to suspend what you believe to be
true and trade only what you observe. Do you passionately believe—and
insist—that the Nasdagq is trading at lofty levels and should correct or re-
trace? Do you then sell short the market, perhaps via the QQQQ’s, and re-
fuse to cover the trade—even though the market moves higher—because
you believe it should fall? Such beliefs can cause large losses in account
size as well as in self-esteem. Do not defer decisions to act because of
your ego. It will probably recover a lot quicker than the equity in your
account.

Instead of imposing your personal opinions on the market (and on
your trades), learn to trade what is. Learn to trade without emotion, except
for a calm confidence born of your discipline, knowledge, and experience,
and a well-thought-out plan custom-implemented for every trade.

As a trader, you must become introspective. You must ask questions of
yourself and answer them honestly. Do you feel you deserve to make
money quickly, or were you raised with the belief system that only those
who work very hard, for a long time, deserve to make money? Did your
parents convince you that “money is the root of all evil”? Is your self-
esteem healthy or wavering at low levels? Do you have a strong emotional
attachment to money that colors your perception of the market? Honest
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answers to such questions will help you identify any obstacles in your path
to becoming a successful trader.

AVOID TRADING WITH SCARED MONEY

Do not consider funding your trading account with scared money. This can
be defined as money you cannot afford to lose; if you were to lose it, your
lifestyle would have to change. It includes money for paying your bills, the
down payment for a new house, vacation savings, and your child’s college
tuition. Borrowed money is also scared money. Trading with scared money
changes your perception of whatever market you are trading and all but
guarantees you will incur big losses. This is because traders typically place
a higher emotional value on money that they cannot afford to lose. Scared
money rarely wins.

TERRA NOVA TRADE EVALUATOR

Many traders use the Trade Evaluator featured by Terra Nova Trading
(www.terranovaonline.com) to help assess discipline. This tool allows
traders to analyze their trading from many perspectives. It is only one of
many tools active traders must utilize to evaluate their trading plan (see
Figure 2.1).

YOUR GOAL: TO TRADE WITHOUT EMOTION

Trading with discipline leads to the psychological state every trader most
desires (and finds most difficult to achieve): relative nonemotion.

The easiest way to trade without emotion is to establish a trading plan
for each trade before actually committing your money. This includes calcu-
lating the risk-reward ratio and establishing three prices before you enter
the trade (the entry, protective stop, and price target). When you have a
firm, well-thought-out plan at your elbow, you will find it easier to trade
without emotion. It allows you to accept losses at predetermined levels
and to make profits based on the plan instead of succumbing to emotional
decision making.

At MarketWise, we have incorporated into our Profiler software a
concise way of determining the potential for a trade based on the action
of the stock. We call it the Trade Planner. It allows you to “plug in” the
variables that affect the outcome of the trade for any stock symbol. The
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FIGURE 2.1 The Trade Evaluator is an indispensable tool that allows for

objective analysis of your trading results so you can focus on what you are doing

right and improve on areas where you are not achieving the results you are
looking for. It is your personal statistics that does not lie or feel emotions. (Terra
Nova Trade Evaluator is a trademark of Terra Nova Trading, L.L.C.)
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following sections describe those factors and provide an example of the
Planner in action.

PLAN YOUR TRADE AND TRADE YOUR PLAN
WITH RISK-REWARD RATIOS

“If you fail to plan, you plan to fail.”

Most beginning traders enter the market without a game plan. This
leaves them at a great disadvantage and is probably the biggest reason
they are victimized by the professionals. Coming up with a trading plan
that best suits your needs and wants is no easy task. Trading your own ac-
count, either full-time or part-time, is a business. And, it needs to be
treated that way.

In running a trading business, an often-overlooked fact is that more
than 50 percent of your trades can go against you, yet with sound money
management, you can still make profits on a consistent basis. Successful
trading is not about being right all the time. There will be many times when
your trades go against you, but how you handle those losing trades sepa-
rates the amateurs from the professionals. Simply put, professionals cut
their losers quickly at predetermined levels, whereas amateurs often com-
pound their mistakes by averaging down in a trade.

Calculating the potential risk-reward ratio of your trade before you put
hard-earned capital at risk in the market is one of the most important as-
pects of money management. Notice the word potential. No one knows for
sure what will take place in a stock’s immediate future, but understanding
the location of support and resistance levels helps you determine a logical
plan of action. This plan considers not just the potential amount of money
to be made, but, perhaps more importantly, where you are going to cut a
loser before it turns into a large loss.

At MarketWise, we suggest that with scalp, momentum, or day trades,
you establish a risk-reward ratio of at least 1:2. That means for every dollar
you put to risk, there is the potential to make two. A ratio of 1:3 is better,
meaning one dollar of risk to three dollars of reward, and we recommend
the 1:3 ratio for trades that are meant to be a swing trade or longer.

As you can see, the longer the time frame of your trade, the higher the
reward portion of your ratio should be to compensate for the extra time
your capital is at risk.

Risk-reward example: Stock XYZ presents a good setup for a swing
trade. You establish the proper entry at approximately $20. Prior resistance
(previous high or consolidation area) on an intraday chart of XYZ lies at
$23. That price represents your initial profit target. Nearby support lies at
$19.25, so you decide to place your initial protective stop just under that
price, at $19.
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Notice one-part risk to three-parts reward

Initial profit target is $23

A L
/" €— |nitial exit target at $23

I\ Enter at $20

Set initial stop at $19

FIGURE 2.2 Stock XYZ with 1:3 risk reward ratio.

If XYZ sets up properly, you have a risk of one point (the spread be-
tween your entry price of $20 and your protective stop at $19) and a re-
ward of three points (spread between entry at $20 and price target of $23).
That equals a risk-reward ratio of 1:3. Figure 2.2 shows a diagram of how
that would look in a trade progression.

Your risk-reward ratio may change soon after you enter your position.
After you enter, you might adjust your initial protective stop loss a bit
higher (it is unacceptable to lower it). You will fine-tune your stop later in
the trade by turning it into a trailing stop. As the price nears your profit
target, you can tighten the stop until it “takes you out” of the trade. We do
not recommend selling just because the stock reached your price target.
Your target means nothing now that the stock is moving and to obtain re-
ally large profits you must allow for your winners to run until the market
dictates exiting the position. When a stock nears a prior price target, it is
prudent to tighten up the stop loss because you should be less willing to
allow the stock to fluctuate wildly when it reaches a level you perceived
might act as resistance. This tighter stop allows you to take profits if the
market dictates; otherwise, the trade will remain open as it continues to
move in your favor.



Risk Management 5

SETTING STOPS—OVERVIEW

Many times, investors do not limit the losses on their positions. This can
result in the stock moving up and delivering “paper” gains, only to fall back
down and hand the investor an eventual loss. Traders, however, master
risk management principles knowing that because the edge is small, losses
are expected and dealt with quickly. Traders establish protective stops or
stop-loss orders on all their trades to keep their gains and cut their losses
short. Stop-loss orders are invaluable risk-management tools that can be
based on the following criteria:

e Percentages of the equity in your account.

¢ Technical, meaning support or resistance levels designated by price or
key moving averages.

e Percentage of price.

e Time.

¢ Fixed dollar amount.

Professional level trading systems, such as RealTick® (visit www.ter-
ranovaonline.com for a free demonstration), make setting automatically
triggered stops easy and efficient. For full-time traders who have devel-
oped strong discipline, mental stop-loss points may be sufficient. No mat-
ter the methodology, a stop must exist to ensure against unexpected action
that could result in a catastrophic loss.

Overall Protective Stop Guidelines

Each participant approaches the market with a set of unique circum-
stances (amount of capital available, market experience, individual risk,
and tolerance, to name a few) that make exit decisions a personal choice.
As a general rule to preserve capital, you should risk no more than 1 per-
cent to 2 percent of your account on any trade. If you have $50,000 equity
in your account, 1 percent equals $500. If you follow the 1 percent risk min-
imum, you would place your protective stops at a price where you would
not lose more than $500 on any trade.

Using a strict percentage of account size allows traders to make objec-
tive decisions about how many shares should be traded. Imagine you were
taking a position, and you placed your protective stop one point from your
entry. You could logically buy 500 shares of that stock to follow your risk
management. If the stock fell one point and you exited properly, you would
have risked the designated 1 percent of your account, and no more.
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To take this process one step further, if you were to place a stop $0.50
away from your entry, you could trade 1,000 shares and still be within
your 1 percent risk parameters. Keep in mind that an absolute dollar
amount is only one component of proper position sizing. You should also
consider factors such as liquidity, overall market environment, your ex-
perience level, and technical conditions when determining how many
shares to trade. Remember to adjust your risk percentage as your account
size changes.

Having a maximum loss per day, week, and month is the best way to
keep your discipline in check. If things are not going well, stops are in
place to prevent you from taking a major loss. These limits can be based
on a percentage of cash in your account or a set dollar amount. When
first starting, we suggest a daily loss limit of no more than 1 percent of
your account.

For example, a $50,000 account would risk no more than $500 over the
course of a day. Assume this account lost exactly $500. The balance would
now be $49,500, making the new stop loss for the day $495. This may seem
like a lot or a little to some; however, using this and combining the proper
risk-reward scenario to your trading can give you an advantage. Depending
on your trading style, your trades can move as you anticipate only 33 per-
cent of the time, yet you can still be profitable when you follow these
money management principles.

Limiting losses, whether per trade or time period, keeps you in control
of your future. Once your maximum loss has been reached, on any time
frame, you must stop trading immediately. This is crucial for preservation
of capital and your success.

Because discipline is one of the most important characteristics of
successful traders, if you find you are ignoring your self-imposed rules,
then you need to change your methods quickly. If you are unable to im-
plement your plans in a disciplined manner, you may want to reconsider
whether trading is right for you. Establishing maximum loss points
and following through on that planned course of action is of the utmost
importance.

Protective Stops and Trading Time Frames

Loss limits can be based on the style of trade you are taking. If you are en-
tering an intraday trade, as previously stated, the minimum risk-reward
must be at least 1:2. So, if you are willing to accept an anticipated maxi-
mum loss of $0.30, then your profit target should be at least $0.60.

In a swing trade scenario, again, the minimum risk-reward should be at
least 1:3. Therefore, if you are risking one dollar (your protective stop is
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one point away from your entry price), your profit target should be $3 or
more away from your entry.

As you approach your loss limits over any time period, decrease your
trade size. For example, as you approach your loss limit for the day, trading
500 shares with a 30-cent stop, for a maximum loss of $150, decrease your
share size to 300 while keeping your stop at $0.30. This lowers your maxi-
mum loss to $90.

When figuring risk-reward ratios, do not pick your stop loss based on
your profit target. Your protective stop should be based on support, resist-
ance, and key moving averages found objectively through technical analy-
sis. The Trade Planner portion of the Profiler allows you to develop
different trading scenarios to come up with a risk-reward ratio that makes
sense. Looking at an example of the Planner, you can see that the screen
initially has fields that you fill in to come up with a logical plan of action
before you place your trade. As you can see, the first field to enter is the
Ticker Symbol. When you enter a ticker symbol and click the submit but-
ton, the fields will automatically populate with useful information to help
plan the trade (see Figure 2.3).

@ MarketWise.com
Dun the knomlsdge.

MarketWatch University Profiler TRADE PLANNER

Submit PROFILER Homa | Advanced Screenar
Ticker Symbol: I
Clear |

Your Adtual or Progected Eniry Prics: = Long " short
Yor Stu:\l.ossﬁ:s:l o Soploss 9 ,_ o Soploss § Ak
Wour Target Price: of Target ot ]_ or Target & Ao I
Fozition Size! o lez ug caleulste the proper round ot paiion size oy Indiczang:
Max fimzunt bo Inessk o this Trade:
or Auccaunt Equitv: and % of Equity bo Irvest:

FIGURE 2.3 The Trade Planner allows you to identify the risk/reward and
position size to determine if a trade is merited. This feature allows you to plan your
trades before “trading the plan.”
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® MarketVWise.com

Dun the knowledge.

Markerwatch Universicy Profiler TRADE PLANNER

Submit | PROFILER Home | Advanced Scieener
Ticker Symbol: |QCOM
Qualcomm Inc Clear |
(Chick On Company Name to see Chart)
Clnsing Prvce on Tuesday, Fehruary 22, 2005 was 3451

Current Stage |s 4-1 (Early Dedine)

Has been in Lurrent Stage for 4 days
Current Weckly Stage is 3-1 {Earky Distribution)
Has been in Current Weekdy Stage for 1 Weeks
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“our Szoploss Price: EBE or Stoploss S l_ wor Stoploss § Ak |
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Mizoz A cask ko Ireeest on this Trace I
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Risk:Reward Ratio = 100 4.20
Prafit if Target Hit = $003.00

Loss if Stoploss Hit = -$215.00

FIGURE 2.4 Once the user inputs trade details, the Trade Planner provides
information that can be objectively analyzed to determine the feasibility of actually
committing capital.

When we insert QCOM (see Figure 2.4), the first thing you notice is
that the Planner tells you that on the daily time frame it is in Stage 4-1, a
strong downtrend. Just below this is the current weekly stage, which for
QCOM is Stage 3-1. Swing traders do not really need to be too concerned
with the weekly time frame as those trends take months to develop; how-
ever, it is always a bonus if the weekly stage is aligned with the daily stage.
In the case of QCOM, we can infer that at the time, QCOM was entering a
long period of distribution, but in the short term the stock was declining.
This would not make for a good purchase candidate; however, a potential
short sale looks enticing. Just below the stage information, we can enter
our trade setup to determine if the trade would make sense from a risk-re-
ward standpoint. The Planner automatically calculates an entry based on
the previous day’s close, and it assumes a long position is desired (if look-
ing for the short trade calculation, simply click the short button). The Plan-
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ner then calculates what it would take to achieve a risk-reward ratio of at
least 1:3 based on an initial stop of 1.5 percent. It then uses a target that is
5 percent away from current prices. At the bottom of the screen, the Plan-
ner calculates exactly how much money you would stand to lose or gain
based on a position of 100 shares. Using the default settings is not the rec-
ommended way to utilize the Planner. It is more realistic to base trading
decisions on the support and resistance levels for the stock. If we assume
that we liked QCOM as a short sale candidate, the first thing we would do
is enter the symbol and then click the short button. If the stock closed at
34.54, we might actually want to enter the trade on some strength so we
will enter our projected entry at 34.85. The next order of business is to de-
termine the amount of risk we are willing to consider in the position. If we
determined 35.30 to be a level of potential resistance, we might want to
enter our stop just above that level, say at 35.35, for a theoretical risk of
$0.50 per share. Next, we will want to approximate where the stock might
drop to a level of support. Looking at a chart, we might determine the po-
tential for support to be at 32.75. If this scenario were to unfold, we would
recognize a profit of $2.10 per share. By clicking Submit, the Planner tells
us that the risk-reward ratio would be 1.00:3.75, meaning that for every
100 shares we were to sell short, our risk would be $60.00 and our potential
reward would be $210/100 shares! That is a trade worth taking. The next
question might be how many shares to sell short. We could come up with
that answer a few different ways. First, we could enter a fixed dollar
amount, such as $10,000, to commit to the trade. The Planner would tell us
that we should sell short 272 shares, that if we were right we could make
$612 on the trade, and that our risk would be $163.60. Another way to de-
termine our position size would be to enter the amount of equity in our ac-
count, let’s say $75,000, and we would commit 20 percent of our capital to
the trade. In this example, the Planner tells us our position size should be
430 shares, in which case we could potentially make a profit of $903.00 for
a total theoretical risk of $215.00 (see Figure 2.4).

By now, the value of the Planner should be clear; it truly is a tool that
allows you to plan your trades. The next step is to have the discipline to
trade according to those plans.

Percentage of Price Stops

Some swing traders use percentage stops. That is, they use a percentage of
the price of the stock they are entering. A valid percentage(s) might be 2 to
3 percent of the price. If you are buying a stock for a swing trade that costs
$30.00 per share, you would risk no more than 3 percent, or $0.90. (You
would set your initial stop at $29.10.) Keep in mind that a percentage stop
is not the ideal way of setting stops as they are somewhat random. The
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best stops are based on the action of the stock as seen through valid levels
of support and resistance.

Time Stops

Protective stops known as time stops are tuned to trader discretion. They
are used mostly in intraday trading; however, many traders use them in
swing trading as well.

Example: You enter a scalping trade as you see a stock break out of a
consolidation area on high volume. Upward momentum decreases almost
immediately, though, and the stock moves sideways. Although it does not
touch your protective, technical stop, time erodes and momentum sub-
sides. Result: the stock does not act as you thought it would, so you close
the position.

Were the trade a swing trade, the stock might move sideways as well,
except the time frame for the time stop would be hours to days. Suppose
you entered a trade one day near the close with the intent of holding it for
two to five days. The next day, the stock did not move up measurably as
you had anticipated. Instead, it drifted sideways in a lackluster fashion.
You may decide to scale back some or all of your position before that day’s
market close.

There is a bottom line with time stops: If, over a designated time, the
stock does not act the way you thought it would, you may want to consider
exiting a portion, or all, of your position.

AVOID THIS MISTAKE

A common mistake of novice traders after taking a large loss is to succumb
to the temptation to “make it all back” by initiating high-risk trades. This
thinking hinges on the gambling mentality that afflicts many people in the
market. If you find yourself thinking this way, do not follow through.

If you lose your discipline and allow a small loss to turn into a big
loser, do not compound the problem by making emotional decisions in an
attempt to recover from the original mistake. Small losses allow you to re-
main trading and learning, whereas larger losses can abruptly end your
trading career.

REALTICK® CAN HELP

RealTick® trading software offers a trailing stop order option that is the
most efficient and nonemotional means of taking profits. It automatically
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E order Details
e e o irn o-Herre:.: T

Time |Order Details Status
9:35 |Buy 500 UNTD at 16.30 on ARCA (500 traded @ 16.3000) |Executed
9:35 Bought 100 UNTD at 16.300000 with ARCA3 Completed
9:35 Bought 400 UNTD at 16.300000 with ARCA1 Completed
9:42 |Sell 500 UNTD at 16.55 (Stop: 16.62) Deleted Deleted
9:42 ARCA Order Status: Pending trigger price of 16.62 Completed

12:26 |Sell 500 UNTD at Trailing Stop: .15 on ARCA 500 traded Executed
12:26 | ARCA Order Status: Pending trailing stop (trail=.15) Completed

12:26 ARCA Order Status: New stop 17.04 Completed
12:26 ARCA Order Status: New stop 17.07 Completed
12:26 ARCA Order Status: New stop 17.09 Completed
12:26 ARCA Order Status: New stop 17.10 Completed
12:26 ARCA Order Status: New stop 17.12 Completed
12:26 ARCA Order Status: New stop 17.13 Completed
12:26 ARCA Order Status: New stop 17.14 Completed
12:26 | ARCA Order Status: New stop 17.15 Completed
12:26 ARCA Order Status: New stop 17.19 Completed
12:26 ARCA Order Status: New stop 17.20 Completed
12:26 ARCA Order Status: New stop 17.22 Completed
12:26 ARCA Order Status: New stop 17.24 Completed
12:26 ARCA Order Status: New stop 17.25 Completed
12:26 ARCA Order Status: New stop 17.26 Completed

12:32 Sold 100 UNTD at 17.250000 with ARCA3 {order Da4c-00/Completed
12:32 | Sold 100 UNTD at 17.260000 with ARCA3 {order Da4c-00/Completed
12:32 Sold 300 UNTD at 17.210000 with ARCA3 (order Da4c-00|Completed

FIGURE 2.5 This order book shows a purchase of 500 shares of UNTD at 16.30
at 9:35 A.M. As the stock moved higher, we placed a trailing stop of $.15, which had
the stop initially placed at 17.04. As the stock continued higher, the stop followed
the price movement until the order was activated as the stock traded at 17.26. It is
important to recognize that the position was actually sold at three different price
levels, that is because the stop is a market order once it is activated.

moves the stop behind your stock as it moves, and then takes you out of
the trade to the designated amount if the stock goes against you.

If you buy a stock and enter a $0.15 trailing stop on it, as long as the
stock moves up your order remains open, continually adjusting higher as the
stock trades upward. If the stock weakens $0.15, it will touch your trailing
stop and close your position automatically. This relieves you from second-
guessing your exit strategy, and it takes the emotion out of the trade. At Mar-
ketWise, we suggest tightening your trailing stops as your trade progresses,
to take maximum gains with the least amount of emotion (see Figure 2.5).

RISK MANAGEMENT AND TRADING WITH THE NEWS

It is important to remain aware of world and financial news. It is common
for active traders to have a television tuned to a financial network, such as
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CNBC, during the trading hours. Having the television on during the trad-
ing day can be useful for keeping up with market moving events, but it is
essential to avoid reacting to the news on a sudden impulse.

Imagine a fund manager praising a stock on television. As the manager
talks, you put the stock up on your screen and the price begins to shoot up.
You become excited by what this manager says. Watching the market re-
spond—you buy it. Seconds later, the stock falls faster than it rose, and
you have to chase it down to exit, perhaps taking a loss. Trading on that
kind of news can hand you large losses. This type of trading is reactionary
and based on emotion, not anticipatory and based on a solid plan. Bottom
line: It is an amateurish approach to the business of trading.

You've probably heard that when reporting financial information, the
media is usually wrong. Actually, the facts reported are usually correct, but
as they relate to the fast-paced world of trading, the information is stale. By
the time CNBC makes an announcement, most of the institutions already
know about it and have already absorbed and acted on it. Individual traders
are trading the day’s “leftovers” that have lost their initial flavor and zest.

It is important to follow economic reports and earnings announce-
ments. Be sure to know when these reports are due out so you are not
blindsided by any unexpected volatility that may result.

Economic reports can have a dramatic impact on the market, espe-
cially if they relate to present-day economic concerns. When the United
States is experiencing an economic downturn and job layoffs are a daily
event, then the unemployment report—and the market’s reaction to it—
can be key to the market’s movement that day. And the residual effect may
continue for even a longer time.

Earnings announcements can affect the market, as well as individual
equities. If you are holding an open position in which the company is re-
porting earnings that day, you may choose to lower your risk by exiting
your position until those earnings have been announced. You may also
choose to use options to hedge a stock position, or to make a straight di-
rectional bet.

In a bear market, even a company that announces good earnings can sell
off rapidly. Why? Because high earnings expectations—possibly established
by earlier guidance—can push the stock higher as institutions pile into the
stock expecting good news. When the earnings are announced, the stock
may sell off, operating under the “buy the rumor, sell the news” maxim.

In addition, it is prudent to remain aware of large market stocks with
pending earnings announcements, especially when that stock represents a
sector or industry group where any of your open positions reside. Say you
own a position in software stock Oracle Corporation (ORCL). Imagine that
Microsoft (MSFT), the most prominent software company in the United
States, is announcing earnings after the market’s close. You may want to
exit some, or all, of your ORCL holdings to minimize your risk. Negative
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earnings from a giant like Microsoft can rock the technology sector, and
even the entire Nasdaq National Market.

Similarly, if an analyst meeting on a certain large-cap company is
scheduled, and you are holding a position in that company or a related one,
you may want to tighten your protective stop loss to hedge against nega-
tive announcements.

You may also want to avoid biotech and pharmaceutical stocks in
which the underlying company has an FDA (Federal Drug Administration)
review coming up, or has pharmaceuticals that are involved in advancing
trials, such as a Phase Two trial. Failure of a preparation to perform suc-
cessfully can drive down a pharmaceutical firm'’s stock fast and furiously
and other medical stocks may fall in “sympathy.” Or if you short the stock,
a vicious short squeeze may develop on a positive FDA result.

One of the most important events to watch for is “Fed day,” or the day
on which the Federal Open Market Committee (FOMC) meets to decide in-
terest rates. The period just before and after the announcement, which
usually takes place about 2:15 p.m. EST, is usually volatile. The remainder of
that afternoon can also be erratic, which results in a rocky trading environ-
ment. This type of trading is risky and is best left to the large institutions.

Finally, options expiration days fall on the third Friday of each month
and result in whippy, choppy price action. Four times a year, in January,
March, June, and September, options expiration days are referred to as
“Triple Witching Days.” On these days, futures contracts expire, as well as
stock and index options. These days (and the days leading up to them) are
particularly unpredictable, and many traders avoid the markets completely.

If you insist on “playing the news,” play the reaction to it, rather than
the news itself. If you knowingly take positions ahead of an important,
news-driven event, make sure you are protected against the potential for
catastrophic losses that may occur if the event does not unfold as you ex-
pected. Failure to protect yourself, either with smaller shares size or with
an options hedge, makes you a gambler. While you may have a few win-
ners, in the long term very few people survive in this difficult business by
making bets.

RISK MANAGEMENT AND SHARE SIZE

If you are relatively new to trading and still unsure of your skills, you will
probably want to trade with a limited number of shares. You can de-
crease your risk and learn how to trade just as well with 300 shares as
with 1,000 shares.

Another way to determine share size is to have a fixed share size for
every trade based on your comfort level or a percentage of your portfolio. We
recommend no more than 20 percent of your account size in any one trade
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except when attempting a scalping trade. Then you may end up using most of
your capital, since this is an extremely short-term trade that you can exit
quickly, if need be. If you have a cash account with $50,000 in it, you should
commit no more than $10,000 in any one position. If the stock price is around
$20, then your share size should be no more than 500. Either strategy for
share size selection works just fine, but make sure you are consistent with all
trades. This makes it easier to compare trades over an extended period.
Share size can also vary for the following reasons:

e Price volatility (reduce share size in volatile, risky stocks).

e Market environment (in choppy markets, you may want to “get small,”
or reduce share size to reduce risk).

e Time-of-day (e.g., taking on a large share size for a day trade during
midday doldrums can be dangerous to your wealth).

e Seasonality (e.g., tech stocks usually correct from April through Octo-
ber, and an old market adage states, “Leave in May and stay away”).

e Price liquidity (Liquidity = Volume. If you are trading a stock with av-
erage daily volume of less than 500,000 shares a day, you may want to
reduce your lot size; a thinly traded stock is many times harder to exit
at the desired price than a stock that trades high volume.)

SUMMARY

You can see how important it is to learn how to manage risk when taking
trades, whether short term or long term. You are 100 percent responsible
for managing the risk in each trade you make.

Start by assessing your personal strengths and weaknesses as they
pertain to trading. Then develop a sturdy discipline through which you fil-
ter all of your trading choices. Next, study risk-reward scenarios by paper
trading (planning and executing imaginary trades on real charts, in real
time). Remember to establish three prices before you enter each trade: the
entry, initial protective stop, and profit target.

As you progress, study stop-loss points and determine the maximum
losses you will take relative to your account size and your personal risk
tolerance. Finally, take note of how the news, including economic reports,
earnings, options expiration days, and FOMC meeting days affect the mar-
kets and stock performance.

As you move forward, you will feel much more confident in your trad-
ing skills and you will have made large advances on your journey to trad-
ing success.



CHAPTER 3

Basic Chart
Formations

there are other factors that you should be aware of and take into con-

sideration in your analysis. These are the basic chart formations that
traders learn when they first study the stock market. Classic chart forma-
tions often signal directional changes in price trends or that the trend is ex-
pected to continue or stall. Being able to recognize these signals is
important because they are so well known that they often become self-
filling prophecies. There is always the risk of trading against one of these
common formations when the majority of traders recognize the pattern
and are responding to it. In this chapter, we describe the most common
chart patterns.

Proper trading in any market means consistently stacking the odds in
your favor. One of the most important ways to stack the odds in your favor
is to trade with the trend. A trend is one of the foundations on which tech-
nical analysis is built and it should be considered the core in developing a
trader’s directional bias. In this chapter, we discuss how to identify trends,
the proper way to trade within a trend, how to measure their strength, and
how you can use trends for position entry decisions.

Entering a trade at the proper time offers you the greatest probability
of increasing your profits and allows you to formulate intelligent levels for
placing stop-loss orders as protection against unexpected price moves. A
trend is defined by a series of peaks and troughs moving in one direction.
The direction of these peaks and troughs (highs and lows) determines the

In Chapter 1, we discussed the key elements of technical analysis. But
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FIGURE 3.1 The three trends.
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FIGURE 3.2 An uptrend, which is found in the stage 2 markup phase of a stocks
cycle, is defined by a series of higher highs and higher lows. In an uptrend, the
pullbacks offer traders low risk opportunities to get long a stock whose path of

least resistance is higher.
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FIGURE 3.3 A downtrend, which is found in the stage 4 decline phase of a
stocks cycle, is defined by a series of lower highs and lowers lows. In a
downtrend, rallies offer traders low risk opportunities to get short a stock whose
path of least resistance is lower.

direction of the overall trend. Lets revisit our stages from Chapter 1 to
begin to identify trends (see Figure 3.1).

Figure 3.2 breaks down the Stage 2 uptrend to show more detail of
how an uptrend forms and continues. Figure 3.3 breaks down the Stage 4
downtrend to show the details of how a downtrend forms and continues.
Figure 3.4 shows the characteristics of a sideways trend in detail. Note the
indecision shown by the crossing of the moving averages.

Trading with the trend is ideal as the odds are continuously on your
side. In measuring the strength of a trend, there are several things to con-
sider. First, if the distance between the higher highs (in an uptrend) is in-
creasing, this suggests the trend is becoming stronger. If the distance
between the higher highs is decreasing, odds are the trend is becoming
weaker and that the trend may soon change. Second, volume is to a trend
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FIGURE 3.4 A sideways trend, which is found in stage 1 Accumulation phase and
stage 3 Distribution phase of a stock cycle, is defined by relatively equal highs and
equal lows. In a sideways trend, rallies to prior highs offer traders the low risk
opportunity to sell or get short and declines to prior lows offer traders the low risk
opportunity to buy or get long. While money can be made within what some call a
channel, | choose to avoid these sideways trends.

is as fuel is to an automobile. An uptrend needs more buyers to sustain it-
self. A healthy uptrend has steady growth in volume as the trend moves
higher. Also, pullbacks in an uptrend should be accompanied by low vol-
ume suggesting a lack of aggressive sellers.

To identify trends, look at the daily, weekly, and sometimes, monthly
chart. To take a position in a stock or futures contract with the trend, first
identify the trend on the larger time frame and then look to the smaller
time frames for a low-risk entry.

TIME FRAMES

Deciding which time frame you should focus on depends on your objec-
tives, which are largely dictated by personality traits. Some people prefer
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to be long-term investors and should therefore focus on weekly and daily
charts and be less concerned about the day-to-day action on the intraday
charts. More aggressive traders, who consider two to three days as long
term, have an obvious need to emphasize intraday charts, studying 60-
minute or even 10-minute bar charts. You do not need to learn new con-
cepts for various time frames. A chart is a chart, and once you are
comfortable analyzing the concepts and relationships between price,
moving averages, volume, and other studies on a daily chart, looking at
shorter periods is an easy transition. A short-term chart puts our analysis
under a microscope where we can pick up on the minitrends and see how
they fit into the bigger picture.

So what time frame is best to start with? Whether you plan on invest-
ing or actively trading, the best place to start is the daily chart. By getting a
sense of the bigger picture, you are sure not to miss out on the larger and
stronger trends of a stock. Many traders who focus only on short time
frames tend to lose sight of the forest through the trees and take profits
much too early by not observing that a powerful trend may be setting up on
the daily chart. The following sections describe four valuable time frames
and explain who should use which one and at what time. One of the most
difficult questions—which moving averages to apply on any time frame—
is also addressed.

Weekly Charts

Most software packages allow you to look at a substantial amount of data.
The time available varies among data providers; however, most allow you
to look at data that go back for approximately three years. Three years is a
perfect time span because rarely will an event that occurred longer than
three years ago affect the trading environment today. Investors in particu-
lar benefit from these charts, which show where a stock has been in a time
frame that they want to consider using (one to two years).

Although weekly charts have limited applicability for short-term
traders, using one makes sense when a stock is at a new high for the year
and trading history at these higher prices cannot be seen by looking exclu-
sively at recent data. Except for traders with the shortest time horizons, it is
valuable to look at weekly charts to have some perspective on how the stock
has traded at these levels.

Because weekly charts are most useful to longer-term investors, mu-
tual funds, large pension funds, insurance companies, and other big money
investors use them a lot. The most common moving averages for these in-
vestors to key off of are the 50-day, 100-day, and 200-day moving averages.
To get this data on a weekly chart, we need to set our moving average peri-
ods for 10 weeks (x 5 days = 50 days), 20 weeks (x 5 days = 100 days), and
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40 weeks (x 5 days = 200 days). It is important to remember that the mov-
ing average settings (MAs) on most charting packages are set for the num-
ber of periods being studied, not days. These MAs represent the short-,
intermediate-, and long-term trends on this time frame. The MAs are a large
part of the logic behind the Profiler in calculating which stage a stock is in.
In the Advanced section of the Profiler (which allows you to customize
screens on weekly charts) the 50, 100 and 200 day MAs are instrumental for
stage placement.

Daily Charts

The daily chart is, by far, the most popular period for analyzing price. The
daily charts available on most programs usually allow the viewer to look at
a minimum of 1 year’s worth of trading history. RealTick® has a standard
default for 200 days, but with the proper settings, you can view as much as
1,000 days’ worth of data. Using the analogy of a microscope, a daily chart
is like a weekly chart magnified at 5x. It is easier to see trends developing
and areas of unusual volume on the daily time frame than on the weekly
chart. Investors will find the daily chart to be extremely useful in identify-
ing entry and exit points for their investment decisions. To a trader, the
daily chart is most useful in being able to identify candidates that may be-
come good vehicles to trade; it is where traders create their shopping list,
usually called a watch list.

Although big investors tend to key off the 50-, 100-, and 200-day mov-
ing averages, it is helpful to have a 10- and 20-day moving average over-
laid on the chart that measures daily data. The 10- and 20-day MAs are
especially valuable to swing traders. These periods follow the price ac-
tion much more closely and allow the trader to see the short-term trends
changing more clearly and define the strength or weakness of a trend at a
quick glance. If you are an investor, you should not ignore these shorter
moving averages, as they are particularly helpful in timing purchases ac-
curately. More precise entries reduce your risk of having a position move
against you immediately after purchase. On the daily time frame, we usu-
ally recommend displaying just the 10-, 20-, and 50-period MAs and we
use these three averages as a representation of the short-, intermediate-,
and long-term trends, much the same as we used the 10-, 20-, and 40-
period MAs on the weekly time frame.

Intraday Charts

Intraday charts are where the trader lives and makes his or her money.
Once again though, investors, or anyone who is trying to get an edge in tim-
ing purchases and sales of stocks, should not ignore them. The technology
today allows us to look at the price action on any time frame; we explore
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two intraday time frames in this chapter. The periods we are studying use
data on 60-minute bars and 10-minute bars. Intraday data can be plotted on
just about any time frame; we chose these two time periods because each
offers a different perspective and both include the data that most market
participants look for.

Sixty-Minute Charts

The trends for price and volume on this time frame are easy to spot with-
out getting overanalytical, as sometimes happens with shorter time frames.
Although investors have different objectives than the traders who make
their livings in this kind of time frame, looking at a 60-minute chart can pro-
vide valuable data, particularly if the user is attempting to purchase stocks
that have already begun to move in an identifiable trend where the risks
may be greater. For traders, this is the next step in identifying a good trade
opportunity after studying the daily charts. To put it into perspective, the
hourly chart is like a weekly chart magnified 35x or the daily chart at 7x.

For a short-term trader who has identified a trend on a daily chart and
wants to keep it in perspective on an hourly chart with moving averages,
the question once again is which ones? After extensive testing of various
moving averages over the past 10 years, we have found the 8-, 13-) and 21-
period MAs are most effective for easy identification of the short-, interme-
diate-, and long-term trends on the hourly time frame.

Ten-Minute Charts

At this point, we are looking at data on a weekly chart magnified at 210x
and the daily information at 42x. By now it should be getting easier to see
how stocks really trade—they move around a lot! The movement you will
be able to observe on a chart with this time frame is great for making
trades that last anywhere from 30 minutes to 3 to 4 hours or for better
entry and exit points for swing trades. This action has little appeal for a
long-term investor, but most investors find it fascinating to contemplate.

When intraday charts were first becoming popular for analyzing
stocks, few people had access to them, and they usually left the same mov-
ing averages (the 20-, 50-, and 100-periods) on their programs in looking at
a 10-minute chart that they had on their daily charts. Advances in com-
puter technology have made this information available to almost anyone
who has a basic computer. These moving averages are still the most com-
monly used on a 10-minute time frame and generate the best timing sig-
nals. Because these time frames are 10-minute periods, a 20-period MA is a
moving average of 200 minutes of trading history, a 50-period MA repre-
sents 500 minutes of trades, a 100-period MA represents 1,000 minutes of
trade data.
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INTERPRETING CHART PATTERNS

Chart patterns are created as the result of supply-and-demand dynamics in
the markets. Whether the pattern is a continuation or a reversal setup, you
must be careful in trading it and more importantly, must interpret it prop-
erly. If you interpret chart patterns as many others do, you can potentially
run into a major problem. Keep in mind how we make money trading.
When we buy (get long), we need others to buy after us at higher prices if
we are to make money in the trade. If we enter a position with everyone
else, based on a pattern that everyone else trades the same way, who will
buy from us? The goal is to enter before others, at the right time. We must
have an edge. This is the low-risk, high-odds entry.

Another way of explaining the warning here is to imagine a frozen
pond with many people standing on it. Do you want to remain with every-
one else on this sheet of ice? Of course not; you want to stand away from
them, by yourself, because that is where you will be safe. Others may find
comfort in numbers while taking on more risk as they stand in the same
place on the ice, which is likely to break with all the weight. Trading with
the crowd may feel better mentally, but it is likely to harm the growth of
your account.

The following chart patterns have stood the test of time, but by no
means do they represent a definitive study of chart formations. The exam-
ples used are a diverse mix of Western bar charts and candlestick charts.

REVERSAL PATTERNS

Head and Shoulders Chart Formation

When found in an uptrend, the head and shoulders reversal pattern is one
of the best known and most reliable of all the major reversal patterns (see
Figure 3.5). Here is how it works as a topping pattern: Eventually, in an up-
trend, the series of ascending peaks and troughs begins to lose momentum,;
the price action at this point begins to slow; and the forces of supply and
demand are generally in balance. Sellers enter the market at the highs (left
shoulder) and the buyers return at the lows (beginning neckline). Buyers
eventually push through the previous highs that formed the left shoulder to
new highs (head). The chartist might notice that volume on the break
through the previous highs that formed the left shoulder to the new high
(head) was stronger than the previous rally; this is ideal and is to be ex-
pected. However, the new highs (head) immediately reverse and the down-
side is tested again (neckline). Tentative buying emerges and the market
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FIGURE 3.5 The head and shoulders top resembles the profile of a person when
viewed head on. The first rally represents the left shoulder, the second rally
represents the head, and the final rally represents the left shoulder.

rallies one last time. At this point, the peak of this rally (right shoulder)
should be made on very light volume. Sellers enter the market and the
downside is tested again. The trend line (neckline) for this pattern is
drawn by connecting the lows of the pattern. At this point, more selling
comes in and the buyers exit. The pattern is complete when prices break
below the neckline, which is when this classic pattern calls for an entry
(short in this case). Look for volume to be strong on the break of the neck-
line. What is ironic is that one of the most powerful patterns is the failed
head and shoulders breakout. Simply put, a failed pattern refers to times
when many participants are expecting a breakdown and get short when a
sudden and unexpected source of demand comes in to trap those short
sellers as new buyers force prices higher. The higher prices motivate short
sellers to repurchase the shares, which adds further upside pressure. The
point where a topping head and shoulders pattern becomes visible is typi-
cally in Stage 3-3 or Stage 4-1, which the Profiler makes easy to find. A scan
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of Stages 1-3 and 2-1 would be best for finding an inverted head and shoul-
ders—a bullish pattern.

Long Base and Saucer Formations

Long base and saucer formations are reliable, easy-to-recognize patterns
that usually precede a big move and give participants plenty of time to see
them setting up. These patterns are most common on a stock that had been
a big winner in the past, got beat up very badly, and has taken up to one to
two years for the bullish and bearish forces to reach equilibrium. These
patterns are what make the accumulation phase of a stock not only identi-
fiable but actionable. Both these patterns can go on for a long time, and it
makes no sense to tie your money up in one of these stagnant issues. It is,
however, important to be able to recognize when the accumulation period
may be close to completion because the gains that follow can be large if
traded properly. Although these bottoming patterns are usually associated
with daily charts, they can also be seen on intraday time frames and their
interpretation is the same. The best time frame for a short-term/momen-
tum trader to study this formation is on the hourly chart.

While a stock is building a long base, it will trade sideways (in a range
between support and resistance) for an indefinite time. Only the most ag-
gressive traders will want to attempt to trade the range, as the stock can be
unpredictable during these times and the ranges are narrow. Significant
money can be made as the stock breaks out of the range, as it often signals
the start of a new uptrend for the issue. By being alert, investors can catch
the breakout and by using trailing stop-loss orders, capture big moves. If
you are an aggressive trader, once a stock breaks out of one of these for-
mations, it will give you many opportunities to move in and out of the
stock as a new trend gets underway. The basing pattern will be recognized
in Stage 1-3 or 2-1 after the stock has broken into an uptrend.

Volume During the sideways, basing action, volume is of little signifi-
cance until the stock actually breaks out above the resistance level (see
Figure 3.6). There are, however, clues that you should anticipate such a
move. Unusual volume, as the stock approaches longer-term moving aver-
ages or as it gets to the top of its consolidation range, becomes one of the
best signs that resolution of the range may be coming. Anticipating a
breakout is gratifying to the ego, but it rarely gives you a big advantage
over those who get in after the breakout has already occurred. When a
stock breaks out, expect to see large volume if the stock is going to have
any meaningful follow-through.

As a minimum you want to see at least two times the daily average on a
breakout to have any faith in the coming move. The larger the volume, the
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FIGURE 3.6 Long basing patterns can take years to develop and they only
become of interest once the stock can break out of the range that had contained it
for so long.

more likely the stock will follow through to the upside in a meaningful way
over the weeks and months to come. As traders, we want to enter immedi-
ately on the breakout if we are aware that it is occurring. If you weren’t
alert to the initial breakout as it occurred, you usually get a second chance
to buy, as the stock pulls back to its new level of support. At this point, you
can gauge a stock’s strength by the volume it trades as it pulls back. As with
any pullback in a strong stock, expect the stock to come in grudgingly; that
is, it finds very little selling pressure, and strong bidders are taking in the
stock as it consolidates its gains. The strongest stocks will not pullback to
support but rather build a “launching pad” where they go sideways for two
to five days, then continue to move in the direction of the breakout.

Time Frame Asthe name implies, a base may be made over a long period
of time, in some cases, years. Let others do the dirty work of buying in the
basing area and instead attempt to participate in the easier money following
abreakout. Traders can find similar patterns on intraday charts, the only dif-
ference being the shortened time frame for the pattern to take shape.

Targets Price targets are difficult to measure, but you can expect sig-
nificant moves once a stock breaks out of any bottoming pattern. Many of
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FIGURE 3.7 Tops typically take less time to develop so the basing top will be
less common than the bottom, but when stocks break down from these formations,
they often experience large selloffs.

the biggest moves in a stock’s history have occurred after it breaks out of
a long base.

A long base top is a lot less common than a stock that has put in a bot-
tom. When a basing top has been completed by breaking down through
support, it usually precedes a big turndown and is a safe candidate for short
selling. Remember, the bigger the top, the bigger the drop (see Figure 3.7).

Saucer Bottoms and Tops

A saucer bottom or top is similar to a long base and has similar implica-
tions for the moves that will follow the completion of such a pattern. These
patterns, like all the patterns we study, can be seen on all time frames, the
one difference being the time they take to fully develop. One of the main
differences between a long base and a saucer is it that it takes a lot less
time for a saucer to develop. Like a basing formation, a saucer occurs after
a stock has been heavily marked up or down and needs time to digest the
gains or losses before heading in the opposite direction again. The main
characteristic of a saucer pattern is the easy-to-recognize saucerlike shape
it takes on.
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Volume The volume in a saucer has more distinguishable characteris-
tics than when it is in a basing formation. The volume itself also takes on a
saucer shape with heavier volume near the beginning and end of the
shape. Another volume trait unique to the saucer is the common occur-
rence of a spike in volume near the middle of the formation. The most im-
portant volume trend is on completion of the pattern. Like the long base, a
big surge in trading volume should occur as the stock clears resistance and
enters a new trend.

Targels Price targets here are also difficult to quantify, but a significant
move can usually be expected on completion of the saucer. The volume
surges near the midpoint of the saucer help us approximate when the
stock may eventually break out of the pattern. If the surge in volume
comes after six to eight weeks of recovery, we can expect the completion
of this pattern in another six to eight weeks. By having an approximate
time frame for the resolution of the pattern, we can position ourselves to
anticipate what others will be doing. Call options often will be cheap dur-
ing this time and are a fun and lucrative way to participate in what the
crowd will be doing.

Cup and Handle Formation

The cup and handle formation is a slight variation of the saucer pattern
(see Figure 3.8). William O’Neil, of the Investors Business Daily, often
mentions this formation in his books and newspapers, which has helped
make this pattern popular over the past decade. As the name implies, this
formation got its name based on its resemblance to a coffee cup turned
sideways where you can see the handle. These formations are usually re-
ferred to on the daily chart, where they typically take three to six months
to form, although they can also be found on intraday time frames as well.

Although talked about a lot less than the traditional cup and handle,
the inverted cup and handle is a valid pattern that often leads to continued
downside once support is broken. It sets up just the opposite as the regular
cup and handle.

Saucer Tops are less common, but can be very rewarding patterns to
recognize as they show the new trend developing at an early stage (see
Figure 3.9).

Bull and Bear Traps

When trading the breakout of any pattern, it is important to continually
monitor the stock to determine whether it is performing the way we antic-
ipate. Never forget that technical analysis is an art, not a science. If a stock
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FIGURE 3.8 The saucer bottom derives its name from the rounded shape that
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FIGURE 3.9 The saucer top is found in the stage 3 distribution area and it
typically leads to lower prices.
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isn’'t acting as expected, it is best to get out at a sensible, predetermined
level instead of relying on hope. When in doubt, get out!

Occasionally, a stock will breakout to the upside, fall back into sup-
port, and then continue to decline to new lows. This action, which leaves
all the new holders of stock with losses in their account, is known as a
bull trap. When stocks break out to new highs it encourages many play-
ers to either add to existing positions or initiate new positions in a stock.
This action of renewed strength also encourages short sellers to buy back
their stock before they suffer large losses. What happens next is that this
strength brings into play a large supply of stock that was not anticipated
to be for sale at these levels. This new supply most likely comes from a
large institutional holder that has been waiting for strength to sell out
of any remaining position it may still be holding after the stock has made
a big upward move. The new supply pushes prices back into the base
and then down through the support level that was previously holding it
up. Many times, the follow-through to the downside is quick and severe
as stops are hit, short sellers become more aggressive, and those long
the stock sell out before their profits evaporate. Those who did not
have an exit strategy in place will quickly be left with losses that may be-
come substantial. Having a plan in place for handling the risk will prevent
these losses from becoming large and preserve trading capital for other
ideas.

A bear trap is the reverse of a bull trap. A bear trap occurs when a
stock breaks down through a support level, looks like it is going lower,
then suddenly reverses back up through the previous resistance and con-
tinues higher. All the people who were looking to profit from further down-
side action by selling short are now “trapped” and begin to suffer losses as
the stock moves higher. The completion of a bear trap can often lead to a
big upward move due to the number of buyers competing to buy stock. At
this point, the buyers who overcame the selling and forced the stock
higher will become more aggressive. Another group of buyers—traders—
will see a big surge in volume and be attracted to the potential for quick
profits, which helps deplete any supply quicker.

A third group will enter a stock in this situation; they are the market
professionals who specialize in “squeezing shorts.” These savvy players
will monitor the short interest in a stock and once they see that the short
sellers are in trouble, they will enter the market and buy as much stock as
they can to produce losses for the short sellers. Once the shorts have a po-
sition moving against them, they become overrun by fear and start to buy
back their shares quickly to limit their losses. A final factor that helps the
stock move up quickly is that the “weak holders” of stock were most likely
shaken out of their positions as it first broke down and that element of sup-
ply has been taken out of the equation. The stock market is not a nice place
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and others are trying to take money away from those who are less in-
formed or slower to act.

These traps can be vicious in the way they eventually play out if you
are on the wrong side of them. Aggressive traders should be on the lookout
for these setups because the profits that follow can be large and quick. Bull
and bear traps can be found on a fairly regular basis on daily charts, and
they occur with regular frequency on intraday charts. The reason that bull
and bear traps occur more on these charts is that it is easier for market
makers and specialists to manipulate stocks on a short-term basis. Many
short-term players let their emotions get in the way of what the long-term
trend may be. The ability to recognize these opportunities will allow you to
make rational choices in your trading decisions.

These patterns, or false patterns, are important to recognize and will
remind you to listen to what the market is telling you. If you get caught in a
trap, you must act immediately by taking your loss before it turns into a
disaster. If you are really aggressive, you may want to turn around and go
the other way (if you were long on a false breakout, sell the long stock and
then sell short additional stock).

CONTINUATION PATTERNS

Because trending stocks are where substantial money can be made in
stocks, you need to be able to recognize patterns in trending stocks that
favor the odds of a trend continuing. Investors can benefit from interpret-
ing these formations by having a way to judge whether the action in their
positions is healthy or indicates a potential problem. Swing and day
traders stand to benefit the most from these patterns because they identify
low risk areas to enter a strongly trending stock.

Even the strongest trends do not continue uninterrupted; they run into
profit taking and periods where they simply must consolidate after a big
price move. Continuation patterns are short- to intermediate-term forma-
tions that usually resolve themselves in the direction of the original trend.

Rectangle (Box)

This easily recognized pattern represents a pause in the trend during which
prices move sideways between two parallel horizontal lines. These lines
represent levels of support and resistance for the stock. The action inside
a rectangle is sometimes referred to as a basing period (see Figure 3.10).

Time Frame This can range from a couple of weeks to as long as three
to six months on daily charts, or two to five days in intraday time frames.
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FIGURE 3.10 The rectangle formation is a stage 2 continuation pattern.

The hourly chart is the best time frame to study one of these consolida-
tions on an intraday basis.

Volume Near completion of the pattern, volume will tend to pick up as a
large seller or buyer may be “taken out.” Once the pattern is completed, we
want to see volume expand in the direction of the resolution of the pattern.
It is also important to study the volume patterns as the rectangle develops.
Look for increased volume on the days that the stock trades higher and
lower volume as it pulls back to the support area of the pattern.

Moving Averages It is common for a rectangle to resume its move in
the original direction after touching briefly on the 20- or 50-day MAs. Be-
cause the bullish rectangle occurs after a significant correction through
time, this pattern is most likely to be found in Stage 2-3. For the bearish
rectangle, this pattern will typically be found with a Profiler search of
Stage 4-3 or late in the downtrend.

Price Objective A minimum price objective would be the point dif-
ference between the lower end of the rectangle and the point that the
stock breaks out of the pattern. Adding this figure to the number that
the stock actually breaks out from gives us an approximate price target.
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Having a price target in mind in advance helps keep us disciplined
enough to avoid the temptation of taking a quick profit when larger re-
turns can be expected. Before entering the trade, we want to make sure
there is a reasonable risk-reward ratio based on where we think the stock
can trade up to and the level where it makes sense to place a stop. In this
case, the best area to place a top will be just below the support level that
forms the pattern.

Flags and Pennants

Flags and pennants are two of the most reliable continuation patterns
there are. It is possible to make a living trading these patterns exclusively.
These setups usually take no longer than two to three weeks to form pro-
viding swing and short-term traders a terrific opportunity for short-term
profits. It is common for flags and pennants to form after a violent break-
out of a Stage 1 Accumulation. The bullish flag is typically found during the
early stages of an uptrend, while a bearish flag is most likely to be ob-
served in a downtrending stock. In the Profiler, you are most likely to find
bullish flags and pennants by searching out Stage 2-1 and Stage 2-2 stocks.
The bearish flags and pennants are most likely to be found in Stages 4-1
and 4-2.

The formation of a flag or pennant is quite similar. The main character-
istic they share is a surge in volume that results in a large directional price
movement. For a bullish formation, the stock will rise quickly while a bear-
ish formation sees the stock experience a sudden drop in price. After the
initial surge in volume and the price movement, the stock will typically ex-
perience a low volume consolidation of the original move. For bullish flags
(see Figure 3.11), the stocks consolidation will typically be marked by a se-
ries of lower highs and lower lows that can be seen on the individual can-
dles. This slight downward move in the pattern resembles a flag blowing in
the wind with the sharp move higher providing the “flag pole.” For a bear-
ish flag (see Figure 3.12), the stock will have a slight upward bias as the
stock recovers from the quick sell off, making a short-term series of higher
highs and higher lows. The proper time to enter a trade based on a flag is
once the original direction becomes apparent again. For bull flags, that
means to go long as the short-term downtrend is broken. For bear flags,
traders should consider selling short once the bottom of the rising channel
that forms the flag is broken.

Pennants are like flags in many ways. The formation of pennants oc-
curs with a large and sudden directional movement that is followed by a
short-term correction of the move. The corrective action that forms a pen-
nant tends to have a much narrower range with the correction occurring
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FIGURE 3.11 A bullish flag has a slight downward angle to it.
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FIGURE 3.12 A bearish flag formation has a slight upward slope.
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2

FIGURE 3.13 A bullish pennant has a low volume consolidation.

more through time than price. Bullish pennants (see Figure 3.13) are char-
acterized by a sudden and sharp move higher that is followed by a narrow-
ing range as the stock makes higher lows and lower highs. As the volatility
is wrung from the stock, the formation resembles the shape of a pennant.
Once the stock breaks past the upper descending trend line, the pattern is
considered to be complete and that is when purchases should be made.
Bearish pennants (see Figure 3.14) begin with a sharp move lower that is
followed by a correction marked by lower highs and higher lows. The com-
pletion of a bearish pennant occurs when the stock breaks down through
the lower ascending trend line, it is when this occurs that traders should
consider selling short.
The following characteristics are shared by flags and pennants:

¢ Both formations are preceded by an almost vertical move up or down,
which is the flagpole.

e The flagpole is characterized by heavier than usual volume (usually at
least two times the average daily volume).

e The trend will consolidate for a period of 3 to 10 days as it digests
he violent move; this consolidation forms the shape of the flag or
pennant.

¢ The consolidation will often “bounce off” one of the short-term mov-
ing averages, with the 10-day being most common.
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FIGURE 3.14 A bearish pennant.

e Both patterns typically take less time to develop in a downtrend.
e The patterns are considered to be complete once they resume in the
original direction of the flagpole.

Targets for bullish formations are determined by taking the difference
between the point of the original breakout and the top of the formation and
adding that figure to where the bullish trend resumes on completion of the
pattern.

Taking the difference of the point where the stock originally broke
down and the bottom of the pattern and then subtracting that number
from where the bearish trend resumes on completion of the pattern deter-
mines the targets for bearish formations. If the consolidation period ex-
tends beyond three to four weeks, the chances of continuing in the original
direction are diminished.

Triangles

Triangles are continuation patterns that are formed most commonly in
Stage 2 and Stage 4 stocks. The patterns are formed by drawing two trend
lines along a price range that gets narrower over time. Because this pattern
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is always distinguished by two valid trend lines, we need a minimum of
four reversal points for a true pattern to emerge (a valid trend line must be
drawn by connecting a minimum of two points). While four reversal points
are the minimum, it is more typical to see six reversal points before the
pattern is resolved. The three types of triangles are:

1. Symmetrical.
2. Ascending.

3. Descending.

Symmelrical Triangle The formation of a symmetrical triangle oc-
curs as two trend lines converge to the apex of the pattern. The upper
trend line slopes lower along a series of lower highs, while the lower trend
line slopes higher as a result of higher lows. Whether the overall trend is
higher or lower, it is estimated that after the pattern is completed, the
stock resumes its original direction nearly three-fourths of the time. A
symmetrical triangle can be found on daily as well as intraday charts and
is not classified as being a bullish or bearish formation. A symmetrical tri-

FIGURE 3.15 In a stage 2 uptrend, the symmetrical triangle is a bullish
continuation pattern.
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angle most often precedes a move in the direction of its most recent trend.
Although the chances for a resumption of trend are likely, sometimes tri-
angles do not act as expected and you must be prepared to take quick ac-
tion, if necessary, to correct a trade that was entered on the assumption of
a trend continuation.

Because a symmetrical triangle can be found in both uptrends (see
Figure 3.15) and downtrends (see Figure 3.16), it is considered a Stage 2 or
Stage 4 pattern. For the bullish symmetrical triangle, formation typically
occurs near the middle of the uptrend. It is a pattern that will be found
most often in Stage 2-2 in the Profiler. The bearish symmetrical triangle is
just the opposite; it is typically found in Stage 4-2, which is approximately
halfway through the downtrend.

Time Frame The time frame usually resolves itself in six weeks to six
months. A general rule is that it should break out somewhere between one-
half to two-thirds of the horizontal width of the triangle. Knowing this
gives us an approximate time when it is likely that others will become mo-
tivated to buy.

FIGURE 3.16 Symmetrical triangles typically resolve themselves in the direction
of the original trend.
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Volume As with other consolidation patterns, volume should dry up
while consolidating and pick up again on completion of the pattern. We
also want to watch the volume trends as the stock consolidates between
the boundaries of the triangle for clues to the strength of the stock and the
intensity of the buyers and sellers.

Price Objective A minimum price objective can be determined by meas-
uring the maximum height of pattern and adding that figure (or subtracting
if trend is down) to the point where the breakout (or breakdown) occurs.

Ascending Triangle The ascending triangle is formed by a horizontal
trend line which acts as reisistance and a lower ascending trend line. The
upper resistance level forces prices lower as the supply is too difficult for
the market to immediately overcome. These sell-offs become weaker and
weaker as they progress, creating the upsloping line. This ascending line
represents an increased demand on each pullback, where the buyers be-
come more impatient to own the stock. When the demand finally over-
comes the supply at the resistance level, the stock breaks out above it,
completing the pattern. Because the ascending triangle is a bullish pattern,
it will be found in Stage 2 stocks. An ascending triangle (see Figure 3.17)

2

FIGURE 3.17 Ascending triangles are considered complete when the stock
breaks above the upper resistance level.
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typically occurs after the trend has been intact for a few months, so search-
ing for these patterns is most likely to yield results in a Stage 2-2 or 2-3
search in the Profiler.

Time Frame As with the symmetrical triangle, the ascending triangle
breakout usually occurs somewhere between one-half to three-fourths of
the width of the pattern. The pattern becomes suspect if it does not de-
velop by the time it has reached the % point of the triangle. Another char-
acteristic that makes for a stronger move out of the triangle is the amount
of time it takes to return to the highs. A stronger stock will take less time to
return to its highs between pullbacks, making the eventual breakout more
likely to be a strong one.

Volume As with other consolidation patterns, we want bigger volume on
rally days and lighter volume on pullbacks. Each time the stock rallies up
to resistance, it should do so on heavier volume, as the buyers become
more aggressive in their attempt to move prices higher.

Price Targels To derive a price target for an ascending triangle, you use
the same method as for symmetrical triangles.

Descending Triangle This bearish continuation pattern is graphi-
cally represented by an upper declining trend line and a lower horizontal
level of support (see Figure 3.18). The declining trend line which gives
the pattern its shape indicates sellers are getting more aggressive as the
supply overwhelmes demand at successively lower prices. The horizontal
level of support will continue to hold prices up until the buyers dry up
and supply pushes the stock through the support level. This action com-
pletes the pattern and it is where to enter short positions. Searching for
these patterns will yield the best results by searching through Stage 4-2
and 4-3 stocks.

Time Frame Resolution of this pattern should occur at a point that is
one-half to three-fourths the width of the pattern.

Volume Each successively lower rally up to the descending line will
generally occur on less volume than the previous high. As the sellers
overwhelm the buyers and the price breaks through the support, there is
a large pickup in volume.

Measuring Finding a price target is the same as with the symmetrical
and ascending triangles.

Here are a few things to remember about triangles:
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FIGURE 3.18 Descending triangles are considered complete when the stock
breaks down through support.

Volume

e The odds strongly favor resumption of the trend once the pattern has
been completed.

e The order of reliability for continuing the preceding trend is ascend-
ing, symmetrical, and then descending.

e Because triangles have a high reliability ratio, they can be used effec-
tively for entering a trade when you anticipate a move.

As mentioned, when it comes to classic setups or patterns, you must
be very cautious because entering and exiting with the crowd (who know
these patterns as well) is not always the most profitable way to trade.
These patterns invite the amateur pattern trader to the trade, and when
these participants enter the mix, mass psychology takes over (fear and
greed), we want to be in the trade long before the crowd enters. It is es-
sential to have a plan that takes advantage of mass psychology in the mar-
kets. At MarketWise, we keep things simple and pride ourselves on taking
the low risk/high potential reward entry before others. To consistently
make money in the market, we use an anticipatory approach and can ob-
jectively recognize the technical events that may motivate the reactionary
crowd into a trade where we are already positioned. Of course, even an an-
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ticipatory approach will not always yield winning trades, which is why it is
imperative to map out our risk and plan for it with stops.

SUMMARY

The price trend signals associated with many common chart formations
have a funny way of coming true. Is it that there is some type of natural
law, a mathematical reason, or just that all the lemmings in the market re-
spond the same way whenever one is revealed? Always keep in mind that
none of them are anywhere near 100 percent reliable. Practice looking for
the most prevalent formations to hone your skills and always protect your
positions with stops.






CHAPTER 4

Going Short

Trading Like a Bear

decline. Short sellers initially borrow shares to sell in the market from

a broker. They make a profit when shares that the short sellers pur-
chase at a lower price replace the borrowed shares. An analogy would be a
car dealer who gets a call from a customer willing to pay $50,000 for a vin-
tage Ferrari. The dealer might not have the car in stock, but could nonethe-
less promise delivery of it and ask the customer for payment up front. The
dealer would now, in a manner of speaking, be “short” a vintage Ferrari. If
he can procure the car—perhaps from another dealer—for less than the
$50,000 his customer has paid him he earns a profit once he delivers the car
to the customer.

Similarly, short sellers of stocks sell something they do not own, in
hopes of replacing—or “covering”—it at a lower price. The short sale
could be covered just minutes after the initial sale, hours after, or even
weeks, months, or years after. But regardless of the time frame, short sell-
ers always have the same goal: to close out the short position at a profit by
covering the borrowed stock at a lower price. A patient seller who is bear-
ish on XYZ stock’s long-term prospects might short a hundred shares of it
at $52 per share and cover the position two years later for $13 a share. That
would represent a profit of $39 per share, or $3,900 for the hundred-share
lot less transaction costs. It is up to the seller when to cover a short posi-
tion, but if the stock pays a dividend, it goes to the owner of the stock, at
the expense of the short seller who has to pay the cash out.

Traders and investors sell a stock short when they expect its price to
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Also note that if XYZ'’s price rises, the short seller will have a paper
loss, and if it is significant, he will have to put more money into his trading
account to meet a margin call, just as if he had bought the stock on margin
and the price dropped below a certain level. If the strategy works, the
trader’s profit is the difference in price the shares sold for and what the
short seller paid to replace them less the transaction cost (commissions
and fees). Remember, when you are short a stock, you buy it back to close
(cover) the position.

Let’s say a trader opens a short position in XYZ stock at $49 and days
later buys it back for $44.00:

Opening trade: Sold 100 shares short at $49.00

Closing trade: Bought back 100 shares at $44.00

Gross profit: $5.00 x 100 = $500.00

Net profit: $500 — $30.50 (commissions and fees) = $469.50

A warning: You can be “bought in” (your position can be closed out by
your broker or dealer) at any time if the broker is notified that he must re-
turn the borrowed shares to the owner. This is a risk mainly in thinly
traded stocks and hot new issues, and for this reason initial public offer-
ings (IPOs) cannot be shorted for 30 days. We must always be prepared
for anything in the market, say that a hot new issue rises from $85 to $300
in three months, and then stalls. You short the stock at $280, but weeks
later it continues to rise, to $310. You decide to hold your position, but
while you are waiting for the price to fall, the owner of your borrowed
shares decides the stock has peaked and sells the shares. Your broker dis-
covers there are few more shares available in the market to borrow, so
you will be forced to cover for a loss of $30 per share so that your broker
can deliver the shares to the new owner. While this is an extreme exam-
ple, it happens from time to time. It is a greater risk to the long-term
trader than to the active electronic trader who covers positions intraday
or within a few days.

Psychologically speaking, the general investing public finds selling
short to be an unnatural way to engage the market. But traders who cannot
accept selling short limit themselves to a mere fraction of the opportuni-
ties provided by a stock market constantly in motion up and down. The
fact that stock prices have generally risen over time skews most traders
and investors toward strategies favoring long positions. But keep in mind
that there are always opportunities on both sides of the market.

Even when the tide is rising, there will be waves and ripples created
by a market constantly pulling back to “digest” rallies. Indeed, in both bull
and bear markets, there are daily opportunities to go short when stocks hit
resistance levels. To the extent you learn to get comfortable selling short,
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you can increase your trading opportunities dramatically (and, we must
add, your opportunities to lose money as well).

FINDING SHORTING OPPORTUNITIES

As the old saying goes, it takes longer to climb a tree than to hit the ground
if you fall from it. The same holds true for stocks: They tend to fall much
faster than they rise. For this reason, when you are looking for opportuni-
ties to get short you should consider stocks that have been up sharply and
are toward the end of their distributon (Stage 3-3) or just beginning to de-
cline (Stage 4-1). Stocks that have risen sharply and then undergo distribu-
tion and start to decline rank among our favorite short plays. Let’s look at
some of the things to consider when trying to spot promising shorts. First,
a caution is in order: Do not attempt to force short trades when there are no
good opportunities. Simply because you have a new tool at your disposal
does not mean that everything you see is a nail waiting to be hammered.
The following strategic indicators are described in detail:

Price/earnings ratio imbalance.

Gap openings, generally following good news.

The “loaded spring.”

Resistance failures, where stocks fail to make higher highs.
Day-trading tape resistance.

The short squeeze (a long play).

Price/Earnings Ratio Imbalance

Two yardsticks that fundamentalists use frequently are earnings per share
(EPS) and the price/earnings ratio (P/E). EPS is considered the best tool
for measuring a stock’s overall returns. Earnings per share will either be
distributed as dividends or retained to finance a company’s growth. Calcu-
lating EPS is simple. For example, if, over a given period, XYZ Corporation
earns $2 million, and has five million outstanding shares, the EPS would be
$2,000,000 divided by 5,000,000, or 40 cents.

The P/E ratio is just as easy to determine. If XYZ stock trades for $100,
then the shares would be priced at 250 times the 40 cents earned per share.
Thus, the P/E ratio would be expressed as 250: 1. In the lingo of investors,
the stock would be trading at a “multiple” of 250.

This would be an extremely high ratio and a strong indication that XYZ
stock is overpriced, although many growth stocks sport even higher multi-
ples. What it implies is that investors think XYZ'’s future earnings will be
much higher than current earnings. To take this a bit further, if the company
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earns 50 cents per share next year and the average multiple for it and simi-
lar companies is still 250, then the stock should be valued at $125 for the
next year (EPS x P/E = 0.50 x 250 = $125). When no dividend is paid, the
benefit to the shareholder comes in the form of market appreciation. This is
one of the most important valuation techniques used by fundamentalists
and other market players. Most mutual fund managers use this tool to help
make investment decisions about growth companies. Accordingly, it be-
hooves traders to closely monitor the stock whose price is rising faster than
the earnings needed to support the rise, based on a given PE.

Question: If XYZ Corporation shares are selling for $100 and the com-
pany fails by $.02/share to reach its earnings target in a particular quarter,
what might the impact be on the price of its shares?

Doing the Arithmetic First, annualize the 2-cent (quarterly) shortfall,
making it 8 cents per year. That translates to a $400,000 earnings shortfall
over a 12-month period (8 cents x 5 million shares), implying earnings of 32
cents per share. If we multiply that by a 250 P/E (250 x 0.32), we find that
the stock should sell for $80, or $20 per share less than its current $100.

If investors react even more negatively to the earnings report, causing
the stock to fall by $30 instead of $20, this would reduce the implied P/E
multiple to 218.75 or $70 x 0.32. If the stock should fall just $10/share, the
P/E will rise to 281.24, or 90 x 0.32.

As P/E ratios continue to rise, the steeper the rise, the greater the
likelihood that a company’s shares will fall hard on negative news or a
change in sentiment. Therefore, we like to short companies with a strong
P/E ratio, especially when it is high relative to others in a given industry
or to the index of which it is a part. If the stock has already begun to show
signs of weakness and shows up as a Stage 4 stock on the Profiler, it
makes this type of short even more tempting. A word of caution to those
who are selling short ahead of earnings reports: Because it is difficult to
predict earnings and even more difficult to predict the market’s reaction
to an earnings report, the risks are extremely high for this type of trade.
One way to mitigate some of the risk that an earnings report brings about
is to consider buying puts on the stock instead of attempting an outright
short sale.

Gap Openings

Now let’s look for a shorting opportunity from a technical analytic per-
spective. News can create shorting opportunities when investors react too
strongly to seemingly favorable developments. When news is released in
the market, we think of the stocks most immediately affected as charged.
Such stocks become heated, reflected by a spike in volume and a quick
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run-up in price. Instead of joining the stampede, as a prudent trader, you
should patiently wait for fading exuberance to set up an ideal shorting op-
portunity. By watching the ticker tape, you will see volume fall as the stock
becomes too richly priced and enthusiasm begins to taper off. Remember,
when stocks gap higher, market makers and specialists must provide lig-
uidity. To protect themselves, they will often open a stock high enough to
ensure that it will drop back quickly to reasonable levels, allowing them to
profitably cover shares they shorted into the opening.

The price at which supply and demand are in true equilibrium does not
occur on gap openings, when stocks rise or fall to some arbitrary level, but
after the effects of the news have quieted. Stocks can certainly continue
higher after a gap-up opening, but as a rule, when a stock opens signifi-
cantly above its normal trading range, this will represent a good shorting
opportunity, particularly when the stock is already in a Stage 4 decline (see
Figure 4.1).

Intraday (BO-Min) MAS MATI MAZI
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FIGURE 4.1 Stocks that gap open after experiencing a few days of strength are
prime candidates for failure, particularly if the stock is in a longer-term downtrend.
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The Loaded Spring

Figure 4.1 shows how a stock that goes too far too fast can become a ripe
short. To deconstruct the action shown in this chart, it will be helpful to
picture a spring that compresses as the stock surges to some short-term
peak, then decompresses quickly as the stock falls back. The opposite
holds true for the stock as it plummets to some low, then rebounds. In the
first instance, a sharp rally, we should infer that the market makers are
stepping up their selling at each higher price. As the stock rises, buyers will
tend to become less enthused, resulting in a drop in volume. Then the rally
will stall, with the spring fully compressed, causing sellers to become more
aggressive as they seek to sell shares before the drop quickens. This inau-
gurates the spring’s decompression phase. As it occurs, the spring will
begin to compress again, ensuring that yet another bounce occurs from
some low. The market makers, who shorted stock on the way up and near
the high, return to cover their shorts by buying at or below the bid on the
way down. This type of short sale goes against the primary trend and
makes the strategy one that should be attempted only by the most disci-
plined traders who have a strong appetite for risk.

Watching the Level II (a visual display of all the participants bidding or
offering stock and the depth of their liquidity) ticker, we can often see the
dominant or “ax” market maker(s) sell stock at ever-increasing prices. As a
particular market maker or group of them sell stock on the way up, they
often reveal a shorting opportunity. The market makers in this case are
selling into strength, eager to unload shares into the hands of buyers anx-
iously lifting offers. This continues as market makers sell at higher and
higher prices. As the ax market maker sits on the offer and sells, and then
moves to a “higher, best-offer” price, the stock is on the rise and the market
makers could well be selling short.

Our Strategy Be ready to sell short as the buying momentum begins to
subside. You will need an uptick to get short. Under this scenario, we gen-
erally offer stock short at the ask price (this is known as a passive order, as
opposed to an aggressive order where we sell to the uptick bid). That way,
if our offer gets taken, we are creating the uptick that gives us a legal short
sale. The downside is that we cannot expect to sell the exact top of a given
rally. But be prepared to take some heat! The stock will generally go
against you before it goes with you because to short stock on the offer,
buyers must be willing to pay up for it, thus indicating a bullish bias. Once
the market makers are no longer willing to sell at a higher best price, the
stock will roll over and fall. The idea is to enter the short at a point where
the stock will fall lower, putting you in a position to cover the short prof-
itably. The heat represents the risk of a trade going against you; this is
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common when shorting stock, and you need to be aware of it. In fact, you
should expect it. You must know where you are wrong and be prepared to
cover if the stock continues to rise above your mental stop (the price at
which you are prepared to acknowledge that you were wrong).

What to Look For

e Ax market makers, exchanges and electronic communications net-
works (ECNSs) sit on the offer and remain there for several executions.
¢ The market makers and other participants hide their selling intentions
by showing just a small portion of their actual order through the reserve
feature. Just as you would not expect an opponent at poker to announce
he has Kings, you would not expect a market participant to show his
true buying and selling intentions on the Level II screen. In this case,
participants often stay at the offer and sell several thousands of shares.

e Once they leave the offer, the ax market makers move to a “higher,
low-offer price” and continue selling stock at this higher price. For ex-
ample, the market maker may have sold 5,000 shares of XYZ at 23.25
and realized there was still demand for the stock; he raises his offer to
23.27 where he may sell a few thousand more shares before he once
again raises his offer to a level where his price represents the lowest
price available. The astute trader can use the Level II screen to recog-
nize that this participant is a large seller of stock.

e As eager buyers see prices rise and rush in to lift the offer (pay the
offer price), the ax market makers continue to sell more stock (short)
to them.

e The lesson here is to shadow the market makers, not the eager (emo-
tional) buyers.

How to Enter the Trade

® Your goal is to initiate the short at a point where the stock is likely to
fall below your entry point, allowing you to cover the position prof-
itably. At this point, you should ask yourself: Is my downside bias
greater than my upside bias? If the answer is no, then do not take the
trade. By concentrating on stocks that show up as Stage 4 on the Pro-
filer, we should automatically have a bearish bias. It is important to re-
member that, except for scalp trades, you should always trade in the
direction of the prevailing trend on a daily time frame because that is
where your highest probability trades will come from. The Level II
screen is a tool of execution and last minute fine tuning of your timing,
it is not a reliable idea generator. The traders who attempt to trade
based solely on the information in Level II run a tremendous risk of
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over trading based on the confusion that market makers attempt to
create with games played out in the Level II screen.

e If stock is being sold by market makers at “higher, best-offer prices”
and the buying volume is growing, this reflects strong upside momen-
tum and is therefore not a good time to get short. It is best to wait for
the velocity to slow down before entering a short sale.

® Prepare to sell short just as the volume starts to subside. You will enter
your order to sell short just before the buying strength evaporates to
be sure of getting an up tick bid, which is required for entry.

e When the ax market makers stop raising the offer price and either re-
main at the current offer or downtick to a lower offer, that is your cue
that the rally has likely peaked. Once the market makers are no longer
willing to sell at higher, best-offer prices, the stock will typically roll
over and experience a quick fall. This will decompress the spring,
pushing the stock lower and open the door to a profitable trade.

In the preceding scenario, the good news is that by selling into
strength, you had an uptick to get short on- to sell on the offer, that is. The
bad news is that you probably will not be good enough, or lucky enough, to
sell the exact top so be prepared to take some heat. If you are unfamiliar
with the Level II screen, additional training is available via online courses
at www. Marketwise.com.

Risk Elasticity To repeat: The stock will almost always go against you
before it starts to decline and your short starts to move into a profitable po-
sition. Be prepared for that. If you are not, you will continually lose by cov-
ering the trade too soon. Shorts generally go against you before they go
with you, but as the cliché goes, it is easier to slide down a hill than to climb
one. When the stock finally rolls over, it will tend to fall faster than it rose.

Be careful not to sell short too soon, such as when volume is strong to
the buying side. Remember, stock tends to follow the trend. As noted, if the
market makers are selling stock while buying volume is strong, upside mo-
mentum is at work and therefore not a good time to get short. But as the
volume begins to subside, you should be preparing to sell short in the mo-
ments before supply overwhelms demand, causing the stock to fall.

If you are wrong, the stock will stall or consolidate and flatten out,
then rally anew with another high-volume run-up. If this happens, admit
your mistake and bail out immediately. If you are right, however, the stall
will occur with accompanying lower volume and a reversal will follow. The
stock will then fall on its own weight with increasing volume and fear. The
risk of being wrong is called speculation and is what this profession is
all about. Figure 4.2 illustrates the theory of risk elasticity.
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Risk Elasticity
4. Risk Portion: Bellef that
s'm this Is an overreaction to
Soon the news and the stock
/ will fall hard|
N

2. Irational Exuberance
Ensues

FIGURE 4.2 Risk elasticity does not mean taking uncalculated risk; it simply
means that, because of the uptick rule, most shorts will go against you before going
with you. Accordingly, you must set your risk stops prior to getting in the trade.
Risk elasticity applies to Level Il trading, news stories, and many other scenarios,
but the concept is the same, know in advance where you are wrong!

Exchange Rules Governing Short Selling Rule number one is that
orders to sell a listed security short on an exchange may be executed only
on a plus tick or zero-plus tick. A plus tick (uptick) is a price higher than
the last reported price. A zero-plus tick occurs when the last trade for the
security was made at the same price as the trade before and that trade was
higher than the one that preceded it. The plus tick or minus tick carry over
from the previous day.

Nasdaq Short Sale Rules Nasdaq’s short sale rule prohibits member
firms from entering short sales in Nasdaq National Market (NNM) securi-
ties at or below the current inside bid (instead of an actual sale or tick tak-
ing place) whenever that bid is lower than the previous inside bid.
An opening bid is a down bid if it is lower than the previous day’s closing
bid, or the same as the previous day’s closing bid if that closing bid was a
down bid.
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Sell-Order Tickets Sell orders must be identified. The Securities and
Exchange Commission (SEC) requires that all sell orders be identified as
either long or short. No sale can be marked “long” unless the security to be
delivered is in the account of the customer or is owned by the customer
and will be delivered to the broker by the settlement date. If securities
owned by the customer are not to be delivered to complete the sale, the
customer is going short-against-the-box.

Short Scalping If you were attempting to day trade or scalp shorts,
ideally you would sell stock on the offer and cover on the bid. This con-
trasts with scalping long, where one buys on the bid and sells on the offer.
In practice, neither is easy, and your broker might make more in commis-
sions than you do in profits. The strategy of shorting is suited to a longer
time frame than scalping, unless the momentum is high. If momentum is
high, the risk factors also go up, therefore scalping is a very difficult game!
For many new traders, attempting to scalp stocks from the short side of
the market is not a good idea.

Computerized Trading Platforms Track the Rules When stock is
shorted, electronic trading systems can do some of the housekeeping and
compliance for the trader. For one, the system will ascertain whether there
is stock to borrow when you click a box to sell short. The system will also
check for uptick compliance, since you cannot sell short when a stock is
falling. This uptick rule is in place to prevent stocks from being pounded to
zero by short sellers. The question then is, why are market makers and spe-
cialists allowed to short stock without an uptick? The exchanges would say
it is because the professionals provide liquidity to the market. They buy
stock when supply exceeds demand and others won’t buy, and they sell
stock when demand exceeds supply and others won't sell. Therefore, they
provide a service to the market and are not held to the same rules. I suppose
I agree with this as long as the rules are not abused (as they sometimes are).

Day-Trading “Tape Resistance”

You can spot resistance levels on the tape, or time-and-sales window, by
monitoring a stock’s ups and downs and noting how it acts at each price
level. If a stock butts up against a given price several times without getting
past it, this indicates a psychological resistance level—and possibly a good
shorting opportunity. The tape tells the tale in real time. For example, if
shares of XYZ Corporation were trading $78.37 bid, $78.45 ask, but with a
range between $78.00 bid, $78.81 ask over an hour, you might infer that
XYZ is a good short at $78.81, where tape resistance is evident, and a good
buy at $78.00, where tape support is evident. An important caveat is that,
once you are in a trade, never deviate from the time frame of your entry
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strategy. In this example, the positions are day trades. But what might ap-
pear to be good support and resistance levels within a one-hour time hori-
zon might be completely outside the support and resistance levels for a
three-day pattern. To repeat: Never mix a day trade with a swing trade.

The Short Squeeze (Be Cautious)

When there is a downtrend, inexperienced traders will tend to get aboard
late by joining the short sellers. Traders who are new to the short side of the
market will often fall victim to this deadly mistake. Market makers often
know when the short sellers are in the market, or at least have a good feel
for it, since many customers of the firms for which the market makers work
are sending in short orders. As a downtrend continues, market makers will
often bid the stock to cover their shorts on Level II. An indicator of this
would be a consistent number of market makers joining the bid or going
“high bid,” as well as trades going off at the offer price. When market mak-
ers pay the offer price for a stock and you see Level II offers rolling coun-
terclockwise (meaning that the number of participants offering stock is
decreasing while the number of participants bidding for stock is increas-
ing), this indicates that a short squeeze is in motion.

As they continue to bid the stock, demand begins to overwhelm supply
and prices start to rise, squeezing out short positions. Market makers will
continue to bid the stock higher to squeeze out shorts until their maximum
threshold of pain is achieved. At this point, market makers who were short
earlier are now squeezing the amateurs. The amateurs are covering their
belated shorts, and the market makers are only too happy to oblige by tak-
ing the other side. Quite often, just as the amateurs are covering their
shorts (buying back shares), market makers (who covered earlier) are
once again selling them shares (short), causing the stock to fall again, put-
ting the pros back “in the money.” Understanding this common tactic of
market makers will help you detect their maneuvering early, allowing you
to join them, and to fade the amateurs (see Figure 4.3).

Executing the Short Sale Competence at executing orders is critical
to success in trading. Following are suggestions for both passive and ag-
gressive short sellers.

Passive Short Seller In general, short sellers must be aware of more
side issues than long buyers. First and foremost, you must determine if
there is stock available for shorting. You can access the short list from
most computerized systems or view the web site of the firm you trade with.
Also, you must anticipate a stock’s fall and lead the trade by selling into
minor strength (not to be confused with trend). Many short sellers will see
a stock trade against them for a period before the trade goes their way,
however, a short position can move with you with lightning speed.
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FIGURE 4.3 The sort squeeze in action, a play-by-play from David Nassar: “I
know this was a classic short squeeze because | traded it. | watched the market
makers on my Level Il screen like a hawk. | won’t tell you | sold the top and bought
the bottom, but | made a nice profit by seeing the trend develop and noticing that
the stock started to strengthen around $76.25, where the squeeze began.”

Methods of Entry

1. Place a limit order by selecting the Archipelago (ARCA) exchange at
or above the offer with short sale box marked.

2. Let the market come to you and take your offer.

Aggressive Short Seller With the short sale box marked, you can at-
tempt to sell short at the market and the system will try to fill the trade on
an uptick. There is a true skill to being able to get short in a falling market,
and it takes practice to get proficient. Many times you will not want to
flood the system with market orders you do not feel have much chance of
getting filled. Instead, you need to pick an offer price where you see a
bounce coming.
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Methods of Entry

1. Place ARCA limit order at the bid, selling short with short sale box
marked.

2. Be prepared to cancel and change limit order to lower bid if market
moves lower.

What Stocks Can You Short? The brokerage firm that you work with
must have the stock in its inventory or be able to borrow it for you to sell it
short. Reputable firms keep a list indicating which stocks are available for
shorting each trading day. The short list should be posted on the firms’ web
sites and built into your computerized trading software.

Borrowed stock comes from margin accounts. When you open a mar-
gin account, you agree to have the stock you bought on margin available to
be borrowed or hypothecated. Because you bought stock on margin, the
firm you trade with lent you capital to make the purchase (up to 4:1 mar-
gin); therefore, they require you to sign a hypothecation agreement. This
agreement allows the firm to lend the securities (up to a certain percent-
age) to other firms that they have relationships with, so that those firms
can send shortable shares to their customers. The short seller must also
have a margin account to short stock.

Because the concept of shorting begins with margin, we should review
what margin is and how it works. While this information won’t make you
any money, it will help you understand how your account is handled, and
this is important.

MARGIN ACCOUNTS

Shorting stock begins with the concept of margin because you must have a
margin account to short. Margin implies the ability to borrow money from
a brokerage firm, based on certain criteria. The regulators have estab-
lished these criteria based on NASD, NYSE, and SEC rules, as well as
house rules set by brokerage firms that can be even more stringent.

The term margin refers to the minimum amount of cash or marginable
securities a customer is required to deposit on the purchase or sale of ad-
ditional securities. The rules governing margin are as follows, though sub-
ject to change without notice.

The Federal Reserve Board’s Regulation T

The Securities Exchange Act of 1934 grants the Federal Reserve Board
(FRB) authority to regulate credit extended in the purchase of securities.
The FRB established Regulation (Reg.) T, which sets forth the equity or
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margin required in a purchase of securities in a margin account. Regulation
T stipulates which securities may be purchased on margin based on rules
by which all member firms must abide. A cautionary note: If a firm permits
higher margin or credit than that established by regulation, stay away!
These firms are breaking the rules, and therefore you should not entrust
your business to them.

Opening a Margin Account

The customer is allowed to place orders for investments and asked to de-
posit only a percentage of the cost, currently 50 percent. The account
holder must pay interest on the unpaid balance at the broker’s call rate, or
the margin interest rate set by the firm. The securities purchased are held
in what is known as street name. This allows the firm that lent you the
money or stock, to lend the securities to other firms with customers who
might want to borrow your stock for a short. By holding the stock in street
name, they can do that. If it were held in your name and owned without
margin, then they could not lend it for shorting.

When investors decide to deploy their money, the broker calculates
the amount that needs to be deposited, or the margin requirement, needed
for the purchase. The margin account also serves as a potential source of
cash. If you have fully paid-for securities in the account and need cash, the
firm can lend money against those securities (or margin them) up to the
current margin limits set by the FRB.

The margin agreement contains the following:

e (Credit agreement: Discloses the terms under which credit is extended.

e Hypothecation agreement: Gives the firm permission to pledge (hy-
pothecate) securities held on the margin.

e Loan consent agreement: Gives the firm permission to lend the cus-
tomer’s securities held in a margin account to other broker/dealers.

By borrowing a portion of the purchase price, investors can leverage their
capital. For example, compare the return on investment for a customer
who purchases 1,000 shares of XYZ stock at $16 per share in a cash ac-
count to the investor who has bought those shares on margin (assumes 2: 1
margin, but rules allow up to 4:1):

e Cash customer: If the price of 1,000 shares of XYZ, purchased for
$16,000 ($16 per share), increases to $24 per share, the customer’s eq-
uity in a cash account will be $24,000, representing a 50 percent return
($24,000 less the initial outlay of $16,000 equals $8,000 and $8,000 di-
vided by $16,000 is 50 percent).
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e Margin customer: If the purchase is made in a margin account, the
customer’s equity will be $16,000 ($24,000 less the loan of $8,000 on the
initial purchase price that is still owed to the firm), representing a re-
turn of 100 percent on the initial cash outlay of $8,000, less interest
paid to the broker/dealer for the $8,000 loan. Conversely, if the market
turns down, a customer with a margin account would experience a
magnified loss.

The current required minimum deposit is 50 percent of the overnight
marginal securities, aka 2:1 margin. This means that for every $100,000
worth of securities purchased, the customer must deposit $50,000, and the
broker/dealer advances the other $50,000 as a loan against the securities.
(Note: Day traders need to put up just 25 percent, effectively giving them
4:1 margin, but there is a minimum account size of $25,000 for “pattern day
traders.” Also, house rules override federal securities rules.)

Marginable Securities include:

e Listed stocks on an exchange, such as the NYSE.
e Stocks listed as eligible for trading in the Nasdaq National Market.
e Certain OTC securities designated by the FRB.

Rules Pertaining to Forced Liquidations

e If a margin customer does not meet a Reg. T call by the third business
day and no extension has been applied for, the broker/dealer must lig-
uidate enough securities in the account to satisfy the account in full.

e The firm must freeze the account for 90 days.

® No credit may be extended to the customer during that period.

e For amounts less than $1,000, the broker/dealer can choose to take no
action.

e If payment is received for the “buy side” within three business days
from the trade date, the account is unfrozen.

Calculating Initial Requirements

An active margin account is characterized by the following:

Current market value (CMV)
Debt (DR) = The loan from the broker firm on which interest
is charged

Equity (EQ) = The difference between the market value and the
loan balance
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Example 1: Buy $64,000 Worth of ABC Stock
A customer opens a margin account and purchases 1,000 shares of ABC at
$64 per share:

CMV - DR =EQ
$64,000 — $32,000 = $32,000

Reg. T initial margin call: $32,000 (50 percent of the cost of the stock).
The equity in an account represents that portion of the securities fully
owned by the customer.

Excess Equity

Excess equity (EE) is the amount by which the customer’s equity exceeds
the Reg. T requirement; it generates buying power.

e A customer can use the excess equity to buy more securities or with-
draw the excess equity in cash.

e To determine buying power, multiply the dollar amount of excess eq-
uity by 2.

EQ — Reg. T (60 percent) = EE
EE x 2 = Buying power

As the market value of a stock goes up, equity in the account increases.
The debit balance stays the same until cash is either deposited to or with-
drawn from the account.

The customer purchased 1,000 shares of ABC. If the stock appreciates
from $64 to $72 per share:

The CMV of the account rises from $64,000 to $72,000;

debt remains $32,000;

equity increases from $32,000 to $40,000;

the increase in CMV increases equity dollar for dollar, and

the Reg. T requirement is 50 percent of the CMV (which is now $72,000),
or $36,000.

$72,000 CMV
-32,000 DR

$40,000 EQ
-36,000 Reg. T (50 percent)

$4,000 EE
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Using Excess Equily to Purchase Stock The customer now has
excess equity of $4,000, which can be used to purchase $8,000 of stock.
(Because the current Reg. T requirement is 50 percent, $4,000 meets the
initial deposit requirement for an $8,000 purchase.)

Calculating Maintenance Requirements
NASD and NYSE Requirements

* $2,000 minimum deposit: Overriding all initial margin requirements
is the NASD/NYSE margin rule requiring that each new margin ac-
count be opened subject to a minimum deposit of $2,000. An investor
must meet the larger of either the 50 percent Reg. T requirement or the
NASD/NYSE requirement of $2,000.

Minimum Maintenance Requirements

The NASD/NYSE maintenance requirement for long common stock
is 25 percent of the CMV. Therefore, if your account falls below
this level, you receive a call to bring the account back up to minimum
maintenance.

Maintenance Calls

* A maintenance call is sent to a customer whose account falls below
the minimum required equity level of 25 percent for long and 30 per-
cent for short positions.

o If the equity in the account falls below $2,000 due to a change in mar-
ket value, no maintenance call will be issued.

e The NASD/NYSE requirement prevents a brokerage firm from lending
money to a customer or permitting withdrawals of cash or securities
by a customer whose account equity is $2,000 or less.

Change in Market Value

If an account drops below the required minimum maintenance level, the
firm will mark to the market (calculate the difference between the mainte-
nance margin and the current equity in the account), and the client will re-
ceive a maintenance call. The following is an example of the change in
status of an account in which the market value of 100 shares of stock ini-
tially purchased at $60 falls to $36.
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Example 2: Stock Is at $60 per Share
$6,000 (100 percent) CMV
-3,000 (50 percent) DR
$3,000 (50 percent) EQ
$1,500 (25 percent) NASD/NYSE requirement

Stock Drops to $36 per Share

$3,600 (100 percent) CMV
-3,000 (50 percent) DR
$600 (16.7 percent) EQ
$900 (25 percent) NASD/NYSE requirement

Because the equity in the account is less than the required minimum
maintenance, the customer will receive a maintenance call.

To calculate minimum maintenance, multiply the current market
value by 25 percent. A maintenance call must be met by depositing
cash, depositing any security acceptable to the firm, or liquidating securi-
ties in the account promptly to bring the minimum equity back up to
25 percent.

Short Sales and Margin Requirements

You must also learn a separate set of rules for short selling to help you
maintain your account, a responsibility that will always precede trading
strategies.

e The Reg. T initial margin deposit requirement on short sales is 50 per-
cent of the sale proceeds.

e Reg. T uses the phrase “150 percent of the current market value of the
security” to indicate that the full amount (100 percent) of the sale pro-
ceeds plus an additional 50 percent initial margin on the position must
be deposited in the account.

e The deposit is expected promptly but is required within three business
days.

e Reg. T initial margin on short sales can be met either with cash or
through the deposit of marginable securities with a loan value equal to
the amount of the call.
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Example 3: A customer sells short 100 shares of Ajax
Corporation for $60.

To calculate the margin deposit requirement, use the following:

$6,000 Proceeds (100 percent)
+3,000 Reg.T (50 percent)

$9,000 CR (150 percent)

NASD/NYSE Minimum Deposit on Short Sales

When establishing a short margin account, a customer must always de-
posit a minimum of $2,000. Even if only $100 worth of stock is sold short,
the client must still deposit at least $2,000.

Margin Maintenance Calls on Short Sales

NASD/NYSE margin maintenance requirements on short positions (30 per-
cent) are higher than on long positions (25 percent), and house mainte-
nance requirements on short positions might be even higher.

When a short sale position moves adversely, under minimum require-
ment rules, there must be enough credit in the account to cover 100 per-
cent of the now-higher current market value, and 30 percent of the current
market value must also be on deposit as margin. This is the equation for de-
termining a customer’s equity in a short position:

CR — SMV (short market value) = EQ

Example 4: Customer sells 1,000 shares shortl.

Assume that a customer sells short 1,000 shares of stock at $64 for
proceeds of $64,000, which are credited to the margin account. The cus-
tomer then deposits the 50 percent Reg. T initial margin requirement of
$32,000 for a total of $96,000, which equals 150 percent of the market
value:

$64,000 (100 percent)
+32,000 (50 percent)

$96,000 CR (150 percent)
-64,000 SMV

$32,000 EQ
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Shorting-against-the-Box

Selling short-against-the-box is the same as a regular short sale except that
the customer already owns securities identical to the securities being bor-
rowed to sell short. (Note: You may need your broker’s permission to put
on this type of position.)

e Tax benefits: Customers borrow a stock they already own to sell short-
against-the-box primarily for tax deferral.

e (Closing out: A short-against-the-box transaction is closed out when
the customer instructs the broker/dealer to release the box stock and
pair off the long and short positions. A customer can close a short-
against-the-box position in either of two ways: by delivering the long
position to the lender or by buying stock to deliver to the lender.

SUMMARY

Short selling gives you more opportunities to trade. To become proficient
at short selling, you must execute trades. The emotions involved with
shorting should mellow quickly, and once they have, you will be indifferent
about whether you are going long or short. Active traders see the market
with an open mind and have no preconceived opinions. Read and react,
don’t try to predict!



CHAPTER 5

Other
Trading Vehicles

Using E-Mini Contracts,
Options, and Exchange-Traded
Funds for Additional Leverage

emphasis on the electronic markets that in recent years have helped

to level the playing field between day traders and institutional
professionals. Not long ago, it was almost impossible for the retail
customer to compete. While the professionals had direct access to
exchange bids and offers, the little guys always lagged a crucial step or
two behind, dependent on their broker for timely quotes and executions.
And while the upstairs traders could execute with just a few keystrokes,
the little guys had to phone their broker and dictate a string of instruc-
tions that literally tongue-tied the order itself. For this wonderful oppor-
tunity to become some institutional shark’s lunch, the customer paid
round-turn commissions of $100 or more. In a game where split seconds
often separate winners from losers, and where hefty transaction fees
steadily erode hard-earned profits, the amateur’s disadvantage was all
but insurmountable.

All this has changed dramatically in just the past few years as elec-
tronic communication networks, or ECNs, have evolved. The ECNs go by
such names as Archipelago (now an exchange and traded publicly under
the symbol AX) and Instinet, and they now blanket the earth. Exchange-
based trading of stocks, commodities, and options has gone “virtual,” and
the markets are accessible to anyone in the world who possesses some
basic computer equipment, a trading software platform, and a sound In-
ternet connection. Nowadays, day traders can access the same real-time

This chapter provides an introduction to futures trading, with special
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bids and offers as the pros and can buy or sell stocks, futures, and options
instantaneously with a few keystrokes like the most sophisticated arbi-
trageur. Commissions have come down dramatically as well, allowing the
retail customer to focus on trading tactics without being distracted by
their attendant costs.

This electronic revolution in trading, permitting 24-hour access to mar-
kets around the world, has fueled explosive growth in the securities busi-
ness. Activity in futures markets in particular has mushroomed and, in just
the past decade, contract volume has soared, greatly exceeding the dollar
value of all common stocks traded in the United States.

All this has come in response to the trader’s dream of finding the perfect
vehicle. If such a thing existed, it might have the following characteristics:

Has excellent liquidity.

Has narrow spreads.

Shortable on downticks.

Trades day and night.

Provides single-source liquidity.

Requires a relatively small amount of capital.
Offers substantial leverage as well as tax benefits.

Well, it turns out there is such a vehicle: the E-mini S&P 500 contract.
This contract is the most active among a growing list of electronically
traded futures.

WHAT IS AN E-MINI S&P 500 CONTRACT?

While your focus may initially be on trading equities, you will undoubtedly
always have an eye on what “the market” is doing. Most traders and in-
vestors have an opinion of what “the market” will do at anytime and for in-
dividuals, there is a very effective way to trade the market. First we
should define which market we are looking at and the leading market
index is the S&P 500. The S&P 500 is a widely diversified group of stocks
that can be traded very efficiently by way of the S&P 500 E-mini futures
contract.

The term “E-mini” applies not just to the S&P 500, but to contracts that
have been created for electronic trading. The contracts are known as
“mini” because the value of the contract is a fraction of the pit traded con-
tracts. The S&P E-mini is one-fifth the value of the pit traded contract,
meaning that for each point the S&P 500 makes, the E-mini value will
change by $50/contract. The minimum movement for the E-mini is a .25
point increment, which would be $12.50 per contract.
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E-MINI SYMBOLS

The equity index futures contracts are on a quarterly basis, with contracts
expiring, as noted, in March, June, September, and December. These
months are standardized by the exchanges and have not changed since the
contracts’ inception.

CME
March H
June M
September U
December Z

For example, an E-mini contract expiring in June 2007 would be found
on RealTick® by typing in the following: /ESM7. (Note: The /ES root re-
mains constant while the last number changes yearly.) Let’s take a quick
look at the specifications (specs) for the ES contract as promulgated by the
CME:

Specification of the ES Contract

Ticker symbol: ES.

Contract size: $50 times the S&P 500 stock index.

Price limits: 5 percent, 10 percent, 15 percent, and 20 percent.

Tick size: .25 index points = $12.50 per contract.

Contract months: March, June, September, December.

Trading hours (Central Standard Time [CST]): 5:00 p.Mm. on Sunday

until Monday at 3:15 p.m. Closed M-T from 3:15 to 3:30 r.m. and from

4:30 to 5:00 r.m. Open remaining hours until Friday at 3:15 p.m.

e Terra Nova (www.terranovaonline.com) trading hours: Consistent
with Chicago Mercantile Exchange trading hours. Note: Different bro-
kers may modify access. The E-minis are closed daily from 3:15 p.m. to
3:30 p.m. CST.

e Last trading day: Up to 3:15 r.m. CST on the third Thursday of the con-

tract month.

Final settlement date: The third Friday of the contract month.

Position limits: Determined in conjunction with existing S&P 500.

Position limits: Please check www.cme.com.

Rollover: Expiration of one futures contract takes place at 8:30 A.M. on

the third Friday of the expiration month; typically the rollover into the

next contract occurs the Thursday prior to expiration. Unlike equities
or some other futures, there is no delivery on these contracts, only
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cash settlement. The rollover period prior to expiration phases out the
expiring month, transitioning to the new lead, “front or nearby,”
month, which is normally the most liquid. The new contract will offi-
cially become lead on the Thursday before the week of expiration. Ex-
ample: March futures are set to expire on Friday, March 21; however,
volume starts to roll to the June contract on Thursday, March 13. From
a trading perspective, what you need to know is that you should begin
trading the June contract on or soon after March 13 for that is where
the liquidity will be.

INITIAL AND MAINTENANCE MARGIN REQUIREMENTS

As arule, the CME and Chicago Board of Trade (CBOT) set the minimum
performance bond needed to initiate a trade in an E-mini contract; how-
ever, each brokerage house can increase (but not decrease) the amount
needed to trade a particular futures contract. As of this writing, the initial
margin for the E-mini S&P contract is $3,938 per contract, while the main-
tenance margin rests at $3,150. Day traders are able to cut these rates in
half (as long as the position is not held overnight), and Terra Nova adheres
to the margin directives of the CME. This is significant leverage, since,
with the E-mini S&P at 1247, the investment value-trading instrument be-
comes $62,350 (1247 x $50). For those interested in the E-mini Nasdag-100
issue, the multiplier is $20, allowing a trader to leverage $32,540 (1627 x
$20) with a current performance bond listed at $2,250 (initial margin). The
Dow mini-contract (YM) has an initial margin of roughly $2,500, leveraging
an underlying investment value of $53,000 (Dow 10,600 x $5 multiplier =
$53,000).

Caution: The margin on any futures contract can change without warn-
ing. If it increases while you are in a trade, you may be required to add
more money to your margin account. This is called a margin call.

TREATMENT OF SETTLEMENT

Every futures account is marked-to-market, allowing a trader’s account to
be either debited or credited at the end of each business day. Equities, on
the other hand, settle on the transaction date plus three days (T+3). This
forces futures traders to deal with losses almost immediately, possibly trig-
gering a margin call—a demand from your brokerage firm to you, the
trader, to supply the necessary cash to hold the position. If you do not meet
a margin call, your brokerage firm has the right, as stated in the account



Other Trading Vehicles 137

papers you sign when opening the account, to sell out your positions to
meet the margin call, which could result in a loss to your account. Given
the wide margin between a trader’s cash deposit and minimum mainte-
nance, a disciplined approach is critical.

THE E-MINI CONTRACT VERSUS THE
PIT-TRADED CONTRACT

What about using the pit-traded S&P contract instead of the E-mini? Ex-
change members trade in an octagon-shaped pit on the floor of the CME.
Their membership in the exchange, which can be bought or leased,
allows them to capture the edge implied by the spread between bids and
offers. With the multitudes of games played between members in the pits,
it is no surprise that average daily volume is closer to 55,000 in the full-
size contract, almost one-tenth the volume seen within the E-mini con-
tract (ES).

As mentioned, the ES is one-fifth the size of the pit-traded contract
(SP); therefore, traders have the option to buy or sell five E-mini contracts
and close the position with a single offsetting contract in the main futures
pit. The opposite is true as well. Another factor that lures traders to the
E-mini is the contract’s lower initial and maintenance margins.

The SP (full-size futures contract) has an initial margin of $19,688 or ap-
proximately five times that of the E-mini (please check with www.cme.com
for possible changes), as well as a maintenance margin of $15,750. The mul-
tiple is $250 (from 1246 to 1247, a one-dollar change represents $250), and
the minimum tick size is 0.10 or $25. The full-size contract is traded either in
the pit or on Globex, while the E-mini is solely electronic. We recommend
that you stick with the E-minis and the 5:1 ratio, since that will help facili-
tate scaling in and out of positions.

PRICE AND PERCENTAGE LIMITS

The CME establishes daily price limits on a quarterly basis. The trader
should check periodically on the CME’s web site the limits for both
the SP and ES. The limits vary, depending on the volatility of the underly-
ing contract. If the SP contract is lower by 5 percent during a particular
session, trading can occur at or above this limit offer for 10 minutes or
until 3:30 p.m., whichever occurs first. Trading will then halt for 2 minutes
if the primary futures contract is still limit offer at the end of the 10
minutes or at 3:30 p.M. Trading will then resume with the 10 percent limit
in effect.
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If the 10 percent limit is reached prior to 2:30 r.m., trading can occur at
or above this limit. If the primary future is limit offer and the New York
Stock Exchange (NYSE) has declared a trading halt (due to a 10 percent
decline in the Dow Jones Industrial Average [DJIA]), trading will com-
pletely halt. Resumption will take place with the 15 percent limit in effect
when 50 percent (capitalization weights) of the underlying S&P 500 stocks
reopen. After 2:30 p.M., trading can occur at or above this limit for 10
minutes. Trading will then halt for 2 minutes if the primary futures contract
is limit offer at the end of 10 minutes. Trading will resume with the 15
percent-point limit in effect.

As far as GLOBEX is concerned, the 5 percent upside price limit will
be removed at 9:28 A.m. This only applies to the upside price limit and does
not affect the downside price limit. GLOBEX trading will be delayed until
7:00 p.Mm. if an NYSE trading halt is in effect at 4:00 p.M. or if the primary big
S&P 500 futures is locked limit at 4:15 p.Mm. All these limits might sound con-
fusing, and these limits are not met very often; nevertheless, a trader
should be aware of the aforementioned possible scenarios.

SINGLE-SOURCE LIQUIDITY

Further helping the success of the E-mini contract is single-source liquid-
ity through the CME. By definition, this means there are no market mak-
ers or specialists—only price, size, and depth of the market. Each trade
sent via GLOBEX is directly routed to the CME, and it is easily matched
without having to line up with a particular ECN. During the day, an aver-
age inside bid/ask can experience size up to several hundred contracts. If
the bid is at 100 contracts, this would translate into a notional amount of
$6,235,000 ($50 x 1247 x 100).

When trading E-minis, all market participants have equal access. This
means single-source liquidity will not discriminate between an entry-level
trader going up against a multibillion-dollar hedge fund. A first-in, first-out
(FIFO) matching algorithm is used by the CME’s Globex electronic trading
system. Whoever is in first will have priority, effectively creating a level
playing field.

E-Mini S&P 500 Contract (IESZ7), Level II Speculative Trading
Example of E-Mini S&P 500

Performance bond: Approximately $3,938.
Settlement of ES contract: 1247.

Gain in position: $0.00.

Value of account: $5,000.
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Position closed the following session at 1257.

Gain in position is 10 points x $50 = $500 per contract.
Variation margin (change in account): $500 credit.
Value of margin account: $5,500 minus commissions.

This is a 10 percent gain with a relatively small amount of capital tied
up.

E-MINI STANDARD & POOR’S 500 AS A HEDGE

When hedging a portfolio with E-mini futures, an investor long $125,000 in a
basket of stocks could sell two E-mini contracts (with ES at 1272, this would
be just over $125,000 in underlying value) to hedge a potential downturn. Of
course, an investor’s portfolio should be a good representation of the S&P
500 Index. When would a hedge make sense? Most likely if a trader had a
short-term bearish outlook, thus offsetting a potential decline in one’s portfo-
lio. A trader could also implement a hedge for risk management purposes,
sacrificing upside reward for protection in case the market turns lower.

Hedge Example

The S&P Index falls 10 percent to 1116.

An investor’s portfolio falls 10.5 percent.
S&P futures falls 10 percent to 1122.30.
Initial value of portfolio: $125,000.

Value of portfolio after decline: $106,250.
Profit/Loss on portfolio ($18,750).

Initial price on S&P futures contract 1247.
Price after decline 1122.30.

Difference 124.7 points.

Gain on short hedge $6,235 (124.70 times 50).
Multiply by number of contracts (2) $12,470.

Unhedged Scenario

¢ Loss on portfolio ($18,750).
e Gain from futures hedge N/A.
¢ Total profit/loss ($18,750).

Hedged Scenario
¢ Loss on portfolio ($18,750).
¢ Gain from futures hedge $12,470.
¢ Total profit/loss ($6,280).
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TAX ADVANTAGES WITH THE E-MINI

If the E-mini contract is chosen, traders automatically get favorable tax
benefits. Futures in general are taxed at 60 percent long-term rates (20
percent) and 40 percent short-term rates (ordinary income rate assumed at
39.6 percent). Form 6781 from the IRS is used and the amount is then car-
ried forward onto Schedule D. An example follows:

Suppose Trader A makes $10,000 trading the Spiders (SPY), while
Trader B is able to make $10,000 trading the E-mini. What would be the tax
advantage to Trader B?

Trader A: $10,000 in gains x .396 = $3,960
Trader B: $6,000 x 0.20 = $1,200
$4,000 x .396 = $1,584
Total = $2.784
A savings of $1,176, compared with Trader A.

THE E-MINI NASDAQ 100

Another popular futures trading instrument is the E-mini Nasdaq contract,
or NQ. This contract mimics the NDX Index, or Nasdag-100 contract, and
can be compared with the Exchange Traded Fund contract, the QQQQs, as
well (covered later in this chapter). As shown here, the NQ contract has a
multiplier of $20 versus $50 for the ES contract, whereas the tick size is $10
per 0.50 index points per contract:

NQ Contract Specifications

e Ticker symbol: NQ.

o Contract size: $20 times E-mini Nasdaq-100 futures price, or one-fifth
pit-traded contract (ND).

e Price limits: 5 percent, 10 percent, 15 percent, and 20 percent.

o Minimum price fluctuation (tick size): .50 index points = $10 per
contract.

e Contract months: March, June, September, and December.

® Regular trading hours (CST): 5:30 pm. (Chicago Time) on Sunday
until Monday at 3:15 p.m. Closed Monday through Thursday from 3:15
to 3:45 p.m., and from 10:00 p.m. until 11:00 p.m.

e Terra Nova trading hours: 6:30 A.m. to 7:00 .M. CST Monday through
Thursday, and 6:30 A.M. to 3:15 p.m. CST on Fridays. Note: The E-minis
are closed daily from 3:15 p.m. to 3:45 p.m. CST.



Other Trading Vehicles 141

e Last trading day: Trading can occur up to 3:15 p.m. (Chicago Time) of
the Thursday prior to expiration Friday.

e Final settlement date: The third Friday of the contract month.

e Position limits: Position limits work in conjunction with existing
Nasdaq-100 position limits. Please check www.cme.com for the cur-
rent levels.

CHICAGO BOARD OF TRADE MINI-DOW FUTURES
USE $5 MULTIPLIER

This mini-size contract trades with a $5 multiplier of the Dow Jones Indus-
trial Average, which is a price-weighted index of 30 of the largest, most lig-
uid U.S. stocks. The pit-traded contract is standardized at $10 instead of $5,
and has a prefix ticker symbol of DJ. The $5 multiplier has a prefix of YM.
The YM contract has an average daily volume of 80,000, with open interest
of 80,000. This compares with open interest in the ES and NQ of 1,000,000
and 350,000, respectively. Since the inception of the electronic Dow Fu-
tures $5 multiplier on April 4, 2002, liquidity continues to build and is
showing promise for day traders. Nevertheless, until liquidity increases,
traders should generally avoid trading the YM contract. The ticker symbol
on RealTick® follows the CBOT symbology, which is as follows:

CBOT Ticker Calendar Month Symbols

January
February
March
April

May

June

July
August
September
October
November
December

NH<CcOzE2R=ZqaH

Specifications of YM Contract
® Ticker symbol: YM.
o Contract size: $5.00 times the DJIA.
o Minimum price fluctuation (tick size): 1 index point = $5 per contract.
e Contract months: March, June, September, and December.
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e Regular trading hours (CST): 5:30 p.mM. on Sunday until Monday at 3:15
p.M. Closed Monday through Thursday from 3:15 to 3:45 p.m., and from
10:00 p.M. until 11:00 p.m..

e Terra Nova trading hours (CST): 6:30 a.m. to 7:00 .M. Monday through
Thursday, and 6:30 A.Mm. to 3:15 p.m. on Fridays. Note: The E-minis are
closed daily from 3:15 p.m. to 3:45 P.M..

e Last trading day: Trading in expiring contracts closes at 4:15 on the
last trading session.

e Final settlement date: The third Friday of the contract month.

e Position limits: 50,000 contracts in all contract months (com-
bined limit for DJIA futures and options and mini-sized DowSM fu-
tures: $2).

WHO REGULATES FUTURES TRADING?

The Commodity Futures Trading Commission (CFTC) regulates all com-
modities and futures accounts, working closely with Congress, the Na-
tional Futures Association, and the futures industry to maintain a flexible
structure tailored to the specific products and participants in a given mar-
ket. The CFTC worked with the Securities and Exchange Commission
(SEC) to repeal an 18-year ban on trading single-stock futures and provide
legal certainty for the over-the-counter derivatives market.

Because futures (CFTC) and stocks (SEC) are regulated by different
bodies, a trader must open a separate account for each fund to be used for
futures and must segregate equities trading. The formation of separate ac-
counts should work to the advantage of futures traders, since a disciplined
approach will in most cases be very different from that of the equities
trader, who may bring to the task a day trader’s mentality.

PROGRAM TRADING AND FAIR VALUE

According to the NYSE roughly 55 percent of the weekly volume on the
NYSE in a recent year was generated by program trading related to the
index futures and options contracts. With the futures industry witnessing
800 percent growth in electronic contracts over the past five years, some
750,000 futures accounts, 27 million stock accounts, and 5 million option
accounts could be affected when program trading takes place. Program
trading derives from a calculation of fair value.
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If you have ever tuned to the financial news shows during the day, you
have probably heard this term. Its derivation is somewhat complicated, but
it is used by traders mainly for two purposes: (1) to predict whether the
stock market will open higher or lower on a given day, or (2) to determine
exactly when institutional buy and sell programs will be activated. Thus,
an abrupt movement in market prices could result in a profit or loss for
anyone in the market at that time. Therefore, it is to your advantage to be
aware of fair value.

The simplest way to think of fair value is that it is the cash value of
the S&P Index, plus the interest you would pay your broker to buy all the
stocks in it, minus the dividends paid on those stocks. Strictly speaking,
the little guy would not use fair value in the manner just described, since
buying or selling all the stocks listed in the S&P 500 Index would be logis-
tically impossible as well as prohibitively expensive. But institutional
arbitragers can manage the expense because (1) they possess the techno-
logical means to execute trades simultaneously in each of the S&P Index’s
500 stocks; and (2) they can arbitrage those shares profitably against S&P
500 futures contracts. In practice, institutional trading desks do this kind
of thing all day long, and that is why it is essential for the professional ar-
bitrageur to know, at any given moment, whether buying the S&P 500 fu-
tures is a better deal, theoretically, than buying a basket of 500 S&P stocks
for cash.

The fair value premium needed to answer this question is simply the
theoretical futures price minus the cash index price, as described previ-
ously. Once fair value has been reckoned, it is a simple matter to determine
whether the S&P 500 futures are overvalued or undervalued relative to the
cash S&P 500 Index. If the futures are overvalued, traders sell S&P 500 fu-
tures contracts while buying an equivalent dollar amount of all the S&P 500
stocks. Alternatively, if the futures are undervalued relative to the basket
of stocks, then they buy futures contracts and sell the basket comprised of
S&P 500 stocks.

Let’s say the futures are fairly valued on a given day when trading
exactly 10 points above the cash index. This means the two would
be theoretically in line if the cash S&P 500 Index were trading at 1237.00
when the futures were at 1247.00. However, if demand for the futures
increased momentarily, pushing them up to 1250.00 with no corresponding
increase in the cash index, the two would be out of line relative
to fair value. This in turn would create an arbitrage opportunity entic-
ing to anyone able to sell the futures while simultaneously buying the
500 stocks for cash. If this were attempted all at once by several
large players, the effect would be to quickly “arb” the cash and futures
back into line, so that they would again be separated by a 10-point spread.
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TABLE 5.1 Fair Value Indicator

If S&P Fair Value Is: If S&P Futures Are: Market Open Indication
-5 +15 +20 or Dow + 200 points
+5 +10 +5 or Dow + 50 points
-5 -20 —15 or Dow - 150 points
+5 -20 —25 or Dow - 250 points

PREDICTING THE OPENING

As mentioned, it is possible to predict how the stock market will open each
morning by using the fair value indicator. Table 5.1 shows how this is done.
Looking at the top row of the table, you see that fair value for that day has
been calculated at —5. This means the futures should theoretically be sell-
ing at a 5-point discount to the cash index when fairly valued. But in early
morning trading, before the Dow Industrial stocks had opened, the futures
are actually priced +15 above the cash S&P 500 index. This 20-point differ-
ential is typically interpolated to mean that the Dow will open up 200
points that morning. Try working through the other rows. When you have
grown comfortable with the calculation, try it with real numbers when the
market opens. You will not have to calculate fair value yourself, since it is
available on CNBC and in numerous places on the World Wide Web. If you
want to do so, however, you can use the following instructions, with the
correct calculations taken from the CMEs web site.

HOW TO CALCULATE FAIR VALUE

Fair value is the theoretical assumption of where a futures contract should
be priced given such things as the current index level, index dividends,
days to expiration, and interest rates. The actual futures price will not nec-
essarily trade at the theoretical price, as short-term supply and demand
will cause price to fluctuate around fair value. Price discrepancies above
or below fair value should cause arbitrageurs to return the market closer
to its fair value.

The following formula is used to calculate fair value for stock index
futures:

FairValue = Cash{lJrr(%H—Dividends
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If you would like to delve even more deeply into the fair value mathe-
matical concept, a Web search on those two words will turn up voluminous
information.

WHAT ABOUT EXCHANGE-TRADED FUNDS?

By definition, an exchange-traded fund (ETF) is a basket of stocks that re-
flects an index; however, it is not a mutual fund. An ETF will give traders
instant exposure to a diversified portfolio of stocks, as well as allow them
to short on a downtick, receive a dividend, and buy on margin. Annual ex-
penses exist but are lower than those, even, of a no-load mutual fund. A
few examples are Standard & Poor’s Depository Receipt Trust Series I
(SPY), Nasdaq 100 (QQQRQQ), and Diamonds (DIA).

When comparing the SPY contract to the ES contract, the capital
needed to trade two ES contracts is roughly $8,000 ($125,000 in underly-
ing security). On the other hand, buying a thousand shares of the SPY
(124 x 1,000 = $124,000, approximating the underlying value of the two
ES contracts) will require margin of either $62,350 (Regulation T, applied
if kept overnight) or $31,175 if 4:1 margin is achieved ($25,000 minimum
in a trading account, as well as being classified as a “pattern day trader”).
One S&P 500 E-mini contract is equivalent to 500 shares of SPYs. That
means the recent average daily futures volumes of 700,000 contracts is
equivalent to a daily volume of 350 million shares of SPYs. SPY average
daily volume is only a fraction of this amount (closer to 45 million shares
changing hands).

Breaking down the Spiders, one SPY contract is equivalent to one-
tenth the value of the S&P 500 Index, trading off the American Stock Ex-
change (AMEX). In fact, most ETFs trade on the AMEX. The minimum
price increment, or tick, is $0.01 for the SPY, compared with $12.50 for the
E-mini. When trading the SPYs, the trading platform involves specialists
and different ECNs, whereas the E-mini is only on GLOBEX and, as noted,
is single-source liquidity. Comparing transaction costs from bid/offer re-
veals roughly 7 to 10 basis points for the Spiders, while only 2 to 4 basis
points for the E-mini. An ordinary broker can be used for trading the Spi-
ders; however, when buying or selling the SPY contract, there is an annual
management fee that equates to roughly 18 basis points (0.18 percent). Ad-
ditionally, a quarterly dividend is paid one month after the ex-dividend date
for the ETF contract, kept in a non-interest-bearing account.

Studies have shown that the management fee and dividend have kept
the index from either keeping up with or possibly outperforming the ES
contract. Compared to cash required to open a trading account, the initial
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investment for an SPY contract is $25,000 if one plans to day trade, whereas
an E-mini futures account opens with as little as $10,000. Other differences
involve favorable tax benefits when trading the ES contract, noted earlier.

THE 0000s

The Nasdag-100 Index Tracking Stock, or QQQQs, is an ETF representing
ownership in a unit investment trust established to accumulate and hold a
portfolio of the equity securities that comprise the Nasdaq-100 Index.
(Note: The QQQQ’s initial market value approximates %o of the value of the
underlying Nasdaq-100 Index.)

Comparing the NQ futures contract to the QQQQs highlights differences
akin to those between the ES and the SPY. The trading platform for the
QQQQs involves both a specialist and ECN, while the NQ contract is avail-
able only on the GLOBEX platform (hence the letter “E”). With respect to
the QQQQs, there are small transaction costs of 7 to 18 basis points per year,
a small dividend, and annual expenses of roughly 18 basis points. Moreover,
the QRQQs do not trade as often as the electronic contract. An investor can
buy options on the QQQQs, as well as the NQ futures.

E-MINI IS HARD TO BEAT

The E-mini, especially the ES contract, is made to order for day traders. Al-
though a futures trader needs to open a separate account, the offsetting ad-
vantages more than compensate for the inconvenience. They include great
liquidity, low margins, high volatility, single source liquidity, preferential
tax treatment, and expanded trading hours. The ES contract can be used to
effectively hedge a portfolio, and its fixed relationship to the SPY, with one
ES contract equal to 500 shares of SPY, is appealing to institutional traders.
Similarly appealing is the NQ contract, which is equal to roughly 800 shares
of QRQAQs. Relative to ETFs, the E-minis are not weighed down by either
annual expenses or dividends. Those who trade the E-minis are obliged to
respect their high leverage, since this implies commensurately high risk.

PUT AND CALL OPTIONS

We need to discuss one more popular trading vehicle to round out the
chapter: options. There are two types of option contracts—call options
and put options. Options resemble insurance contracts in some ways. Both
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have a stated life span, a premium value, and an exercise or payout contin-
gent on certain conditions being met. In this chapter, we highlight the many
similarities and differences between options and insurance contracts.

A BRIEF HISTORY

Options developed as a way to manage certain types of risk, not as a vehi-
cle for speculation. They were created by merchants who wanted to en-
sure there would be a market for their goods at a specific time and price.
One such merchant was the ancient Greek philosopher Thales. As a stu-
dent of astrology and general businessman, Thales predicted a great olive
harvest in the spring while it was still winter. With little activity during this
time of year in the olive market, Thales negotiated the price he would pay
for olive presses in the spring. The great harvest came. Thales collected on
his predetermined price, and then rented these presses out to other farm-
ers at the going rate.

The best known historical account of the options contract was
the tulip craze in seventeenth-century Holland. Tulip traders and farmers
actively traded the right to buy and sell the bulbs at a predetermined
price in the future to hedge against a poor tulip bulb harvest. A secondary
market began to develop that was traded, not by farmers, but by specula-
tors. Prices were volatile as the market exploded; members of the
public began using their savings to speculate. The Dutch economy col-
lapsed in part because speculators did not honor the obligations in the
contracts. The government tried to force people to honor the terms but
many never did, throwing options contracts into bad repute throughout
Europe.

About 50 years later (in 1711) in England, the public began to buy and
sell options on the South Sea Company. Fascinated by the explosion in
the company’s share prices because of the trading monopoly it had se-
cured from the government, investors quickly drove up South Sea’s stock
price 10-fold. When the firm’s directors began selling stock at these high
levels, significantly depressing the price, speculators were unable or un-
willing to deliver on their obligations. Option trading was subsequently
declared illegal.

Option trading slowly made its way to the United States after the cre-
ation of the NYSE in 1790. In the late 1800s, puts and calls could be traded
in the over-the-counter market. Known as “the grandfather of options,”
Russell Sage, a railroad speculator and businessman, developed a system
of conversions and reverse conversions. It uses the combination of a call,
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a put, and a stock to create liquidity in the options market, a system that is
still used today. Despite these positive steps to encourage options as a le-
gitimate trading vehicle, the 1900s took a toll on the reputation of options.
Bucket shops, option pools, and other shady setups lent to the unscrupu-
lous view of the option trader. After the 1929 Crash, the SEC was formed
and the regulation of options trading began.

Herbert Filer, the put/call dealer and author of Understanding Put
and Call Options, testified before Congress during this time, with the ob-
jective of shedding positive light on the option industry. Congress ap-
proached this hearing with the distinct intention of striking out options
trading. They cited their concern that the vast majority of option contracts
expired worthless, 87 percent to be exact. Congress assumed that all trad-
ing was done on a speculative basis but Filer replied, “No sir. If you insured
your house against fire and it didn’t burn down you would not say that you
had thrown away your insurance premium.” The SEC ultimately concluded
that not all option trading is manipulative and that properly used, options
are a valuable investment tool. The Investment Securities Act of 1934,
which created the SEC, gave the SEC the power to regulate options.

PUTS AND CALLS AND STANDARDIZED OPTIONS

The first and most important element of an option contract is the underly-
ing security—the asset on whose value the option is constructed, including
but not limited to stocks, bonds, indexes, commodities, futures, or interest
rates. Standardized contracts trade on the option exchanges, and their uni-
formity allows traders to quickly enter and exit positions without having to
negotiate every characteristic of the contract. There is a very small market
for some options that are individually structured for a particular invest-
ment situation. These products are designed by structured products trad-
ing desks at different brokerage firms, and are priced and traded over the
counter. Their uniqueness makes them illiquid and difficult to access, so
we will limit this discussion to standardized contracts.

An option contract can theoretically be constructed on top of any un-
derlying asset. The most widely traded options are equity and index options
based on stocks and stock indexes. All options derive their existence from
an underlying security and are therefore considered derivatives. Futures,
swaps, forwards, and warrants are other types of derivative products.

SHARES PER OPTION

Options that trade in the United States were standardized in the 1970s and
are backed by the good faith and credit of the Options Clearing Corpora-
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tion (OCC). Option contracts represent 100 shares unless they have been
specially adjusted due to a stock split or corporate merger. Be aware of ad-
justed option contracts, for if what they represent is not perfectly under-
stood, they can be hazardous to your trading health. Most adjusted
contracts represent a different share amount than the widely accepted
100. For stocks that have undergone 3-for-2 stock splits,150 is a common
number. Companies that have listed options, which get acquired, may have
to adjust their contracts to reflect the merger. So instead of a contract rep-
resenting 100 shares of XYZ, it may be altered to represent 80 shares of
ABC, plus $3 per contract. These adjustments can and will affect the price
of a contract, and many individuals have suffered heavy losses because
they neglected to try to fully understand something that sounded too good
to be true. A caveat: If a contract looks like free money, have your broker
confirm with the exchange what, specifically, it represents. The CBOE
web site is also a good resource to confirm the specifications of a particu-
lar contract.

PRICING

The factors that affect the price of the option are:

® Price of the underlying stock.
e Striking price of the option.
¢ Time remaining until expiration of the option.
e Volatility of the underlying stock.
® The current risk-free interest rate.
¢ Dividend rate of the underlying stock.
The price of an option reflects the value per share of the underlying
stock, plus time premium. Because contracts are standardized at 100
shares, the formula to calculate their value is easy: Multiply the price of the
option times the number of round lots of stock represented, times 100
shares. (Note: One hundred is called the multiplier, and it is important to
remember for index options.) If a contract is quoted $2.50 bid and $2.75
ask, a trader would receive $250 ($2.50 x 1 x 100) for selling it, or would
pay $250 ($2.50 x 1 x 100) if buying it. If 10 contracts were traded, a seller
would receive $2,500 ($2.50 x 10 x 100) and a buyer would pay $2,750
($2.75 x 10 x 100). Even if the contract were to represent 150 shares in our
3-for-2 stock split example, the premium would still represent the cost of
each share in the contract.

Option contracts all expire in a uniform and consistent manner: the Sat-
urday following the third Friday of the month they represent. However, they
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will stop trading on different days based on the exercise style: American or
European. American options stop trading on the third Friday of the month
and can be exercised at any time during the life of the contract. European
options stop trading on the Thursday before the third Friday of the month.

All equity options are American, whereas many index options are Euro-
pean. For example, the OEX or S&P 100 are American, but the SPX and S&P
500 are European. There are other differences between the two expiration
styles, but we will not discuss them all here, since our focus is American-
style options.

Prior to the expiration of American-style options, if you own an option
contract and would like to exercise it to buy or sell shares, you must in-
struct your broker to do so. At expiration, the option will either be in-the-
money (ITM) or out-of-the-money (OTM).

If it is OTM, the contract will expire worthless and literally disappear
from your trading account before the market reopens. If it expires I'TM and
you are short contracts, you will most likely be assigned the stock. If you
are long contracts and they expire ITM by at least a certain fractional
amount, the contracts will automatically be exercised on your behalf by the
OCC. To remove any confusion or potential problems, you should explicitly
inform your broker you would like to exercise options instead of leaving
the decision up to the broker. Confirm the details with the broker so that
there are no mistakes. Monday morning is the effective day or trade date of
the exercised position in the account, so if the net position is long or short,
Monday will be your first chance to trade the shares after expiration.

While equity options require that stock be used to settle the terms of an
exercised contract, index options settle in cash. Using the 100 multiplier, if
the underlying index is, say, 105, traders exercising a 100-strike call will re-
ceive the 5-point difference times 100, times the number of contracts. It
would be impossible to deliver full and fractional shares of the S&P 500 or
other similar indexes, and for this reason cash settlement is used.

SYMBOLOGY

Option symbols are unique and are constantly changing. Each option has a
root symbol that represents the underlying security. This root symbol can
have one, two, or three characters, but no more. The last two letters in an
option symbol always represent the month first, then the strike price sec-
ond. A through L represent the months for calls while M through X are
used for the months with puts. Most option strikes are given in 5-point in-
crements starting with the letter A for 05, B for 10, C for 15, and so on. Op-
tion chains on software trading platforms or the Internet are the best way
to determine an option symbol. However, many option traders have kept
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themselves out of trouble because they have learned the basics of the sym-
bology. For example, you give an order to buy DELL puts to open and your
broker reads back the symbol DLQAJ. You're able to catch his error be-
cause you know that the letter A is for calls, not puts.

SETTLEMENT

The settlement period for options is T+1 (trade date + 1 day) meaning the
option trade settles the next business day. Stock trades, on the other hand,
have a T+3 settlement period that requires paying for the trades by the
third business day after the trade is executed. For most of us, that means
the funds have to be in the account before a trade is placed. Most broker-
age firms will not allow an options trade unless the account already has the
required capital at the time of the trade.

IN-THE-MONEY OR OUT-OF-THE-MONEY

The reference to an option as being in-the-money, at-the-money, or out-of-
the-money communicates that the stock price is above, below, or at the
strike price of a particular call or put contract. The money reference is not
a statement about the profitability of the particular option. In fact a trader
cannot make any assumptions about the profitability of an option based on
its mark-to-the-market value. Call strikes below the stock’s price are ITM,
strikes at the stock’s price are at-the-money, and call strikes above the
stock’s price are OTM. Put strikes that are above the stock’s price are ITM,
strikes at the stock’s price are at-the-money and strike prices below the
stock’s price are OTM. Options have intrinsic value to the amount they
are ITM. An OTM option has no intrinsic value, only time value depending
on time to expiration and the volatility of the underlying entity.

RIGHTS VERSUS OBLIGATIONS

Option trades can be entered in four basic ways:

1. Buy to open.
2. Sell to open.
3. Buy to close.
4. Sell to close.
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This discussion includes the opening and closing designations, but ul-
timately you will either be long or short the contracts in your account; it is
the initial trade that opens the position. Buying to open gives you the right
to exercise the terms of the contract, normally done when it is favorable to
do so. If you have bought calls to open, you have the right to buy stock at
the strike price of your option contract. If you buy puts to open you have
the right to sell stock at the strike price of your contract.

Traders who sell to open have the obligation to abide by the terms of
the contract and must either buy or sell shares at the price that is being as-
stgned to them. Traders who sell calls to open have the obligation to sell
stock at the stated strike price of the agreed-on contract. If any of the par-
ties do not live up to their end of the agreement, the OCC will initially
cover the defaulting side of the trade. It will then pass all responsibility to
the brokerage firm to settle the difference. These situations are why clear-
ing firms require brokerage firms to make initial clearing deposits in the
millions and millions of dollars.

OPENING AND CLOSING TRANSACTIONS

One of the concepts to know in advance of actual trading is how option
trades are either opening or closing. Opening a trade establishes the option
position in the trader’s account while closing a trade removes the position
from the account. Whether a trade is opening or closing is an indication
that must be made at the time the trade is placed. The following are the
possible order entry combinations: buying calls to open, selling calls to
open, buying calls to close, selling calls to close, buying puts to open, sell-
ing puts to open, buying puts to close, and selling puts to close.

OPEN INTEREST

When an option trade is entered through an electronic platform or di-
rectly with a broker, the order must indicate whether it is opening or clos-
ing. This indication does not affect the order’s ability to get traded, but it
does affect open interest. Open interest is the number of positions open
across all exchanges in one particular contract. For example, the first
time a series is rolled out, all contracts in that series have zero open in-
terest, and nobody has traded the newly issued series, much less estab-
lished a position. If a contract has zero open interest and one trader
enters an order to buy to open at $3 and another trader sells to open at $3,
this trade creates an open interest of one contract. If these two traders
agree to close out their positions before the end of the day, open interest
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would be back to zero. The open interest number is calculated on a net
basis at the end of the day, that is, all opening versus all closing trades. If
the trade examined in the previous example was done many times in one
day, volume may end up being heavy but the open interest may hardly
change.

The OCC is responsible for clearing all option trades at the end of the
day and confirming that each buy order is matched with a sell order at the
right time, at the right price, for the right contract, and the right amount.
During this clearing process, open interest is determined as each trade is
matched and cleared. Before the market opens the next day, the OCC re-
ports the newly calculated open interest from the previous day to all the
exchanges, brokerage houses, and quote-vending firms that have con-
tracted to receive the information.

Open interest is a measure of activity and liquidity, and it is no coin-
cidence that the front month, at-the-money contract typically has the
highest open interest. Institutional and active traders use these contracts
in different styles and strategies, but the majority of volume for at-the-
money contracts comes from the creation of institutional synthetic posi-
tions and delta hedging (both of which are discussed later in this
chapter). This additional open interest provides liquidity when needed.
For example, if a particular option has an open interest of 20 and one
trader wants to open a 100-contract position, the trade may eventually get
done but the price will be negotiable as liquidity is found at a higher or
lower price. This trader will eventually represent 83 percent of the op-
tion’s market, and when it comes time to close the position, liquidity will
again become an issue.

Like a stock, illiquid options have larger spreads; there just are not as
many players jockeying for the inside position. If a large trader wants to
buy an illiquid stock, the price can increase substantially as she tries to pry
stock away from sellers at higher and higher prices. In the options market,
market makers have additional liquidity tools at their disposal. The options
market maker can use a combination of stocks and options to provide lig-
uidity for the customer through the use of synthetic positions.

OPENING ROTATION

The world does not stand still when the U.S. equity markets close; in-
deed, events continue to take place and prices change even after we go to
bed. American stocks listed on foreign markets and futures trades that
take place throughout the night on the GLOBEX allow trading day and
night around the world. Trading in Europe and Asia can significantly
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affect the perceptions and attitudes of U.S. markets. News events can
cause price vacuums or gaps when markets open for trading in the
United States.

Options are derivatives and derive their price from the underlying
security, but the security must first be priced before the option can be.
Each option exchange must re-price each contract every day before trad-
ing begins. This event is called opening rotation. Each market maker
will consider the opening price of the stock, any changes in historical
and implied volatility, and how the remaining time until expiration affects
the price of each option. Any orders entered before the open that the
market maker is aware of may also impact the opening option price. Mar-
ket makers traditionally went through each option in a predetermined
fashion, calling out to the crowd of traders assembled around their posts
on the exchange floor. Members of the crowd would call back prices they
were willing to quote and hence the opening price was established. The
advent of computers has moved option exchanges almost entirely to elec-
tronic systems, allowing for opening rotation to be completed at the click
of a button. It still takes some time, though, so option quotes typically
don’t display on quote systems for 1 to 10 minutes after the stock has
opened. If traders want their orders to be considered in the opening rota-
tion sequence of events, orders must be received before the market
opens.

OPTION POSITIONS

A trader has three different positions available: long stock, short stock, or
no stock (i.e., cash). Ownership conveys certain privileges and rewards. In-
vestors often buy stock not just for the potential price appreciation, but
also for the dividend or voting rights. The mechanics behind hostile
takeovers involve one entity purchasing the majority of issued shares.
Wealthy investors use dividends to increase their income. It is a conserva-
tive approach when compared with that of a trader.

Long Stock

Long stock is the street’s way of saying that you own the stock; it is the
American way. People are born bulls, and that is what stockbrokers
preach—to the benefit or detriment of their clients. But the vast majority
of stock owners do so for the potential price appreciation.
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Short Stock

Short stock is a little more complicated than simply being the opposite of
long stock. Traders who “go short” are trying to accomplish the same thing
as a long-stock trader: buy low and sell high. But short traders do so by re-
versing the order of events. Instead of buying low and then selling high,
short traders attempt to sell high and then buy low to close the position.
The trader virtually borrows the shares from someone else’s account to
sell on the open market, and when it is time to replace those shares, the
trader repurchases them in the open market and returns them back in the
account. Not every stock can be borrowed for shorting, however, and the
stock must first be marginable. It also has to be above $5 and trade execu-
tions must be done on upticks. These additional requirements and restric-
tions are why traders who believe a stock is headed lower will use options
to take a bearish position instead of shorting stock.

Long Call

Buying calls to open gives the call purchaser the right to buy stock at the
stated strike price up until the expiration of the contract. If a trader buys
one of the XYZ October 40 calls, owning this contract gives him the right to
buy, or “call away” XYZ stock at $40 any time before the October expira-
tion. For several reasons, this is a popular strategy for traders with a bull-
ish opinion. First, long calls are easy to understand. And second, buying
calls is a cheap way for traders to bet that a stock will go up.

Short Call

Selling calls to open obligates the seller (writer) to sell stock at the stated
strike price any time until expiration. If a trader sells one of the XYZ Octo-
ber 40 calls, she is obligated to sell (deliver) stock at $40. (If this happens,
she is said to have been called out of the stock.) Short calls are most often
used when a trader already has stock in the account; selling a call against
this stock is referred to as writing a covered call. If the short call writer is
called out, the request is covered by the stock that already exists in the ac-
count. If there is none, the net effect will be to create a short position in
the account.

Long Put

Buying puts to open gives the purchaser the right to sell stock at the stated
strike price up until the contract expires. Put buyers are doing just the op-
posite of long call buyers. Long puts traders are betting that the stock will
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go down. If a trader buys an XYZ October 40 put, he has the right to “put”
the stock to another trader at $40 any time before the October expiration.
He would hope to sell the stock at a stated price, at a higher level than is
being offered in the open market. Going long puts is a cheap way to capi-
talize on a falling stock price without actually shorting it. The strategy is
also widely used as an insurance policy on long stock a trader may own. As
the stock price decreases, the put price increases. It works the same way
as an insurance policy on an asset.

Short Put

Selling puts to open obligates the writer to buy stock at the stated strike
price any time before expiration. It is the opposite of buying puts to open
and therefore obligates the put seller to “get put the stock” at the strike
price. If traders were to sell puts to open on XYZ at $40, they would have to
buy the stock at $40 any time before expiration. Short put writes are often
done to “get paid to place a limit order.” If a stock is trading at $50 and
traders are thinking about placing limit orders to buy at $40, instead of just
waiting for the stock price to drop, they could sell puts and collect the pre-
mium while waiting for the stock to go south.

CONVERSIONS, REVERSALS, AND SYNTHETICS

The conversion/reversal relationship is fundamental to all aspects of op-
tions trading. Floor professionals use conversions and reversals to create
risk-free profits as an alterative to buying Treasury bills. Closely akin to
conversions and reversals is the synthetic, which allows one to effectively
own stock, a put, or a call without actually buying a stock, a put, or a call.
Combinations of stocks and calls can be used to create synthetic puts, just
as stock/put combos can create synthetic calls. For example, being long
one October 50 XYZ put and short one October 50 XYZ call has the same ef-
fect as being short 100 shares of stock. Conversely, being long an October
50 XYZ put and long 100 shares of XYZ is the same as being long one Octo-
ber 50 call.

Using the example of being long one October 50 XYZ put and short one
October 50 XYZ call to synthetically create 100 shares of short stock, this is
how to calculate the actual prices. With the stock trading at $50, we open
the following position:

Long 1 October 50 put for 1.50.
Short 1 October 50 call for 1.50.
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Now suppose the stock falls to $46. If you had simply shorted 100
shares of stock at $50, you would have made a $400 profit before commis-
sion and fees. Would you have achieved the same results with options?
Let’s calculate it out. The put that you bought for $1.50 ($150) would be
worth $400, for a net profit of $250; and the $150 you had received for the
short call would be yours to keep, since the option expired worthlessly
OTM. So, $250 + $150 = $400. Thus, being long an October $50 put and
short an October $50 call is the financial equivalent of simply being short
100 shares of stock.

Continuing our example, suppose you had bought 100 shares for $50
against this option position. The three-sided position is called a conver-
ston, and, with the options side exactly offset by the stock, there would be
no risk in holding it. If, against the options at the above prices, you could
have bought the stock for less than $50, you would have locked in a risk-
free profit.

This three-sided conversion relationship will remain fixed no matter
what the stock does. The reverse conversion, or reversal, is just the oppo-
site: You would short the October 50 put, then hedge the sale by shorting
100 shares of XYZ and buying an October 50 call. Here is a conversion with
some actual prices. Assume this position is put on in mid-September:

e Buy 1 October XYZ 50 put @ 1.50.
e Buy 100 shares XYZ @ $50.00.
e Sell short 1 October 50 call @ 1.75.

Now let’s work out the math relationships on the day the options expire. If
the stock is trading for $50 at the final bell, you will have neither lost nor
gained anything on it, except the transaction costs. The call you bought for
1% will be worthless, giving you a loss of $150, but it will be more than off-
set by the $175 you make on the short October 50 call. Overall, then, the
position will yield a net gain of $25.

But suppose the stock was trading at $54 at the time the October op-
tions expire. That would give you a $400 gain on the stock, a $150 loss on
the put (you bought it for $150 and it went out worthless), and a $225 loss
on the call (you shorted it for $175, but it would be worth $400 at expira-
tion with the stock trading $54). Thus, $400 — ($150 + $225) = $25. In fact,
no matter where the stock is trading on the day the October options ex-
pire, you will have a net gain of $25. In the parlance of traders, you “locked
in” the $25 gain when you put on the position. This also means that the po-
sition was essentially risk free, since no loss was possible—only a $25
profit, no matter what happened to the stock.

There is one more crucial point to consider: In putting on this position,
you would be tying up $5,000 of your capital to buy the stock. Why go
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through all the trouble to do this risk-free trade if you could simply have
put the money, equally risk free, into T-bills? The answer to this question is
fundamental to the valuation of stock options.

Suppose you actually had taken the $5,000 and put it into a 30-day T-
bill yielding 4 percent. That 4 percent is an annualized number, and your
actual yield over 30 days—/: of a year—would be 0.04 divided by 12 X
$5,000, or $16.66. So in this instance, the trader/investor would do better by
putting the $5,000 into risk-free conversions than into T-bills. Even factor-
ing in a $4 commission that the exchange member/floor trader would pay
for putting on the conversion, the trader would still net a $21 profit. But
just a little change in the price of the options could diminish the appeal of
the conversion relative to T-bills. If the puts had been offered, not for $175
but for $170, the conversion would have yielded $4 less in risk-free profits,
making it no better or worse, after adding in $4 for commissions, than sim-
ply buying a T-bill. So why go to all the bother of putting on a three-sided
stock/options position? Why, indeed? Most traders in fact would not
bother; they would simply park the money in T-bills.

But if all the price relationships were as first given, and a broker came
into the trading pit to buy 5,000 of the October 50 puts that might push the
puts up to, say, $1.90 ($190). You can understand why a market maker
would be eager to sell 500 of this put, assuming she could still buy stock for
$50 a share, and sell October 50 calls for $1.50. The 15 additional cents re-
alized on the conversion would lock in a risk-free profit of 0.40 ($40), ver-
sus the $25 of the original example.

In practice, the instant the bid for 500 puts materialized, the market
makers would quickly buy all the stock offered at $50, and whack the $1.50
bid on the October 50 calls. The effect would be to push the stock price up
and the call price down, so that the conversion would once again yield
about the same risk-free yield over 30 days as the 4 percent T-bill.

This example highlights an important aspect of determining option
prices with reference to the risk-free return on Treasury paper. Also, if T-
bill rates were to rise, it would affect put and call prices by pushing them
higher because these puts and calls, when used in conversions and rever-
sals, are in effect risk-free surrogates for T-bills.

While discussing conversions and reversals, we need to mention an-
other aspect of option pricing: volatility. Volatility is one of the “Greeks”
discussed later in this chapter. Basically, it is a measure of risk premium in
the options that is determined by the volatility of the underlying stock. If
XYZ’s price movement turned erratic for a week or two, the put and call op-
tions would pick up volatility (premium). The reason is simple: The seller
of an option incurs certain risks on exercise, and these risks are compen-
sated by the premium the seller receives for the option. So if a stock jumps
around, it stands to reason that the puts and calls will sell for higher prices
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than those offered on a stock that trades over a $2 range for weeks or
months. In the preceding example, if rumors arose that the company was
going to report spectacular earnings the next week, what do you think
would happen to the October 50 calls? Very probably, they would start to
rise in the way that call options do when rumors of this sort get around.
But now we could also predict that the put prices would rise along with the
stock; if they did not, and the calls rose with no corresponding change in
the price of the stock or the puts, it would allow market makers to do the
conversion (short October 50 calls, buy October 50 puts, buy stock) for
prices that would give them risk-free profits far in excess of what they
could earn from T-bills.

We should also work through one example of a reverse conversion, or
reversal, to better understand the concept. Using the first example, the re-
versal would involve buying an October 50 call, shorting an October 50 put,
and shorting 100 shares of stock. Suppose the prices were fairly close to
those given in the earlier example:

e Short 1 October 50 put @ 1.50.
¢ Short 100 shares XYZ @ $50.
e Buy 1 October 50 call @ 1.60.

With the stock trading for $50 at expiration, the person holding this rever-
sal would make $1.50 on the short put, lose $160 on the long call, and
break even on the stock, for a net loss (without commissions) of $10 per
reversal. Why would anyone want to put this position on when it would
guarantee a $10 loss? The answer, again, is related to the risk-free return
on Treasury bills.

In this instance, the floor trader has shorted $5,000 worth of stock, so he
has $5,000 of someone else’s money in his account. If he were to take that
money and park it in a $30-day T-bill, we already know that it would generate
areturn of $16.66. So although the trader would lose $10 on the reversal, he
would have that $5,000 from someone else to deploy in T-bills that would re-
turn $16 over the 30-day holding period. If you could lock in $6.66 of profit
every time you did the reversal for a guaranteed profit, would you do it?

In fact, institutional players would do it thousands of times if they
could. But that would push the price of the call up just enough, or the put
price down enough, so that there would no longer be so much of an edge in
the reversal. It is likely that the calls would get pushed down 2 to 3 cents
and the puts up by the same amount to bring the reversal/conversion “back
in line.” Relative to parking the money in T-bills, putting on such positions
would present no great advantage.

While conversions and reversals are the combination of three posi-
tions to neutralize a fourth, synthetics involve the combination of two
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positions to replicate a third. Before entering a larger option position (50
to 100 contracts or more) it should be considered whether the outright po-
sition or the synthetic is priced better.

The following information is required to calculate the synthetic posi-
tion price (in each formula, each call and put has the same strike price and
expiration):

e (Current stock price.

e (Option strike price.

¢ Dividend payment dates and amounts.
e Days to option expiration.

e (Cost to carry the synthetic position.

Cost to carry = Applicable interest rate x Strike price
x Days to expiration/360

Long stock = Long call and short put

Synthetic long stock = Strike price — (—Put price + Call price
+ Cost to carry)

Short stock = Short call and long put

Synthetic short stock = Strike price — (+Put price — Call price
— Cost to carry)

Long call = Long stock and long put

Synthetic long call price = (+Put price + Stock price + Cost to carry)
— Strike price

Short call = Short stock and short put
Synthetic short call price = (—Put price — Stock price — Cost to carry)

+ Strike price
Long put = Long call and short stock

Synthetic long put price = (+Call price + Strike price — Cost to carry)
— Stock price

Short put = Short call and long stock

Synthetic short put price = (—Call price — Strike price + Cost to carry)
+ Stock price

If at option expiration, the underlying stock closes at the strike price
of the options used to create a synthetic position, not buying back the
short option creates uncertainty. This is because your decision to exercise
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TABLE 5.2 Conversions, Reversals, Synthetics

Synthetic (Formula) Closing Synthetic Reversal/Conversion
+Cn=4P+S -C Conversion
+Pn=4C-5S -P Reversal
Cn=-P-5 +C Reversal
Pn=-C+S +P Conversion
+Sn=+C-P =S Reversal
-Sn=-C+P +S Conversion

Key: C = Call, P =Put, S = Stock, n = Synthetic, + = Long, — = Short

your long option would depend on whether you were going to exercise the
short option.

We now have two ways to acquire a building block: We can purchase
(sell) the building block directly or purchase (sell) it synthetically. To de-
termine whether to put a position on directly or synthetically, we need to
calculate the price of the synthetic position.

Putting on a building block synthetically always involves combining
the other building blocks. For calls, this means using puts and stock. For
puts, it means using calls and stock; and for stock, it means using puts and
calls. The rule is that when puts and stock are combined, they are always
either both bought or both sold. When combing calls with either puts or
stock, if the call is purchased, then the other leg is sold and vice versa.

Completion of any two sides of the triangle is a synthetic. Completion
of all three sides is a reversal or conversion (see Table 5.2).

THE GREEKS AND DELTA VALUE

Delta is the most common of the Greeks and is sometimes referred to as
the hedge ratio factor. Delta is generally defined as referring to the rate of
change that an option will move in relationship to the underlying stock,
index, or commodity future. Long call options always have a positive delta
because their prices increase as the stock price increases and decrease as
the stock declines. Long put options always have a negative delta because
the put option price will decrease as the stock price increases, and will in-
crease as the stock price declines.

Position Delta

A strategy may involve one or more options in combination with the under-
lying security. An easy way of evaluating the basic outlook of the strategy is
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to determine the net deltas of all the options and the underlying security
that make up the strategy. This net number is called the position delta. A
position with a positive delta would tend to be bullish and a position with a
negative delta would tend to be bearish. A position with little or no delta,
also known as flat delta, would tend to be neutral as to stock direction.

Delta measures how much an option’s price is expected to change
for a $1 change in the price of the underlying stock. Each share of stock
always has a delta of 1. So, if an option has a delta of 75, it could be ex-
pected to move 75 cents for every single-dollar move in the underlying
stock or index. Every call option has a delta value ranging from 0 to 100;
every put option, from 0 to —100. Options that are very near-the-money
carry a delta value of about 50, meaning they will move about 50 cents
for every single-dollar move in the underlying security. The deeper ITM
the option, the greater its delta value. A deep-in-the-money put or call
could have a delta value of 85 to 95, and it could even approach 100 if it
gets very-deep-in-the-money. However, we all know that options have
time value associated with them, so it is most unlikely that any option in
reality will have a 100-delta value.

The delta is also an approximation of the probability that an option
will finish in the money. When the security moves, whether fractionally or
significantly, at-the-money options seem to move only at a percentage as
fast as the security itself. As the index moves upward, the option, depend-
ing on how deep-in-the-money, will move proportionally to the security
based on its underlying delta.

Put options have a negative delta because their value increases as the un-
derlying security falls. Hence, an option with a delta of —25 would increase in
value by about 25 cents if the underlying security falls by $1. The importance
of delta in regard to put options is its use in determining the hedge ratio. The
hedge ratio determines the number of put options needed to protect against
an adverse move in the price of the underlying security. You would need four
put options with a delta of 25 to fully hedge the purchase of 100 shares of
stock. When the security falls, the value of a put increases because a negative
number is being divided by a positive number. So we end up with a delta that
has a negative number. This difference between negative and positive deltas
becomes important when combining spread positions.

A delta position is a directional position. To reduce the risk of a delta
position, sell or buy the opposite delta position. This is called a hedge (see
Table 5.3).

Gamma

The gamma of an option tells you how much the delta of an option changes
as the underlying security changes. Every option has a delta, but the value
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TABLE 5.3 Delta and Hedge Positions

Delta Position Hedge Position

Long stock Sell call
Buy put

Short stock Buy call
Sell put

Long call Sell call
Buy put
Sell stock

Short call Buy call
Sell put
Buy stock

Long put Sell put
Buy call
Buy stock

Short put Buy put
Sell call
Sell stock

of that delta changes as the security changes. As the security goes up or
down in value, the delta also changes.

A 50-delta call that is near ITM would become a 60- or 70-delta call,
were the stock to rise, making the call deeper-in-the-money. Gamma tells
us the rate at which the option delta will increase or decrease as the un-
derlying stock moves up or down. If the stock’s 100-strike call had a
gamma of three, this would mean that the delta could be expected to rise
3 percent for every single-point rise in the stock. With the stock trading
at $100 and options carrying a delta of 50, with a gamma of 4, a $5 rise
in the stock would be expected to push the option price to $6 and the
delta to 52. If the security were to rise another 5 points to 110, the option
would go up to 9%, and the delta of 52 would rise to 54. In general,
gamma is highest when the option is at-the-money, decreasing as it gets
further OTM.

By calculating gamma, traders can determine how much their position
delta will change, allowing them to adjust as necessary. Professional
traders do this constantly, but it is less of a concern to the small trader. It is
useful in any case to know about deltas and gammas, since the construc-
tion of hedges and the risk management of multiple-option positions rely
significantly on such knowledge.
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Position Gamma

Position gamma is the measurement of the position’s curvature—that is,
how much one’s position deltas will change for each one-point move in the
underlying security.

Long/Positive Gamma

This is the same as long curvature. The position needs directional move-
ment to gain rewards. Long gamma is known in the trade as backspread-
ing. Backspreaders are looking for swings in the underlying security and
for increasing volatility.

Short/Negative Gamma

This is the same as short curvature. The position is a neutral outlook and
requires no directional movement. Short gamma is known in the trade as
Sfrontspreading. Frontspreaders are premium sellers, looking for a de-
crease in volatility and speculating on low to no movement of the underly-
ing security. Long option contracts will create long gamma. Short option
contracts will create short gamma. Stock has no gamma.

Omega

Leverage refers to the ability to control more stock than you could ac-
quire outright with your own funds. This is achieved either by borrowing
money to acquire stock (e.g., purchasing stock on margin), or through
purchase of an option. Payment of the option price allows you to control
the shares for a fraction of their market price for a limited time. The op-
tion leverage ratio, or elasticity, is a useful tool for determining which op-
tions to purchase, given the expectation of movement in a stock. Omega
is simply the percentage of change in an option’s value over a given
percentage of change in the underlying stock: Underlying price/Option
price x Option delta = Omega. Higher omega numbers equal higher lever-
age but require a larger and faster move in the underlying stock to be
profitable.

Vega

Vega is a measurement of change in volatility. The vega is noted in theoret-
ical point changes for each 1 percent change in option volatility. Vega tells
us how much an option will increase in value as the volatility increases. As
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the volatility of an option changes, the premium you pay for it will in-
crease. Volatility changes are critical because of their impact on option
premium levels. Vega directly addresses this concern. Vega tends to de-
crease with the approach of expiration, so the fewer days remaining until
expiration, the less important the changes in volatility become. To look at
it from another perspective, the more vega decreases, the lower the risk of
volatility changes. Vega may not be emphasized nearly as much as delta or
gamma, but it is important when viewed in relationship to all the Greeks.

Theta

All option traders know that time erodes the value of options with the ap-
proach of expiration. The rate at which time decay erodes an option’s
value is defined by theta. Depending on whether you are long or short,
theta will work for or against you.

Premium buyers should hold low theta options, since time decay will
then be less significant. On the other hand, if you are shorting options for
premium income, you want to sell high-theta puts and calls, since profits
there of will accrue relatively faster.

Theta is expressed as a negative number to reflect the erosion of time
value. It tells us how much premium erosion will cost in a single day. Short
sellers of options will have a positive theta, meaning he or she would make
money from time decay, with all other variables remaining constant.

SUMMARY

This chapter has covered trading vehicles other than stock. Futures con-
tracts permit great leverage—what traders would call “lots of bang for the
buck.” The ideal vehicle for trading futures is the E-mini contract, which
was tailor-made for the small trader who wants to work from home or a
trading room. The E-mini S&P contract and the E-mini Nasdaq contract are
the most active vehicles, and both provide excellent liquidity as well as
plenty of price movement. Always keep in mind, however, that leverage
cuts both ways—the losses sustained in futures contracts can be just as
spectacular as the gains we sometimes hear about.

Exchange-traded funds are an excellent vehicle if you are not comfort-
able with the risks of futures contracts, even when mini-sized. Put and call
options, too, give you the ability to limit risk and to craft positions so that
you can profit not only from a move up or down in the underlying security,
but from a wide variety of outcomes related to its price as of a certain date.
Again, a caveat is in order. Although it is true that, if you buy a call option
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on a stock for $2, the most you can lose is that $2, keep in mind that losing
it would represent a 100 percent loss on the trade.

TheMarketWatch Options Trader, edited by David Nassar and Larry
McMillan, is a weekly newsletter that provides detailed analysis of op-
tion trades each week in an educational format. For a small fee, the
options newsletter provides a tremendous amount of value. You can
subscribe to it at www.marketwatch.com.



CHAPTER 6

Trading
Strategies

odds of becoming consistently profitable.

First we explore trading systems that are embedded in the Profiler.
These thoroughly tested long and short systems are designed for the
active swing trader who wants to commit a portion of their assets to a
systematic approach to trading rather than a more arbitrary or discre-
tionary approach, which requires a higher degree of research, discipline,
and experience.

A second strategy we explore employs trading options. While many be-
lieve the professional options trader has a significant edge over the aver-
age retail customer, our approach will sweeten the odds for those that
follow it with discipline. Although it is impossible to achieve a perfectly
level playing field in options trading, you can come closer using a few rela-
tively simple techniques.

There are hundreds, if not thousands, of strategies that can enhance
your trading odds, the important thing to understand is that even the sim-
plest tactics can increase your profitability if you take the time to learn
them well and implement them in a disciplined way. It is not strategies in
themselves that ensure success, but your patience and diligence in observ-
ing how a stock, index, option, or future moves in price relative to what we
anticipate by using a strategy.

Before we dig into these strategies—a word on discipline. The simple
fact is that almost any method for gaining an edge is anchored by discipline.

In this chapter, we study strategies you can employ to increase your

167
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Perhaps discipline is easier to achieve if you remember that we must sus-
pend what we believe should happen and trade only what we observe. For
example, suppose one observes that stocks that gap higher by more than 5
percent tend to experience a low-volume consolidation of those gains, and
then typically restart and continue their ascent over the next month of trad-
ing. This simple observation can be a highly profitable strategy for a disci-
plined trader, provided that they do not expect perfect results each time the
event shows itself. One person may observe the exact same pattern and
make money while another lets his emotions get in the way, and loses. It
may seem difficult to understand how one can win and one can lose on the
same market move, but this is possible depending on how you let emotions
interfere with what is real and objective.

Therefore, regardless of whether you choose to implement the strate-
gies laid out here or if you come up with your own unique methods, the
most important trait that you can possess is the ability to let go of a trade
that isn’t working. Do not underestimate the advantage of self-control in
the markets; it is often the only difference between success and failure.

That stated, we begin with the MarketWise Profiler, which has been
referenced throughout this manual. As you likely inferred, we are firm be-
lievers in the use of technology to assist us in finding the stocks that meet
our criteria for prevailing market conditions. The following discussion be-
gins to explain how we use the Profiler to gain a market edge.

The basis of Profiler is Trend Following. If we believe the market is in
a bullish uptrend, we will use the Profiler to isolate the stocks that have the
best chances of moving higher in concert with the market—those stocks
are found in the Stage 2-1 (Strong Mark-Up). Conversely, if we believe the
market may be transitioning from distribution to a bear market we would
search for stocks in Stage 3-3 (late distribution), or 4-1 (strong decline). In
this regard, we would seek stocks in Stage 3-3, defined as stocks that have
undergone at least a couple of months of distribution and now potentially
on the verge of a break down into a strong decline.

Once trend is defined, there are many different ways of searching the
market for trading ideas within the trend—while also incorporating ones
own personality and interests. Many strategies also exist to implement
ideas depending on; perceived financial risk of putting the trade on; antici-
pated time in a trade; capital resources available; and your level of pa-
tience to name a few.

For instance, if you interpreted a market that was declining, you might
choose to focus on Stage 4-1 stocks with the idea of shorting the market,
which is pretty straightforward. We could then add another dimension to
this market condition—such as earnings. Many participants like to follow
earnings and there is no reason not to if this interests you. Suppose it is the
beginning of the quarterly earnings season, and some of the most widely
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followed stocks in the market just appeared on Profiler to have entered
Stage 4-1 (before earnings). One might think it would be a good time to
have exposure to the short side of the market based on Profiler, but also
fear a rally if the company were to surprise and report good earnings. In
the case, the trader could easily be conflicted. Earnings reports are often a
catalyst for large price movements and if the company you have chosen to
sell short reports earnings that are better than what was expected by the
analysts, you might find yourself in the very uncomfortable position of
being on the wrong side of the market as your stock surges higher. Being
short a stock that is rallying can bring about fearful buying as it opens the
door to potentially unlimited losses (see Chapter 4 for more on selling
short). This scenario is obviously not one you want to find yourself in.

One simple strategy worth exploring to help limit exposure to losses
while still participating in the trend if the stock declines as expected,
would be to purchase put options instead of shorting the equity. As ex-
plained in Chapter 5, the only money you can lose when you purchase op-
tions is the premium you paid, while if the stock were to drop sharply your
gain on the options position could be several hundred percent! The point
is, choosing a particular strategy to implement can sometimes be just as
difficult as finding the right stock. This is why we have created actual trad-
ing systems in the Profiler that allow you to focus on proven results in trad-
ing with the trend, whether it is bullish or bearish, without the conflict
often associated with news, earnings, upgrades, and so on.

The searches that one chooses to focus on may be very different than
what other traders or investors may be focusing on, but that is what makes
the customizability of the Profiler invaluable. It allows one to hone in on
the opportunities that meet your own criteria, without being hypnotized by
news and current events that often obscure good analysis.

If you are unsure of which strategies to implement once you have
found an idea, or you are unable to narrow your focus, then the Market-
Wise Profiler will supply you with actual trading ideas including actual
entry and exit price levels. These ideas are found in the “Trading Systems”
section of the Profiler (see Figure 6.1) and they are given to you each day
for stocks that meet the stringent criteria we have coded into our algo-
rithms for the long and short systems. The stocks that meet our potential
trade executions have coded contingent buy (or short sale) entries along
with initial protective stop orders and profit targets. While there may be as
many as a dozen or so ideas presented on a given day, the actual number of
trades that are actually entered the next day is usually about a third of the
potential ideas listed, and this is based on these profiled stocks actually
meeting our price entry targets. While we will not divulge the actual crite-
rion that goes into the stock selection, we will give you some general pa-
rameters so you can have confidence in the robustness of our systems.
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@ MarketWise.com

Own the knowledge.

wuwnw.Marketilise.com

MarketWise PROFILER - Four Quadrants of Trading Opportunity

Advanced Screener ] [ Trading Systems | [ Trade Planner

Click on Symbol for Chart
Click on Company Name for Company Profile

BULLISH BEARISH
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Symbol Company Name
1 *EKS Barnes & MNoble Inc 4202 1 MMM 3m Company 74.68
2 "APCS &l a Holdings Inc 15.62 2 LT 61.75
3 *TRED r 29.41 3 DA ion Skg 23.21
4 2.70 4 35.16
3 LEs 3 Diageo Pic Ads 55.32
6 0,496 6 Clorox Co 55.73
7 24.80 7 SINA 26.90
5 15,01 & aee 39.77
9 M 22.04 9 GYT 72.96
10 SOV Sovereign plnc 24.32 0 GIS ral Hils I 46.29
{* indicates Poterial System Trade) {* indicates Potenial System Trade)
[ Top 50Bearish_ |

FIGURE 6.1 The Trading Systems tab allows you to see algorithmically generated
trade set-ups.

Therefore, regardless if you choose to use the Profiler to find your own
ideas based on your scanning ideas, or you use our systems, the Profiler is
an invaluable tool. Let’s take a look.

THE PROFILER’S-SYSTEMS TRADING

The first thing to recognize is that the algorithms for our systems are based
on the principles laid out in this book with the cornerstone being Founda-
tional Analysis. The first criterion of the long system is that the stock must
be in a strong uptrend (Stage 2-1). Based on the principle that “a trend,
once established, is more likely to continue than reverse” we have back
tested each of the three substages of the Markup phase and found that the
Stage 2-1 stocks consistently outperform the stocks that are in Stage 2-2 or
2-3, which is why we start our system with stocks in Stage 2-1. The next pa-
rameter for sorting stocks in our long system requires a minimum average
daily volume of at least 600,000 shares; this eliminates stocks that may be
too illiquid. Next, stocks under $5/ share are eliminated from consideration
as many traders utilize margin and stocks under $5 cannot be margined.
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We then look for a healthy breather in the stock since one of the most im-
portant aspects of finding the lower risk entries in the long system is to
find stocks that have recently consolidated after a sharp move higher. The
candidates that have made it this far in our process of elimination are
highly charged stocks that have experienced first a strong move higher
then either; a pullback in price or a consolidation through time. The con-
solidation period for these stocks must have occurred on decreasing vol-
ume (relative to the volume as the stock advanced); this volume action can
be interpreted as a lack of aggressive sellers, which makes continued up-
side movement more likely.

In simplistic form, these are the general search criteria for stocks
in our long system; look to Figure 6.2 to see what the results look like on
a given day. Looking at the “Current Orders” section represented in Fig-
ure 6.2 you will notice the column headings that indicate:

e Symbol: This is the list of stock symbols for stocks with potential en-
tries for the next day.

* Quantity: This is the number of shares to be traded based on a $10,000
commitment per idea (if you change the system to trade an equal num-
ber of shares, such as 1,000 shares per trade, your results will vary dra-
matically from the back tested results).

wuwnw.Marketiise.com

MarketWise Profiler

Break Out Long System

Current Orders
(Click Symbol to View Chart’

APCS 638 [15.68 15.62 15.29 16.78
BKS 238 (42.08 41.92 41.03 45.03
DSTI 590 | 16.99 16.92 16,57 18.18

| =T .53 10.32 1L.32 ]
HAS | 456 |22 2191|2148 |23.54
aoP 400 |24.97 487 |23 (%72
RECN  |340 |25.45 234 (BT |3Lst

SPLS 436 |22.94 22.85 22.37 24.55

FIGURE 6.2 This table shows the current orders section which lists symbols of
stocks meeting the long system requirements along with order execution strategies.
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e Entry: This is the price at which you should enter the stock only if the
stock meets the parameters in the next column.

e Jfopen <: This indicates that the stock should only be purchased if the
stock opens for trading at a price less than the number indicated. What
we are attempting to accomplish here is to avoid chasing stocks that
gap higher, and instead look for stocks that open slightly lower in
which buyers then regain control of the momentum.

e Stop loss: This is the initial protective stop, it is meant to limit our los-
ers by exiting positions that either move against us more than 2.5 per-
cent or trade below the prior days low, whichever is less. This initial
stop loss price is automatically adjusted each day so that if the posi-
tion is held overnight you have a new stop price that trails the stock
higher, allowing you to lock in much higher profits.

e Target: The target price is the level we expect the stock to trade up to
over the next 1 to 10 trading sessions, this target is approximately 7
percent above entry price. History shows that up to 20 percent or more
of the stocks that are entered go on to meet their target price before
getting stopped out (think Newton’s first law of gravity). When a stock
attains its target level we suggest that you only start to “act like a
seller,” but not necessarily be a seller. This means that trailing your
stops will allow for further upside should the rally continue. We also
exit only 50 percent of the position, allowing a nice profit on a portion
of the position but still leaving room for further upside with the re-
maining half position. The remaining position will continue to be up-
dated in the open positions section until the stock is closed out via a
stop order. It is important to leave this partial position open to attain
greater profits, the system actually had one stock meet its target price,
only to continue higher by another $11.00/ share over the next 4 trad-
ing sessions, and this was on a $27 stock!

Not only are the potential trade ideas listed in the table, but they are
also shown graphically on our proprietary charting software, which in-
cludes the order details written out as well as being visually displayed with
bars on the chart itself (see Figure 6.3). On the top segment of the chart
where the price candles are displayed, there is a green horizontal line,
which closely represents the anticipated purchase price. Just below the
entry line is another horizontal line, which is colored red, this line indi-
cates where the initial protective stop should be placed. The final horizon-
tal line, colored black, indicates the initial price target where you should
enter trailing stops and exit half of your position with a profit. The middle
segment of the price chart shows you the primary and substage of each
stock. For our long system, all the stocks will be Stage 2-1. Below the stage
segment, volume is represented along with its own vertical scale. Being
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FIGURE 6.3 The chart of Geron Corporation visually shows where to buy, set
stops, and begin to takes profits (target).

able to see the actual trade setup along with the anticipated movement al-
lows you to visualize what a move would look like if it trades as antici-
pated and attains our objective.

Once a trade has met the entry parameters, the Profiler will continue
to automatically update the positions at the end of each day in the “Open
Position” section. Seen in Figure 6.4, the Open positions section contains

Open Positions
As of Close on Wednesday, July 20, 2005
(Click Symbol to View Chart)

ymibol y sz ntry Dt ntry | Daysin Prev Close Open P/ Closed It Target. | raing Stop

AKAM 634 |Full |7/19/2005 [14.66 |2 14,84 5123.12 50,00 15.69 14,65
——— — —
IALKS 355 |Half |7/15/2005 |14.12 |4 15.82 5603.50 [5351.45 Target Hit 07/20 | 15.42 I
CHRS 854 |Full |7/20f2005 [11.58 |1 1177 sio4.16  |s0.00 12,39 11,48
CVTX 370 |Full |7/20f2005 |27.09 (1 2771 £229.40 | s0.00 23.99 27.02
INTU 204 (Full |7/20/2005 |48.98 |1 48,94 (s8.16) S0,00 5241 43.68
MNTGR 466 |Full |7/20f2005 |21.51 |1 22,13 £288.92 |s0.00 23.02 21.58
PLAY 203 |Half |7/19/2005 |24.64 |2 20,9 5458.768 [5349.18 Target Hit 07/20 | 26,23

FIGURE 6.4 The “Open Positions” shows details for where a position has been
entered.
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some useful information for managing your trades until the position has
been closed out. The symbol and quantity of shares purchased are shown
just after the symbol (once again assuming a commitment of $10,000/posi-
tion). The “size” column indicates how many shares are currently open, if
the stock has not met its price target it will state “full” and if the stock has
met its price target it will indicate “half.” To better keep track of the posi-
tions the entry date and the number of days the position has been open is
also indicated. The next column indicates the closing price for the latest
session, followed by the open and closed profit and loss (P/L). The open
P/L indicates the total unrealized profit or loss for any shares that are still
held long. The closed P/L indicates the total amount of profit taken when
the stock has met its price target. The target column serves as a reminder
of where we think the stock can go. If a stock has attained its initial target,
this column will indicate the date the profit target was hit. The final col-
umn is the most important because it addresses the topic of money man-
agement. Too many traders start to become complacent once they have a
stock position that has reached profitability, only to see their profits evap-
orate in the event selling pressure ensues—this we consider unforgivable.

This complacency is fueled by phrases like “winners take care of them-
selves.” Successful traders know that winning trades need to be managed
and by continually raising your stop (trailing stops) as the stock continues
its ascent is an unemotional way of allowing your winners to run. The final
column is labeled “trailing stop” because the stop is automatically adjusted
higher as the stock attains greater levels of profitability.

Looking now at the second opened position in Figure 6.4, ALKS, we can
click on the symbol to view a chart (see Figure 6.5), just as we did when the
stock was in the “current orders” section. Notice in Figure 6.5, the chart
shows more detail than Figure 6.3 because a position has been taken (note
Figures 6.3 and 6.5 show different stock symbols—the point is to see the
added detail). Notice the box located in the middle of the top section of Fig-
ure 6.5, we can see that a position was entered on July 15, and the current
number of shares held is 355. “Days in trade” refers to how long the position
has been held (in this case four days). This stock has both an open and
closed P/L because, as indicated, the initial target was hit on July 20. The
open profit of $603.50 is the current profit on the 355 shares currently held,
while the closed P/L indicates a profit of $351.45 on 50 percent of the initial
position—taken July 20 as the stock reached its initial price target. You will
also notice on Figure 6.5 that the green line (located at $14.12 for this chart)
indicates where the stock was purchased while the red line ($15.42) repre-
sents the location of the stop on the remaining shares still held long.

The first question that most people have is: “How profitable are these
systems?” and here again we need to disclose that actual trading results
will very greatly between the users of any system, including ours. In Figure
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FIGURE 6.5 The chart for open positions hold some key information for
managing the trade once a systems trade has been opened.

6.6 we present some of the back tested results for the long system over a
15-month period (April 2004 to June 2005). We begin our assessment of
performance with what might appear to be a negative, which is the
Win/Loss ratio. Over this test period, the system generated 406 trades, of
which 175 were winners and 231 were losers. In percentage terms, our sys-
tem won just 43 percent of the time. To the untrained eye, this system
would seem to be one not worth further consideration, however when we
look at the profitability of the winners versus the losers, we quickly realize
the net P&L is what matters—not winning percentage. In fact, like base-
ball, most traders and systems have less than a 50 percent batting average,
and this should come as a source of relief, given most people expect they
must be right more than wrong to make money—not so! As long as we can
make more while right than we lose while wrong, trading will be profitable
and this is the end goal. Based on our back-test results as of the writing of
this book, our model portfolio had results of $35,088.10. It is clear there is
more to the story than the Win/Loss ratio.

We started out the chapter stressing the importance of discipline and
money management. It is these principles that support the system. The size
of the average winner was $407.51, while the average loser saw a drawdown
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Break Out Long System Summary
April 2004 through June 2005

Ave Prafit  AveLoss Max Open

Manth Tregles ProfitLass  Winners  Losers  of Winners
April, 2004 26 $3,594 60 9 17 F7EE73 ($190.23) 10
May, 2004 10 $300.45 5 5 $202.02 ($141.93) 4
June, 2004 & $1,859.45 6 2 $339.09 ($57.54) 3
July, 2004 23 ($2,806.74) 5 16 $191.08 (§209.01) 3
August, 2004 7 ($602.32) 1 6 $732 (10161 3
September, 2004 33 §243538 16 17 $344.89 ($181.39) 15
October, 2004 38 $133.72 15 23 $267.75 ($168.81) 17
Movember, 2004 7 $6,37712 36 36 $365.96 ($133.26) 17
December, 2004 46 §2172.44 16 30 $402.27 ($14213) 7
January, 2005 10 ($438.56) 4 6 §14742  ($171.37) 3
February, 2005 26 §6,592.54 16 10 $a06.59 ($151.29) 7
March, 2005 31 §4 674 62 13 18 $53313 (F125.34) 10
April, 2005 17 $275.10 5 12 $agz19 ($127.99) 4
May, 2005 18 $4,005.45 8 10 $E69.78  ($135.28) 7
Jung, 2005 41 §4,514 .82 20 21 $426.67 ($131.55) ]
406 $35,068.10 175 il F407.51 ($156.82) 17

FIGURE 6.6 This table shows the results of the long system over a 15-month
period.

of just $156.82. This means the winners were 2.61 times larger than the los-
ers over this 15-month back-test period, and that is a winning formula that
speaks to the often-stated cliché “cut your losers and hold the winners.” For
a complete view of all the trades that accompany Figure 6.6, please refer to
the Profiler website where you can view the actual entry and exit prices for
each of the trades.

The short system is not nearly as active in a bull market as the long
system, just as we would expect the long system to be less active in a bear
market. In fact, over the same 15-month period of time there were just 60
trades entered on the short side for a total profit of $9,524.33 (see Figure
6.7). While not nearly as profitable as the long system on a dollar basis, the
short system does have a greater degree of accuracy with its 50 percent
win/ loss ratio and the average winner is 3.79 times greater than the losers
which results in solid overall performance numbers.

Always keep in mind that the prior example of systems trading using
Profiler was based on a block of time, but the concepts are timeless. For
the purposes of demonstrating a living system, I used actual performance
examples for this time period, but this system is based on age-old principals
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Break Out Short System Summary
April 2004 through June 2005

Avg Profit  AvgLoss Max Open

Manth Treles ProfitLoss Winners  Losers  of Winners
April, 2004 3 ($130.92) 0 3 $0.00 ($43.64) 3
My, 2004 5 $973.01 3 2 $40546  ($121.68) 2
June, 2004 2 ($238.08) 1 1 $1572  ($253.80) 3
July, 2004 2 $1,942.08 2 0 $971.03 $0.00 2
August, 2004 g $4,675 65 7 1 $73256  ($249.24) 7
September, 2004 1 $457.72 1 0 $457.72 $0.00 0
October, 2004 1 $88.00 1 0 $88.00 $0.00 1
Movember, 2004 3 ($792.98) 1 5 1524 ($161.64) 3
December, 2004 0 $0.00 0 i $0.00 $0.00 0
January, 2005 4 $275.53 1 3 $594.11  ($106.19) 2
February, 2005 & $164.74 2 4 $244.72 ($81.18) 2
March, 2005 4 ($9.84) 2 2 $12562  ($130.74) 1
April, 2005 g $127 .96 2 4 $252.80 (594.41) 3
My, 2005 11 $1,869.56 7 4 $313.37 (§76.00) i
June, 2005 1 ($131.08) 0 1 $000  ($131.08) 0
€0 $9,524.33 a0 30 $43091  ($113.43) 7

FIGURE 6.7 This table shows the results of the short system over a 15-month
period.

of the market. Therefore, while the exact entry, exit, and stop rules of the
trading systems featured in the Profiler may evolve and adjust as market
conditions change, the basic premise of the system is once again—timeless.

PRICING PUTS/CALLS—A STRATEGY YOU CAN USE

If you're a typical options trader, you've probably seen far more of your
puts and calls expire worthless versus double or triple in value. Therefore,
we are going to shed some light on improving your odds, but first it will
help to know why it is so difficult for the retail trader to win in the options
market. To make this point, let us take a brief step back to 1973.

It is no coincidence that many of the traders who bought seats on the
Chicago Board Options Exchange (CBOE) when it opened for business in
1973 came from the Las Vegas casinos. These blackjack players and pro-
fessional gamblers often lived a nerve-wracking existence since a pit boss
existed to look over every table—seeking players who consistently beat
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the house (see Bringing Down the House, by Ben Mezrich, New York: Free
Press, 2002). For winning at this game was not (and still is not) easy work,
since even the most sophisticated card-counting systems yielded profits of
no more than $2 or so for every $100 the player could shove out on the
table. One such card system was legendary and marketed under the name:
“Revere Hi-Opt II"—and anyone capable of using this relatively complex
system successfully probably had the brains to make a comfortable living
playing poker, backgammon, gin rummy, or just about any other game
where the odds can be bent in one’s favor by applying considerable 1Q-
power to the problem.

So it was natural that, when the CBOE opened its doors in 1973, some
of America’s top blackjack professionals high-tailed it from the Nevada
desert to the Loop District of Chicago. It was not just the prospect of mak-
ing a living without some casino goon breathing down their necks that
brought the card-counters to the Windy City, but the main attraction was
the odds. Compared to hustling at blackjack, winning on the options floor
was as easy as pitching stones into a pond. It was a seller’s game back then,
and the premium income a market maker typically received for selling
naked puts and calls was so juicy that disciplined sell-side players almost
couldn’t lose. For many of them, in fact, the application of relatively simple
strategies sufficed to produce the kind of income that, for a while, made
options market makers the envy of the trading world.

Unfortunately for these insiders, the gravy train bogged down as more
and more savvy speculators found their way to the options floor. The effi-
cient market prevailed and the more traders who arrived on the floor, the
more efficient it became. Over time, option premium levels decreased to
the point where they no longer fully reflected the volatility risk in the un-
derlying stocks. Under the circumstances, selling naked puts and calls
below their fair value was like selling cheap burglary insurance to store-
owners in a bad neighborhood. In the end, the sellers faced a much tougher
game, and many had their incomes reduced significantly, because they
were effectively under pricing risk.

The trend has continued to this day, requiring the floor pros to come
up with increasingly sophisticated strategies to make money. So if profes-
sionals have been having a hard time of it, where does that leave the retail
customer? The short answer is, not exactly swimming in a sea of opportu-
nity. Swimming in a pool full of sharks would be closer to the truth.

But suppose instead of swimming with the sharks, participants who
had trouble trading stock due to higher capital requirements could instead
buy options. Buying 400 shares of XYZ that trades at $200 for $80,000 in an-
ticipation of a rally limits many players; therefore, why not buy four call
options for, say, $4.00 apiece, putting a total of $1,600 at risk? That would
allow many with limited capital or experience to participate with far
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greater leverage and less risk than if they put up $80,000 to buy the stock.
Using this strategy it would not be inconceivable that a move of just 10 per-
cent in the stock—in any stock—could yield a profit of 200 to 300 percent
or more of invested capital for holders of out-of-the-money call options.

But there is a downside, and it is this: Most options expire worthless
and only a rare few ever produce gains on the order of 200 percent to 300
percent! The reason for this is that the sellers of those options, usually
market makers (the sharks) or exchange-floor specialists are adroit handi-
cappers in pricing risk. And even if they were obliged at times to sell puts
and calls at relatively depressed levels, over the long haul they were far
more skillful at pricing options than the typical retail customer buying
them. This is to say, the floor traders enjoyed the “house” edge in setting
option prices not unlike the casinos do.

So how does one beat them at their game? First, it must be conceded
that no retail strategy can succeed entirely in surmounting the profession-
als’ small but nonetheless crucial edge. Floor pros enjoy far-more-lenient
margin requirements, and their transaction fees are practically negligible
in comparison with the retail customer’s. But with the relatively recent ad-
vent of virtual electronic option exchanges such as International Securities
Exchange (ISE), the playing field has been leveled somewhat, to the point
where some floor traders are asking themselves whether, all things consid-
ered, they'd be better off trading from their offices or homes rather than
doing battle in the pits every day.

Some of the techniques we are about to show you are borrowed from
the market makers and shaped over years of trading options. Here is a
short list of essential edge-building tactics, each of which will be explained
below in greater detail that will allow you to better swim with the sharks as
opposed to being eaten by them:

1. Use of contingency-type orders that tie the purchase or sale price of an
option to the price of the underlying stock

2. Accurate identification of “swing points” where a stock’s trend is
likely to reverse

3. Use of cheap options (i.e., under $2.00) for increased leverage
4. Calculation of “fair value” for puts and calls before buying them

5. Reduction of premium risk by selling options against those already
owned

Let’s look at the first item—use contingency-type orders—since this is
vital to any option trader’s success. In the old days, before direct-access
trading platforms existed, such orders were conveyed to one’s broker over
the phone. An example of a contingency order would be as follows: “Buy
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one July 45 call for $2.20 (i.e., $220 per contract) or better, contingent on
the XYZ stock trading at 44.30 or higher.” A slightly modified version might
read, “Pay $2.20 for one July 45 call so long as XYZ stock is bid 44.30 or
higher.” Similarly, we might instruct a broker to “bid 2.60 for one July 45
put, as long as XYZ stock is offered for 46.30 or less.” The reason for using
contingency orders should be apparent to anyone who has traded options
through a retail broker. Have you ever placed an order to buy a call option
for a certain price, only to get filled when you no longer wanted to be filled
(i.e., as the stock began to fall)? In the first example, one might have calcu-
lated that $2.20 would be a great price for the July 45 call option if the
stock were trading around 44.30. But it would be a poor price if the stock
were trading lower—say, around 43.70.

We use contingency-type orders to avoid overpaying, since over time,
buying options at bargain prices is one of the most significant ways to
build an edge. The idea is to be profitable on a trade from the get-go—to
enter the trade, that is, with the wind behind us. And the best way to do so
is to make certain we have not paid too much for a put or call. Remember,
the edge in the options game is measured in nickels and dimes, and if we
are to expect success, we can’t afford to give up even a penny here or a
penny there every time we trade. Market makers make millions picking up
nickels and dimes with bulldozers! The good news is that electronic trad-
ing platforms give you direct access to the real-time bids and offers of mar-
ket makers and other traders participating in options markets. Whereas
there have never been more than a handful of retail brokers willing to
bother with contingency-type orders, this capability is intrinsic to such
electronic-access platforms as RealTick®s Turbo Options, and is relatively
easy to use.

But finding put and call bargains still requires doing a little prelimi-
nary work, much as we would compare prices and models when shopping
for a car. Let’s look at an example of the steps we take to implement an op-
tion strategy.

If an underlying stock (XYZ) were trading in a three-point range from
the low teens after falling steeply from near 30 earlier in the year, how
might we price the option? (See Figure 6.8.)

With the stock seemingly consolidating in the range between $14 and
$15, it seemed plausible that it might rally at least a few points over the
next several months. Accordingly, the July 17.50 call options were targeted
for purchase. Keep in mind that this particular strategy was employed to
leverage the vague expectation that the stock would trend higher over a
period of several months, not that it would move sharply higher over the
very near-term to a specific target.

With the stock oscillating between $14 and $15, the best time to buy
calls would have been when it was trading toward the low end of that
range, near $14. So how can we determine how much to pay for call op-
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FIGURE 6.8 XYZ stock from the Wise Idea Newsletter.

tions if the stock eases down to $14? First, let’s see how expensive the out-
of-the-money calls were at the time, as indicated by their implied volatili-
ties. Implied volatility is simply a measure of how much risk premium is
being factored into put and call options. Options on a stock that has fluctu-
ated between $20 and $22 for a month might carry an implied volatility of
17, a relatively low number that suggests the stock has not been moving
around much. But if bullish rumors were to cause the stock to surge sev-
eral points in just a few days, call options would increase in value as well,
for two reasons. First, the stock will have moved to a higher price level,
and second, option volatility (a.k.a. “risk premium”) will also have in-
creased as price action in the stock got wilder. One might think of this risk
premium like an insurance company would (i.e., as the threat of risk be-
comes more likely), the premium one pays reflects the risk. In the case of
options, because market makers act like insurance companies by selling
premium, they face the risk of call buyers having their options expire “in
the money.” The risk of this occurring increases with volatility—hence im-
plied volatility.

In fact, as we see in the Turbo Option table from RealTick in Figure
6.9, option volatilities were sky-high, ranging from about 63 to 70. (This
compares with a typical implied volatility of 20 to 30 for a “dull” stock.)
The item of particular interest in this table is labeled Vbid—short for bid
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Ticker  Delta Bid Ask VBid Last

1.00 1514 1545 15.00 1515

66.60 4.40
65.18 3.50
70.36 2.25
65.22 1.30
64.90 .50
62.94 .40

FIGURE 6.9 XYZ call options. (Used with permission of RealTick.)

volatility. This is the price that buyers of these options were actually will-
ing to pay when the stock was trading at $15.15. Since, like the pros, we
aim to buy options on the bid (wholesale) rather than the offer (retail), we
want to use bid-side volatilities to calculate bargain prices for call options.
We see that 65.22 is the actual volatility for July 17.50 calls, but cheap-
skates that we are, we will try to buy them only if they come down to
super-bargain levels—say, a 62 volatility.

So, assuming we want to buy July 17.50 calls at a 62 volatility or lower,
how much, in theory, should the call sell for with the stock trading down
near $14? To answer that question, we need to use an option valuation cal-
culator. Such calculators are available for free at numerous Web sites, but
we prefer the very-easy-to-use software sold by friend and options expert
Larry McMillan. Figure 6.10 represents a sample screen from his calcula-
tor, into which I have plugged the following variables:

1. Underlying price of XYZ, $14.00
2. Strike price and expiration of July 17.50 calls (the option I want to buy)

3. Implied option volatility of 62—a target level that would dictate a good
price for the calls

4. Expiration date in July, to calculate values for the July options

5. The date when the options would be bought—assume April 11 for this
example (this factor is necessary because options shed value over time)

With these variables plugged in, the calculator spits out 77 cents as what
one should hope to pay for a July 17.50 calls, if XYZ shares fall to $14 on
April 11. The actual calculator screen is shown in Figure 6.10.

The theoretical price of 77 cents sounds just about right, since we can
buy a dozen of them for under a thousand dollars, commissions included.
Many option pros will tell you that buying “cheap” options is a losing strat-
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FIGURE 6.10 XYZ options calculations. This can be found at
www.optionstategist.com.

egy, but we say it depends on how well you play the game. By employing
this kind of good analysis, we can compete with the pros by not paying too
much for risk premium. While many option trades such as this may not
yield a profit, the loss is limited to a cheap premium paid. When the trades
do work, the winners tend to be dramatic, overshadowing many small
losses that may have come prior. If this sounds familiar, think of the strat-
egy we employ with trading equities, that is, cutting losses quickly and let-
ting profits run. As you can see, the principals remain the same, but the
tactics using options require some understanding. It is this little knowledge
and understanding that build a tremendous edge over the average member
of the public. As I stated many times prior, it is only a small edge that the
casinos have that builds billion dollar pyramids in the desert—so don’t
think you need a gigantic edge to win at trading. Most participants under-
stand very little about the market and treat it as a form or entertainment or
gambling. These participants would do better in Vegas, for at least they
may get a free show and dinner! In the market, those with a little knowl-
edge can go a long way.

By emulating this strategy and many more that you will discover on
your own through the infinite possibilities of options, you will be building
an edge into your trading much the way professional floor traders do it:
one step at a time.






CHAPTER 7

Indicators
and Oscillator

tions. Technicians take their analysis a step further by using tools
such as indicators and oscillators as a means of confirming and sup-
porting what message prices in the market may be sending.

As securities fluctuate, much of the price change can be attributed to
overreactions from the collective market, and this is where indicators and
oscillator shine. By using these tools in conjunction with trend analysis,
we begin to see greater detail within trend that contributes to timing. I
like to think of trend analysis as a decision process to go long or short,
while I think of indicators and oscillators as timing tools of when to act on
the decision.

Oscillators and indicators are also particularly useful in determining
trading ranges or trend reversals. An oscillator will, by way of its name,
produce readings that can only oscillate between some fixed boundaries.
You might think of these boundaries as flexible guard rails that post on the
charts. Indicators and oscillators are normally charted in a separate win-
dow below the actual stocks price chart, and there is much to be said
about them. In fact, entire books are written on the subject. There are lit-
erally hundreds of them, but always remember, they are all derivatives of
the foundational variables we spoke about—price, time, volume, and ve-
locity. We will touch on the ones that we believe carry the greatest value
such as: Stochastic, Relative Strength Index (RSI), the Arms Index (TRIN),
and Fibonacci Retracement.

Technical analysis involves more than just recognizing chart forma-

183
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As you become familiar with the use of indicators and oscillators, it is
imperative you treat them for what they are and understand what they are
not. Too many traders attempt to use a single indicator or oscillator as a sys-
tem within itself. The true value of these technical studies is to confirm the
decisions you should have already made during trend analysis and the foun-
dational variables noted. The purpose is once again intended to improve the
timing of your entry or exit strategy, but not replace trend analysis. Use
them to reinforce your conviction and even adjust stops, but don’t get
caught in the trap of using these indicators as a standalone trading system.

STOCHASTICS

George Lane created the Stochastics indicator and it has stood the test of
time for decades as a useful tool for traders. Stochastics measure the rela-
tionship of the closing value of stocks relative to the range of price during
a given time period being studied. For instance, if we are measuring Sto-
chastics on a daily time frame, it measures where the stock closed that day
in relation to the high and low for that same day. The fundamental premise
of the Stochastics indicator is that a strong stock or commodity will tend
to close each period of time at the upper end of the range while a weak se-
curity will tend to close at the lower end of the range.

The Stochastisc indicator will be rising when closing prices occur near
the upper end of the daily range (or time frame being measured) and the
Stochastics indicator will be falling when closing prices occur near the
lower end of the range. Stochastics are graphically represented by two
lines that are plotted against each other on a scale of 0 to 100; these lines
are known as %K and %D. (See Figure 7.1.)

Stochastics readings are used primarily to define what are known as
overbought and oversold conditions. Simply stated, the term overbought
means the stock has reached a level of buying that is unlikely to continue
and that a consolidation or reversal becomes more likely. Oversold is just
the opposite, it implies that a stock has moved to the downside at a rate
which is unlikely to continue and that makes a stabilization or reversal to
the upside more likely.

Stochastics—Interpretation

The Stochastics oscillator is represented as two lines (%K and %D) which
are charted between fixed endpoints of 0 to 100. Measurements above 80
are classically defined as overbought, while measurements below 20 are
defined as oversold. When a stock reaches overbought or oversold, traders
should be alert for signs of a potentially tiring trend. For instance, when a
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FIGURE 7.1 This chart shows the %K and %D Stochastics plotted on a scale of
0 to 100. The 20 and 80 levels are also drawn in to assist in easy identification of
overbought and oversold conditions.

stock that has been rallying for some time, ultimately begins to show signs
of being overbought as measured by Stochastics, it makes sense to tighten
stops and be alert to any potential weakness. It is equally important to
know that just because a stock exhibits signs of “overbought” via Stochas-
tics, it does not mean the stock will immediately reverse. It is prudent is
recognize that emotionally driven markets will often stay “overbought” for
sometime, which can allow for even greater profitability, therefore, the
real lesson is to be aware of the indication without reacting too soon.

Remember, other components of analysis will also need to be consid-
ered. Just because the Stochastic moves into overbought or oversold terri-
tory, does not mean the stock is ready to change trend. Many consider the
levels above 80 overbought and the levels below 20 oversold, but this is far
from absolute. Stochastics is merely indicating that price action is begin-
ning to show initial signs of reversal, whereby current prices may not be
able to sustain themselves. But until a true break in trend occurs, the ben-
efit of the doubt belongs to the current trend. The astute trader should be
aware of Stochastics, but wait for a true price break in trend (bullish or
bearish) before reacting.
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The mathematical formula for Stochastics is given next, but it is of less
importance than understanding what the math seeks to measure. The Sto-
chastics indicator is plotted as two lines: the %K line and the %D line:

(C—Lzl close)
%K=100 —
(H21-L21)

where C = The most recent close
L21 = The lowest low for the last 21 trading periods
H21 = Highest high for the same 21 trading periods

%D is a smoothed version of the %K line, usually using 3 trading periods.
The %D equation is as follows:

%D =100x 13
L3

where H3 = The 3 period sum of (C — L21)
L3 = The 3 period sum of (H21 — L21)

From this equation, the values are plotted on a chart from 0 to 100—
known as the oscillator. A %K reading of 62 percent or 62 tells us that the
most recent close was in the 62nd percentile of the high/low range over the
number of periods being measured. The oscillator works the same way as
a bell curve—illustrating when the trading range has extended far outside
the average or mean. The concept is based on the premise that once a
given stock trades far enough from the mean (80 percent for bullish range
and 20 percent for bearish), the stock price will regress back toward the
mean—hence a reversal.

Once the %K is calculated, the %D is usually then just a 3 period mov-
ing average of %K, also reflected on the oscillator. Essentially, like a mov-
ing average on stock prices, the %D seeks to smooth the volatile nature of
the faster moving %K line. Not unlike how the moving average of price will
move slower than price itself.

The Stochastics formula can be used for any time frame, from monthly
charts all the way down to one-minute charts.

Another popular way of using Stochastics is to identify when relative
movement of the indicator fails to coincide with the price action for which
it measures. This is known as a divergence. An example of a divergence
would be when a stock in a downtrend makes a lower low while the Sto-
chastic instead makes a higher low. This divergent action indicates the
buyers are becoming more aggressive and that a reversal to the upside
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FIGURE 7.2 This chart shows a bullish divergence between price and the
Stochastic. The April low in the stock occurred close to $34 while the Stochastic
made a low near the zero line. The stock then made a lower low near $32.50 in
mid-May while the Stochastic made a higher low near the 20 line. Divergences
(bullish divergence) like this one often precede a short-term change in trend.

could be nearby. (See Figures 7.2 and 7.3.) Divergences between price ac-
tion and an indicator such as Stochastics can be an early clue of a forth-
coming reversal in trend.

Stochastics, in essence are a momentum indicator that can warn of
strength or weakness in price based on mathematically calculating change
in trading range. The idea is to anticipate in advance of the ultimate turning
point, but as stated, not all overbought and oversold conditions cause an
immediate turn.

Like all technical tools, Stochastic indicators are best learned through
patient observation. You can read a book about them and feel like you un-
derstand the subject pretty well, but nothing will multiply the value of
what you have learned as quickly as watching how the indicators play out
in an actual market. While much more can be said about Stochastics, this
basic understanding is all that you really need to know at this point. As ex-
perience grows, the divergences referenced above will become clearer,
and your “radar” will go off much more frequently as a result.
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FIGURE 7.3 This chart shows a bearish divergence between price and the
Stochastic. As the stock made higher highs, the Stochastic made a series of lower
highs. The divergence foreshadowed the subsequent decline.

RELATIVE STRENGTH INDEX

The Relative Strength Index (RSI) is a momentum indicator that is similar
to stochastics in that it measures the closing prices over a given time pe-
riod. The biggest difference between RSI and stochastics is that the RSI
does not measure the range of the instrument being studied. It simply mea-
sures closing prices. Developed in 1978 by Welles Wilder, the RSI has stood
the test of time as a popular and useful indicator. The purpose of RSI is to
measure the relative internal strength of a stock. Its strength or weakness
is not compared to other stocks, sectors, or indices—but only measured
against its own price history.

The RSI should not be confused with the concept of Relative Strength
which is a popular way of measuring a stocks strength or weakness com-
pared to a larger universe of stocks.

The RSI measures the relative changes between higher and lower clos-
ing prices, and provides us with a way of determining if a stock is gaining
or losing momentum. To determine overbought or oversold conditions, the
oscillator is plotted on a vertical scale from 0 to 100. Unlike Stochastics
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FIGURE 7.4 The RSl is an excellent indicator for spotting potential reversals.
Notice how the stock moved lower after readings were above 70 and how the stock
also turned higher after reaching levels below 30.

where we use 20 and 80 to define overbought or oversold, the 70 percent
and 30 percent levels are used to warn us of conditions being overdone
when using the RSI—but once again, these are simply guides and not lit-
eral levels that are absolute.

Essentially, the RSI is a tool we use in foundational analysis because it
measures velocity and momentum. The indicator shows a potential slow-
down in trend when the velocity starts to reach extreme conditions. Like
Stochastics, it is important not to literally define overbought with a sell sig-
nal or oversold as a buy signal. These levels are merely reference points to
alert us to a probability that prices may be near a reversal point. The
proper way to utilize this oscillator is to be alert for a situation to sell a
long position (or go short) when the oscillator is above 70 percent and be
prepared for a potential buy (or cover a short) when the oscillator dips
below 30 percent. (See Figure 7.4.)

Besides being useful for determining overbought or oversold levels,
the RSI is commonly used for identifying what Welles Wilder referred to as
“failure swings.” A failure swing is basically a divergence between price
and the RSI that leads to a price reversal. In order to receive a buy signal
with a failure swing, the stock must trade down to a level that brings the
RSI below 30 percent, followed by short-term recovery in price and then
another drive lower where the stock price matches the prior low (or makes
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FIGURE 7.5 Notice how the RSI made a higher low while the stock was still
declining. This bullish setup often foretells a price reversal back to the upside.

alower low), while the RSI makes a higher low. Seen in Figure 7.5, these di-
vergence patterns can lead to high confidence reversal situations.

A bearish divergence is a setup that provides traders with an opportu-
nity to sell short a stock that is running out of upside strength. In order for
a bearish divergence to occur, the stock needs to trade to a new high rela-
tive to a time frame it is being measured against, which brings the RSI up
through the 70 percent line. After making a new high, the stock will experi-
ence what appears to be normal profit taking followed by another drive to
either match the old high or make a higher high. If during the second rally
higher, the RSI fails to reach the 70 percent level—we have a bearish diver-
gence (see Figure 7.6). It is important not to sell short until the price starts
turning lower again as a divergence will not always lead to a reversal. Di-
vergence trades can be very rewarding, however they are considered high
risk, given it is predicting a reversal of trend. Therefore, be sure to honor
your stops, otherwise you could find yourself holding a large loser.

ARMS INDEX

The ARMS Index was created by Richard Arms Jr. The primary function of
the ARMS Index is to measure excessive market behavior as defined by
volume (another foundational variable). The Arms Index is also known as
the Trading Index (TRIN).
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FIGURE 7.6 Notice how the RSI made a lower high while the strength persisted
in the stock price. The RSI divergence indicates there is a potential reversal coming
to the upside.

The TRIN allows us to look beyond simple price action, and instead
measure the emotional intensity level of its participants through volume.
Important facts about the TRIN include:

e There exist at least two TRINs in the marketplace. A TRIN based on
the NYSE, which is the one most commonly thought of and referenced,
and TRIN for the Nasdaq Composite Index. We will focus on NYSE
TRIN, but the formula applies identically if looking at the Nasdaq. The
behavior of these two TRINS on any given day can be quite different,
and often act independently of each other.

¢ The numerator of the TRIN formula measures the number of advancing
stocks divided by the number of declining stocks to form a ratio. The
denominator of TRIN measures the cumulative volume for advancing
stocks divided by the cumulative volume of the declining stocks.

Advancing issues
Declining issues

Advancing volume
Declining volume
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Mathematically, TRIN is a broad market indicator (NYSE or Nasdaq)
that measures when volume, in association with direction, accelerates to a
point where the move is likely to exhausts itself. We have stated several
times that stocks and markets move the most (have the most velocity) on
the least volume and then peak with high volume. This price/volume rela-
tionship shows up most frequently during high-velocity news related
events. As volume grows to frenzied levels we must realize that the market
crowd becomes aligned (meaning most participants are net long or net
short) and that leaves conditions ripe for a reversal. When greed and fear
run rampant, price/volume ratios reflect the markets collective emotion.
For example, if the number of advancing stocks is twice the number of de-
clining stocks (two to one) while the volume associated with advancing
stocks is also twice the volume of declining stocks (two to one), we have a
neutralized situation, and things are as they should be (the market is in a

sustainable rally):
2
1

TRIN= =1.0 par

But if the market becomes emotionally charged and pushes the ratio of
advancing stocks over declining stocks to the point of four to one while
volume remains at two to one, we will have a volatile rally on relatively
lower proportionate volume. This type of rally is one that should be closely
watched because while most stocks are moving higher; it occurs on less
volume. Therefore, a move like this (think FOMC news, GDP, etc) is con-
sidered reactionary and often over soon after it starts. In essence, this type
of ratio causes this rally to be less trusted because it lacks the necessary
fuel (volume) to sustain itself:

In this scenario we have a TRIN of 2.0, but this number can mean more
than one thing. For example, in a bear market, decliners could be leading
advancers with high volume, resulting in another high TRIN, but a much
different signal than the previous example:
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In this example, sellers are firmly in control. Not only are the number
of declining stocks twice as large as the number of advancing stocks, but
the downside volume is also four times greater than the volume in the
stocks that are advancing. In this case, TRIN acts like the classic sentiment
indicator and interprets this as oversold which makes the market ready for
a potential reversal.

This exercise demonstrates why no indicator (including TRIN) can be
read literally, given both of the examples come up with the same value, but
mean different things. Therefore, we once again remind ourselves the im-
portance of understanding what the indicator or math seeks to measure.
To literally interpret TRIN or any indicator without understanding it, is
akin to blindly following the advice of others. In order to avoid traps like
this, let’s return to the first example.

When markets turn, they often exhibit a rapid rally on light volume
(e.g., four to one ratio divided by two to one). The advancing stocks show
strength, but the volume has yet to catch up. As the market follows through,
volume of advancing shares will tend to rise, thereby exhibiting a healthier
trend than the low volume rally. As volume improves, TRIN will naturally
retrace (4/1)/(3/1) confirming a lower risk long position. Knowing what
stage the market is in will also help you to separate what may be a classic
bear market rally from an emerging new bullish trend. (See Figure 7.7.)

Using the TRIN

The Contrarian Approach When the overall market trades into an
area of supply (resistance), accompanied by extreme low TRIN; look for
opportunities to sell short. Conversely, when the market trades into an
area of demand (support), accompanied by extreme high TRIN, look for
stocks to go long.

Using TRIN for Confirmation When the overall market is in a solid
trend, TRIN can help confirm the momentum of that trend. For instance, if
anew move has been ignited into an area of supply or demand, and TRIN is
now confirming the direction of the move—look to follow the trend, not
fade it. For example, an extreme low TRIN (below 0.50) will commonly
accompany a bullish reversal once the move is underway. Vice versa, an
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FIGURE 7.7 The top chart is an intraday chart of the S&P 500 and the bottom
chart shows the TRIN. A ratio of 1 indicates the market is in balance. A TRIN above 1
it indicates more volume is coming into declining stocks, while a TRIN below 1
indicates that more volume is coming to stocks that are advancing.

extreme high (greater than 2.0) TRIN will commonly accompany a bearish
reversal once the move is underway. These extreme readings should be
considered confirmation the new move is underway.

Like all indicators and oscillators, the TRIN is not a trading system by
itself, it is merely an objective measure of the conviction of buyers and
sellers for the overall market on a given day. Rather than focusing solely on
the absolute TRIN reading, traders should pay more attention to the trend
of TRIN over several days and even weeks for potential trade setups.

FIBONACCI RETRACEMENTS

Fibonacci, or more formally Leonardo Pisano of Pisa, was an Italian math-
ematician from the thirteenth century who has had a profound impact on
the world. Fibonacci was able to show degrees of order within seemingly
random and chaotic mathematical sequences, which have an undeniable
correlation to many physical properties within the universe, science, art,
architecture, and yes . . . the stock market. Is this to say that there is some
mystical intelligence beyond our comprehension that explains some of
life’s secrets? No, not really. In our estimation, the real value of Fibonacci
retracement relates to the perception value of many market technicians
who follow it. For this reason, the sequence we are about to study offers a
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path or structure that many believe influence market behavior. In the end,
we will leave it to the philosophers of the world to debate Fibonacci’s in-
fluence within the universe—it is our interest to follow the impact his
work has had on traders and the footprints his math leaves behind.

Because so many market technicians perceive and trade price swings
based on Fibonacci retracements, one could say that his sequencing has
created a self-fulfilling prophecy—and we subscribe to this camp. Those
who are believers of Fibonacci have applied his work to gain insight on po-
tential order within the financial markets. Fibonacci was a leading thinker
in his day and in his book Liber abaci (a.n. 1202), he pondered:

A certain man put a pair of rabbils in a place surrounded on all
sides by a wall. How many pairs of rabbits can be produced from
that pair in a year if it 1s supposed that every month each pair begets
a new pair which from the second month on becomes productive?

His results yielded a sequence of numbers in which two consecutive
numbers when added together produce the third, that is, 1, 1, 2, 3, 5, 8, 13,
21, 34, 55, and so on. This has come to be known as the Fibonacci se-
quence. Since the thirteenth century, scholars have attempted to apply this
sequence of numbers in many other fields as stated.

Chaos theory, a twentieth-century system of mathematics, finds its
roots in Fibonacci’s work, as it purports to find order in random samples of
data. Mountains, clouds, streams and many other natural phenomena are
now being looked at differently in an attempt to find patterns. What Fi-
bonacci found was that patterns in seemingly random numbers begin to
form after eight reverberations or successive iterations.

Take any two random numbers and add them together and that result
is added to the former sum in a particular pattern. After eight reverbera-
tions we can divide the former number into the latter number and find a
definable pattern. Let’s start with two random numbers 12 and 17:

Reverberation 1: 12+ 17 =29

Reverberation 2: 29 + 12 =41

Reverberation 3: 41 + 29 =70
Reverberation 4: 70 + 41 =111
Reverberation 5: 111 + 70 = 181
Reverberation 6: 181 + 111 =292
Reverberation 7: 292 + 181 =473
Reverberation 8: 473 + 292 = 765



198 ORDINARY PEOPLE, EXTRAORDINARY PROFITS

Now divide the seventh reverberation by the eighth:

473 _ 0.618
765

Where the Fibonacci sequence becomes fascinating is when you try
different random numbers for the first two addends. No matter what two
numbers are chosen, the result after eight reverberations will have the
same ratio—0.618. Over the years, this ratio has become known as the
Golden Mean.

It is fairly recently that Fibonacci analysis has been applied to trading
and its popularity as an analysis tool has become mainstream. Since com-
puter technology has advanced and made what was once complicated
analysis much easier, technicians apply Fibonacci analysis to swings in the
market across all time frames, although longer time frames seem to get
more attention. The most common usage for Fibonacci is looking for po-
tential support/resistance levels as a market retraces a move in either di-
rection. The theory is that if a stock experiences a pullback of greater than
61.8 percent of the recent trend, that the stock is no longer experiencing a
pullback, instead it tells us of a trend failure.

Besides the 61.8 percent level, two other levels are closely watched by
Fibonacci traders; 38.2 percent (which is equal to 1 — .618) and 50 percent.
Looking at Figure 7.8 to understand this concept better, we will apply Fi-
bonacci levels to the move that occurred from $14.45 (labeled point A) to
just under $17.50 (labeled point B). This move of just over two points
higher experienced a pullback that saw the price come down quickly to the
38.2 percent retracement level, where the stock experienced some buying
which stabilized the stock for a couple of days. Apparently the sellers were
not done at the 38.2 percent level because the stock then came down to
find intraday support at the 50 percent level. Once the 50 percent level held
as support, buyers rushed in and continued to push the stock back up past
the old high. If the 50 percent level had not held as support, the next po-
tential level of support would have been found at the 61.8 percent level
near $15.50. If this level failed to act as support it would be inferred that
buyers did not have sufficient interest in the stock and that the sellers had
gained control. As we know markets do not head straight up or straight
down and normal pullbacks are necessary for stocks to regain their up-
ward momentum.

Fibonacci levels assist traders in trying to determine if swings in the
market are natural retracements or if the market has retraced too much
and a reversal is at hand. The ratios that define these retracements are
highly monitored by institutional firms and retail traders alike, therefore,
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FIGURE 7.8 This chart shows the Fibonacci levels overlaid on price.

they do have significance. The value of knowing these levels should not be
downplayed because Fibonacci analysis can reveal to us how market par-
ticipants may be approaching the market. Just as it would be important to
know if a major market maker had a large institutional buy or sell order, it
is also valuable to know where buyers and sellers may step in based on Fi-
bonacci levels. If one can determine a primary uptrend where many mar-
ket players sentiment will be to try to buy dips, Fibonacci levels can
provide us with levels of support that may not be revealed by simply look-
ing at traditional price support on a chart.

Many newer traders often wonder why Fibonacci analysis seems to
work. Is it because of some mystical force of nature that buyers show up at
a certain percentage retracement levels? Or is it because enough partici-
pants decide not to sell at the 61.8 percent level while other participants
decide to buy at the 61.8 percent level, thus making it a self-fulfilling
prophecy? Whatever you want to believe, the mere observance of these
levels does cause an imbalance in supply and demand and there are often
many very profitable trades to be entered at these levels, and that should
be a good enough reason to follow these levels. The important thing with
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Fibonacci and any of the other indicators and oscillators we have studied
is to remember they are not trading systems but analysis tools that assist
us in identifying potential entry and exit points. At the end of the day, the
only thing that pays us is price and that should be our most important de-
termining factor as to whether or not to enter a trade. These indicators and
oscillators can be excellent for leading us to a trade, but be sure to make
your decision to enter only once price has confirmed what the indicator
led you to believe.



CHAPTER 8

Traditional Pivot
Analysis

derlying each participant are emotions. The best measure of the mar-

ket’s collected emotion is range. Range can be measured over the
course of a day, week, year, or any time frame for that matter. Range simply
measures the extent of bullishness (greed), bearishness (fear), and even
complacency. Prices settle into areas where we have consensus, a word
that describes where most agree. Therefore, when prices close the day at a
given price level, we could say that the price consensus was based on the
collective group who participated in trading for a given financial instru-
ment. Volume, as we know is another way of measuring the depth of that
consensus, and the more participants or shares that trade at a given price,
the more we can surmise that the market agrees with that price level. This
stated, a form of analysis was developed years ago to mathematically mea-
sure this range of emotion and has since evolved into what we now know
as pivot analysis.

Traders have used this unique and relatively simply form of analysis to
find potential pivotal price levels. These price areas, which often act as lev-
els of support and resistance, are called pivots, and many times identify
important reversal or continuation patterns for the day, week, month, or
even the year.

First made popular decades ago by floor traders trading futures at the
Chicago Mercantile Exchange (CME), pivot analysis has endured through
the years because, when coupled with good discipline, it provides an

The market is obviously made up of the sum of its participants, and un-

201
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TABLE 8.1 The Pivot Formula

Pivot point (P) =(H + L + C)/3

First resistance level (R1) = (2 x P) -L

First support level (S1) = (2 x P) -H

Second resistance level (R2) =P + (R1 - S1)
Second support level (§2) =P - (R1 - S1)

edge. A unique aspect of pivot analysis is that pivots are calculated by a
mathematical function, this is a departure from traditional technical
analysis—which seeks to find support and resistance levels on charts.
Pivot analysis fits more into the category of what is known as quantitative
analysis, whereby price action in the market is measured through statis-
tics. The concept here is that humans, when measured statistically, leave
clear clues of their collective psychology, and these clues are in the form
of price levels. Not unlike the way statisticians can calculate with reason-
able accuracy the way people will exit from a burning building or even
riot in the streets after a World Series championship—quantitative analy-
sis measures the pivotal price levels left by millions of participants. This
allows traders to calculate potential pivotal areas that are not plainly vis-
ible to the average investor using fundamental analysis or even tradi-
tional technical analysis. Looking at Table 8.1, it is evident that the
underlying pivot formula is comparatively simple, while its historical per-
formance is undeniable.

THE PIVOT FORMULA

The pivot formula is most effective when used on heavier volume instru-
ments that have a wide daily range. On a less liquid, narrow range instru-
ment, the pivot levels would be closer together and therefore less
effective. It also makes sense that a narrow based volume instrument or
stock would not accurately reflect the collective participants as well as a
broader sampling.

An ideal instrument to apply pivot analysis is the E-mini S&P 500 fu-
tures contract—traded on the CME. The E-mini S&P 500 futures contract,
or ES, trades massive volume each day with powerful range—not to men-
tion that it is based on the top 500 publicly traded companies in America—
a broad based sampling for sure.

From Table 8.1 notice that the only pieces of information needed to
calculate the pivot levels for a particular instrument are the high of the pe-
riod (H), the low of the period (L), and the close of the period (C). From
these three pieces of information, the pivot point, as well as support and
resistance levels, can easily be calculated. The most significant piece of in-
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formation given by the pivot formula is the pivot point (P). The pivot point
is often considered to be a focal point for institutional traders, floor
traders and even astute retail investors.

The basic concept for pivot trading is quite simple. The idea is to take
a bearish position if the pivot point is penetrated from above, meaning
prices are falling—and a bullish position if the pivot point is taken out from
below (prices rising). Let’s explore.

THE PIVOT IN ACTION

To demonstrate the use of pivots, we illustrate the pivot levels on a chart
(Figure 8.1), which offers better visual interpretation. Upon examination
of the right side of Figure 8.1, buyers take control and push the E-mini S&P
500 Futures contract higher as the daily pivot gets taken out from below

Intraday  E-Mini S&P 800
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FIGURE 8.1 The traditional pivot levels are plotted on this chart of the E-mini
S&P 500 Futures contract. Looking to the right side of the chart, if the contract was
able to get above R1 the next area of potential resistance would be R2 (not visible
on this chart).
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(bullish). This represents the markets greed if you will, and the correspon-
ding rising demand for the S&P’s. At this point traders would enter long po-
sitions above the daily pivot, expecting the rally to accelerate and move
higher. The natural place to set the stop would be just beneath the daily
pivot level that was just penetrated. Now that we have defined the entry
and stop, we can focus on the initial target. The first target would be called,
R1—meaning the first expected level of resistance. As the ES approaches
R1, traders could do a few things. First, traders could be patient and ob-
serve whether R1 gets taken out. If the rally continues past R1, stops would
be moved to just beneath R1 to protect profits. Secondly, traders could exit
one half of the long position and take partial profits, and let the remaining
position ride in the event the market continues to rally. Seems simple
enough and it is, so don’t overcomplicate it. Remember, this approach was
developed by floor traders where markets move fast, therefore, they had
little time to react or make the process more complicated than it was in-
tended to be. You would be wise to follow the same approach.

Continuing with Figure 8.1, note that the ES did in fact rally above the
daily pivot to R1 where the contract ultimately ran into resistance and
pulled back to the daily pivot. Astute traders who used trailing stops would
have maximized gains before the contract pulled back to the daily pivot by
resetting the stop just below R1.

Calculating Pivots

Using the pivot formula is easy and you simply need to calculate a few set-
ups for yourself to get comfortable with it. Referring to Table 8.2, we illus-
trate the actual pivots based on using the formula in Table 8.1.

If the E-mini S&P contract traded within a range from 1218.00 to
1225.25, before closing at 1221.00, the pivot calculation would be as shown
in Table 8.2. Note that in Table 8.2, there is a difference between the calcu-
lated pivot levels and the pivot levels that are practical to use while trading.
This is because the E-mini S&P contract only trades in quarter point incre-
ments, therefore we round to the nearest quarter point. The ES contract

TABLE 8.2 Pivot Calculations Based on the Pivot Formula in Table 8.1

Actual Levels Practical Levels
Second resistance level (R2) 1,228.67 1,228.75
First reisitance level (R2) 1,224.84 1,224.75
Pivot point 1,221.42 1,221.5
First support level (S1) 1,217.59 1,217.5

Second support level (52) 1,214.17 1,214.25
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has a minimum tick increment of a quarter of a point, and without the con-
version, it would be difficult to determine where to open and close trades.

Choosing the Right Data for Calculations

The E-mini S&P 500 contract trades from Sunday night at 6:00 .M. until
Monday at 4:15 p.M. Eastern Standard Time (EST), before briefly pausing be-
tween the hours of 4:15 to 4:30 r.m. On Monday at 4:30 p.m., the ES contract
opens again for trading until 5:30 .M., where it pauses until 6:00 p.m. The
contract technically opens for trading at 4:30 p.M.; therefore, the question
often arises—which session should one look to for the high, low, and clos-
ing price?

We use the closing price at 4:15 p.m. for the “close” variable, and for the
“high” and “low,” we take a different approach. Because institutional traders
will look to all trading sessions despite relatively light volume in after-hours
sessions, we follow the same approach. Some traders will simply use the high
and low generated from the time period of 9:30 a.m. until 4:15 p.M.; however,
significant back testing has proved this theory to be inadequate. Traders can
experiment using different highs and lows, based on whether the relative
high or low was set in the overnight session or during “normal” trading hours,
but the generally accepted rule-of-thumb is to use the most extreme levels
whether it occurs in the overnight session or during normal trading hours.
This is very different from after hours trading in stocks, given the liquidity in
stocks after hours is dramatically less in comparison to futures.

Even though most of the significant volume occurs between 9:30 and
4:15 pM., the overnight session cannot be ignored because the direction of
the overnight session often sets the stage for the regular trading day. This
direction is often influenced by news, which is most often released after
the close of the U.S. equities market. Therefore, futures markets are the
first markets to respond to the news, hence the reason after hours sessions
are so important to futures. (See Figure 8.2.)

THE ARFA BETWEEN R1 AND S1

Many times throughout a particular trading session, the session range re-
mains between the first level of support and the first level of resistance (S1
and R1, respectively), as market makers and institutional participants at-
tempt to manage risk within this range. Because these participants are
more active and trade in and out of positions within this range, expect
much smaller, more violent moves. Their short-term trading horizon often
limits range until something truly powerful moves the market. It is only
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FIGURE 8.2 This intraday chart of the E-mini S&P 500 Futures shows that the
volume is much greater from 9:30 a.m. to 4:15 .M. but it is important to understand
that there can be significant price action during the overnight session due to news
and other events. Traders calculating pivot levels should use all highs and lows in
order to obtain the most relevant pivot information.

when R1 or S1 gets taken out, that we can expect short-term traders are of
less influence and the move is more structural or substantial.

During larger moves outside S1 and R1, floor traders are of less influ-
ence, and it is the off-floor traders (institutional money such as mutual,
hedge and pension funds) that tend to command market direction. These
moves can be gauged by velocity (high), and once detected often flag a
market that has the propensity to trade toward the second level of support
or resistance (52 and R2).

If there is a large amount of velocity associated with the move, S2 or
R2 will often be penetrated, and this is the move that intermediate- and
longer-term investors should focus on as opposed to smaller more violent
moves within S1 and R1. We suggest learning to trade the larger moves first
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before trying to compete with the floor traders through day trading the fu-
tures. In time, as your skill grows, you may consider more short-term
moves associated with S1 and R1.

ILLUSTRATING PIVOT LINES ON REALTICK

It may seem like a lot of work calculating pivots, but in time it becomes
easy. For those who prefer having the pivot calculated for them, systems
exist that do it for you. Traders taking advantage of the RealTick trading
platform can place pivot analysis lines on a particular chart. The five lines
of the pivot formula can then be displayed on the chart automatically, and
many find this very useful. (See Figure 8.3 for an example.)
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FIGURE 8.3 RealTick pivot lines.
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ARCHIVING PIVOT LEVELS

For those that choose to calculate their own pivots (and we suggest you
do), the tools available to do so make it really easy. Because of the dy-
namic nature of the equities markets, many of us want to be aware of key
levels within the market, therefore we keep both daily and long-term pivot
calculations since we know institutions are doing the same. With the help
of Microsoft Excel, the pivot formula can be built into a spreadsheet and
will never need to be done again. Systems like RealTick then allow you to
automatically upload the daily data into Excel each day. Figure 8.4 shows
an example of a spreadsheet, illustrating the range from S2 to R2, giving
the trader valuable information to be aware of if the market trades to these
levels. Often times, the market will trade to pivot levels within the day and
then more radically as a result of institutional programs kicking in, and am-
ateurs can only look to news to find an explanation. The truth is there usu-
ally will not be any news to explain it. This is because the media is often
just as uninformed as the amateur.

As you can see from Figure 8.4, potential volatility exists for the Dow
between S2 and R2, signaling a range of 141 points. This is information
you would want to have! Moreover, as column 12 shows, the distance from
the prior days close to the calculated pivot is a positive 19 points. By
closing above the next day’s pivot, the Dow will have a bullish bias going
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FIGURE 8.4 A spreadsheet of pivot levels.
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into the next session. This information allows for a better strategy than
following the news.

PIVOTAL PSYCHOLOGY

Before trades were entered through traditional pivot analysis, it was im-
portant to back test the relatively simple mathematical formula over and
over. Traders quickly saw that these mathematically derived levels around
the calculated pivot simply outlined a type of standard deviation.

Interesting enough, it was usually levels calculated from pivot analysis
that answered the once-challenging question, “I wonder why the market
abruptly stopped, instead of moving to the next level?” Further research
seemed to point towards investment houses using pivot analysis to control
their stock inventory with this simple, yet effective risk management tool.
It makes sense to institutions to program the daily pivotal levels into a
computer each night in order to hedge inventory risk (holding large posi-
tions) during the following session. If a particular portfolio gets too prof-
itable or too risky, computer programs take the emotion out of trading and
simply use these levels to manage risk and take profits. This is why this
tool is an ideal strategy for institutional traders, and why we like to follow
the approach. After all, whom would you rather shadow in the market—in-
stitutional money or amateur money?

Paper Trading

It makes sense to practice this approach before committing actual capital.
There are certainly advantages to paper trading, but you have to be realis-
tic about emotions (or lack thereof) and price slippage that paper trading
cannot simulate. Nonetheless, paper trading is a good idea while learning
to pivot trade. The endeavor is especially worthwhile if discipline is a prob-
lem for you. Pivot trading offers a well-defined strategy that can control
emotions by using only objective price data. If emotional news driven trad-
ing has been your nemesis, perhaps pivot trading will be a good alternative
to sleepless nights of abnormal heartbeats while imagining a geopolitical
event ruining your entire trading account.

Because almost all traders begin with some form of paper trading, try
putting on your thinking cap and bringing a pencil and a pad of paper to the
computer around 9:00 a.m. (EST). The session will often go something like
this: The ES starts trading at 1220.50 and the set-up from the night before
has a trader looking to sell short two contracts at 1220.00. The paper trader
will note they are short at 1220, but in reality, with a live account, a second
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of hesitation will more likely have a trader chasing the trader lower. In-
stead of selling at 1220, the likely scenario could result in a trader selling
considerably lower and therefore, taking on much more risk than first
anticipated. The caution here is that while paper trading, traders always
find better liquidity than real trading. Therefore, don’t be fooled into be-
lieving that paper trading accurately reflects reality. The value here is more
about learning to calculate the pivot, while understanding that slippage
and emotion will play a big part once real trading begins.

STRATEGY AND MONEY MANAGEMENT

With a significant amount of traders looking at pivots, a question that
comes up often is; which pivot level is more valuable—R1 or R2 when
gauging resistance, or S1 or S2 when gauging support? The answer is, dis-
ciplined traders do not have to have the answer to such questions, since
stops should always be there to protect you. As a swing trader, it is ex-
tremely important to construct a plan that allows one to closely monitor
open positions, while always having a stop in place to control risk. The
pivot levels are the natural areas to set stops. Notice we state the word—
areas. This means that a stop should be places near these pivots, not nec-
essarily at the exact pivot. This is important because every trader has their
own tolerance for risk and this number is not the same for everyone. The
important lesson is that the pivot levels should be used to determine the
area in which stops should be set.

For example, looking at Figure 8.5, the ES contract traded outside its
calculated R2 level, possibly signaling overbought conditions. If long, a
trader would have a stop in place underneath this R2 area, protecting prof-
its. Alternatively, if a trader is looking to open a short position, it would
make sense to look for additional weakness before initiating a position.
This would come once R2 is cleared (broken) to the downside. If a short
position is triggered, the profit objective would be at least R1. As a general
rule, a trader who achieves between 2 to 3 points in favorable movement
should consider moving the initial protective stop to a trailing stop near
breakeven. This will preserve capital while leaving the opportunity for
profits to run. Continuing with the short sale example in Figure 8.5, a move
underneath R1 would then be a signal for traders to move their stop down
to just above R1, to protect profits should the market decide to turn and
rally. If the weakness does persist, we would look to the daily pivot as our
next level of support where the short may be covered (with a nice profit).
Should the market continue lower, we would then see S1 as the next level
of support and then S2 after that. If S2 were achieved on this short, we
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FIGURE 8.5 The S&P E-mini futures contract—penetrating several key levels.

would consider ourselves “outside” the bands (or pivots) for this time
frame. Traders would then need to look either at longer-term pivot levels
(based on weekly and monthly highs, lows, and close) or other technical
analysis tools.

LINING UP LEVELS ON MULTIPLE TIME FRAMES

If short-term pivots are penetrated, it then makes sense to move to a
longer-term time frame. While you achieve a solid understanding of the
short-term market psychology using the daily pivot, the true structural
moves will be seen better by using the weekly and monthly support/resist-
ance levels. To calculate pivot levels on longer-term time frames, simply
take the prior periods high, low, and close from weekly or monthly charts.
Then plug the data into the pivot formula.
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TABLE 8.3 Importance of Pivot Time Frames

Time Frame Importance
Monthly Very important
Weekly Very important
Daily Important
Confluence Most important

Note that the term confluence is a measure of
monthly, weekly, and daily.

As we move to this longer-term time frame, it makes sense to discuss
the psychological importance of each time frame. See Table 8.3 for a
broad definition and weight of each time frame. This should help you
focus on its significance relative to trading strategies, that is, how long to
stay with a trade.

Looking to Table 8.3, notice that more weight should be placed on the
weekly and monthly pivotal levels than on a daily calculation. The most
weight should be put on pivotal levels that line up on multiple time frames,
which we call “confluence” (e.g., monthly. Weekly, and daily pivots are
near the same number).

When confluence zones occur, they strengthen an area of support and
resistance as well as boost a trader’s confidence about a particular range.

Trading is a business that requires an edge, and traders can increase
their edge by using confluence zones to help enter and manage positions.
It is not uncommon for an instrument to trade outside the weekly and
monthly S2/R2 levels (the widest levels as seen on the chart). When out-
side the weekly and monthly S2/R2 levels an instrument is considered
stretched and ripe for a correction. Take for example the S&P E-mini fu-
tures contract. If the ES had a monthly S2 of 1060 (no reference to any
figures), S1 of 1070, pivot of 1080, R1 at 1090 and R2 at 1200; and the ES
traded from 1060 to 1080 for the month, a trader could gauge the market
action for the month as bearish, since the trades that occurred were from
S2 to the pivot. This is where confluence is important.

It is equally important to understand at what point daily pivot levels
lose their importance. Typically daily pivot levels are only valid for a par-
ticular trading day or session (9:30 a.m. to 4:15 p.Mm.). The importance is
only increased if it lines up with a high or low made in the past few ses-
sions. Therefore, as daily pivots line up with longer-term pivots, the impor-
tance increases.
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TRADING A CONFLUENCE ZONE

When determining an intermediate to longer-term bias, using a confluence
of both pivot and Fibonacci analysis is also very helpful. Fibonacci was ex-
plored in Chapter 7 and is used for finding support and resistance levels—
very different than pivot analysis. Therefore, if Fibonacci levels and pivot
levels also agree (another form of confluence), we have a powerful mes-
sage being sent from the market.

To demonstrate the use of Fibonacci retracement analysis for finding
intermediate-term bias, look to Figure 8.6 that shows a weekly chart of
XYZ Corp. Notice the right side of the chart where the stock is underneath
the 38.2 percent retracement level (bold line near $25.00). The stock is cur-
rently still within the bearish trend, but traders should not sell the stock
short without confirmation. We can achieve this with both pivot analysis
and Fibonacci.
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FIGURE 8.6 A weekly chart of XYZ Corp with Fibonacci lines drawn on it.
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FIGURE 8.7 The construction of a confluence zone using pivot analysis and
Fibonacci analysis.

To increase confidence in shorting the stock as it nears the $25.00
level, it is helpful when there is also confluence of the daily, weekly, and
monthly pivot as well (see Figure 8.7). In this particular example there is a
monthly R1 at $25.14 and a weekly R2 at $25.26 as well as a 38.2 percent Fi-
bonacci retracement at $25.00. Putting it all together, the trader can con-
struct a zone of resistance from $25.00 to $25.26 (the confluence zone). As
long as resistance holds at these levels, shorts can be activated, with a pro-
tective stop set slightly above the $25.26 level.

To get a closer look at the confluence zone, see Figure 8.8. XYZ Corp
managed to rally slightly above the upper bounds of the confluence zone
(25.26) for a brief period, but quickly began to move lower, breaking down
to the prior Fibonacci level. In this example, the short sellers have a clear
entry point within the area of confluence as well as a defined stop (above
25.26). The first target area is calculated using Fibonacci analysis of the re-
cent move higher (Figure 8.8). In this example, the 38.2 percent retrace-
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FIGURE 8.8 The confluence zone is clearly identified and easy to calculate,
providing the short sellers a low-risk entry, defined stop and profit target.

ment provided support for XYZ Corp and the stock bounced significantly
off this level confirming that the 23.50 area was a good target. At 23.50,
short-term traders would also consider going long. The point is, conflu-
ence provides a formidable edge regardless of which trade one takes.

SWING TRADING WITH CONFLUENCE ARFAS

The next example of a swing trade set-up involves the S&P E-mini futures
contract (ES). In this case, a swing trader with a bullish long-term outlook
can take advantage of confluence zones to trade both with the primary
trend and against it. This approach is designed for the more active trader
who wishes to trade both from the long and short side of the market within
a given trend.
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FIGURE 8.9 The E-mini S&P 500 futures contract with various pivot levels drawn.

Looking at Figure 8.9, starting at the left side of the chart, notice that
the ES broke solidly above the monthly R2 level. This immediately shows
that the ES is having a bullish month. As the ES holds above the monthly
R2, it gives a good signal to get long with an objective of weekly R1. After
the ES tested monthly R2, the ES moved sideways for several days. At that
point, traders using confluence zones could then construct a zone of re-
sistance from 1237.25 to 1242.50 made up of the monthly R2 (1237.25), the
weekly R1 (1240.75), as well as the daily R1 (1242.50). This zone could be
seen as a potentially significant resistance area. In other words, you would
not expect the ES to run through this zone without encountering some sort
of increased selling pressure.

As Figure 8.10 shows, the E-mini S&P futures made a brief rally above
the confluence zone, and then failed to hold above this zone of resistance.
The probabilities are now lined up for a correction against the primary
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FIGURE 8.10 The E-mini S&P 500 futures chart with confluence zones and
Fibonacci lines drawn.

bullish trend. Traders looking to short the ES should enter short positions
as the ES rallies through the confluence zone then falls back below the
zone. In this example, short positions are initiated as the ES falls below
monthly R2. Again, looking to the right side of Figure 8.10 notice the cor-
rection that occurs after the ES falls below monthly R2. The first target of
the short is at the weekly pivot (1228.00). This level also coincides closely
with the 0.618 or 61.8 percent, Fibonacci retracement of the move. At this
point, traders are urged to take at least partial profits and closely watch
how the ES acts in this area. If continued weakness is observed the second
target is near the monthly R1 level.

When learning about confluence zones, it is important to remember
that we are not seeking to buy bottoms and sell tops—for this is impossible
to do consistently. Instead, we seek to exit the long position at monthly R2
(1237.17), which is below the high of the move. Entering short positions at
monthly R2 high is also unreasonable. It is more important to trade with
the confluence zones once we break down through monthly R2. This is a
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much higher probability of trading, and every trader and investor must
know that it is impossible to consistently predict highs and lows.

SUMMARY

For highly liquid instruments that trade with a significant daily range, the
use of traditional pivot analysis can greatly enhance a trader’s confidence
and ability to trade profitably regardless of market conditions. Despite
such a simple mathematical formula, a significant amount of traders con-
tinue to put strong emphasis in these calculations, either to manage inven-
tory, swing trade, or simply scalp a few points out of the marketplace.

The pivot analysis learning curve is not very steep, and traders that
embark on the task of archiving calculated levels will gain an edge by see-
ing clear levels of strength and weakness. On an intraday basis, traders
using RealTick will have the ability to show these pivot lines rather effort-
lessly; thus saving a great deal of time.



CHAPTER 9

Planning
and Staying
on Track

greater success, faster, if you establish a plan and set goals that give
you a clear sense of direction.
The optimum plan is the written one. People who commit their plans to
paper usually achieve their goals. Those who merely hold their plans in
mind as vague generalities usually achieve a lot less. The mind responds
better to specific written ideas, making it easier to follow a strategy.

Planning on paper forces you to make concrete decisions. It also gives
you a way to measure your progress and discipline. In fact, a written plan
should be a prerequisite to opening an account.

To meet your objectives more quickly, jot down your trading business
plan, along with an overview of your trading goals. Next, you can design
your personal trading journal, which will evolve into an important part of
your trading journey. Early planning will give you a focus and clarity as to
your end-point objectives.

You can begin by answering the questions in this chapter.

Short—term trading is a business, just like any other. You will have

WHAT IS YOUR TIME COMMITMENT?

First, do you intend to be a full-time or part-time trader? If you intend to
tackle the market full time, you may have a large portfolio. Maybe you have
been trading part time and want to become fully involved. You may even
have the eventual goal of earning your living and providing for your family
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with a full-time career in trading—a goal that takes a maximum commit-
ment of time and money. To absorb the most knowledge at the fastest rate,
research, study, and watch market action whenever possible.

Maybe you prefer to position yourself as a part-time trader to supple-
ment your income. If you would like to trade actively (intraday), you may
want to investigate trading the first or last hour of the trading day; those
times are usually the most conducive to market swings and volatility.

Swing trading and position trading (holding a position for the duration
of an uptrend or downtrend, on a daily chart) also lend themselves well to
part-time participation.

Whether you commit to pursuing your goal as a full-time or part-time
trader, if you are a novice, you need to dedicate extra time for study and
research over and above the hours you apply to actual trading. Keep in
mind that you will never know everything there is to know about this busi-
ness. If you are still trading years from now, you will still be studying
years from now.

HOW WILL YOU FUND YOUR TRADING ACCOUNT?

It is important to realize that you must start with enough equity to get you
through the learning curve. An account funded with a few hundred dollars
will not be adequate. If you intend to trade actively, meaning more than
four round trips in any five-day period, an SEC rule states you must have at
least $25,000 equity in the account at all times. You also need a cash cush-
ion on top of that amount to protect from losses.

The money in your trading account should be labeled “high risk.” It has
to be money you can afford to lose. It is unwise to use money intended for
your children’s’ college education, a vacation, or the down payment on a
new house. Directly stated, you must not fund your trading account with
money that, if lost, will diminish your lifestyle in any way.

WHAT STYLE OF TRADING WILL YOU PURSUE?

Again, commit this information to paper. This helps to remove certain emo-
tions associated with trading. Many traders allow their feelings to regulate
the trade instead of just following their game plan. This can be costly: The
market is extremely unforgiving when you break the rules, but it can be
very rewarding when you follow them. Here, at MarketWise, we have seen
many traders with no serious plan attempt to engage the market, only to
end up angry, frustrated, and with a lot less money than when they started.
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Those with a well thought-out and detailed plan, however, are able to exe-
cute trades with confidence.
You have to play two important roles in the trading process:

1. As the planner.
2. As the executor.

Once you have planned your trades, your job then becomes to execute the
plan. This does not mean that the intended trades will be profitable. How-
ever, they should have low risk/high reward scenarios that increase your
chances of success. The market is a dynamic ever-changing environment.
Your trading plan should be flexible. If it is not working, then change it!

Here are some sample statements that may help you clarify your per-
sonal trading goals:

Example 1: “I plan to trade for the very short term by using intraday
scalping methodology and only holding stocks for a few minutes. I will
be a specialist when it comes to stock selection, and follow only a
handful of stocks. I will not hold any positions overnight.”

Example 2: “My approach is to trade intraday, focusing on a momen-
tum approach for my trading style. I plan to hold positions for a few
hours so that I do not churn and burn. I will close out all my positions
before the market closes each day.”

Example 3: “I will only trade semiconductor stocks that are part of the
$SOX X index. I will learn everything there is to know about this sector
and the related stocks. I will learn how they trade in every type of mar-
ket environment. I will not hold positions overnight.”

Example 4: “My plan is to be a swing trader and hold positions for one
to five days. If the stock is trending in my favor, I may hold the position
but I will reduce my share size over the weekend. I will only use tech-
nical analysis to determine my entry and exit points. I will take posi-
tions in any stock that fits my criteria. I will only trade Stage 2 stocks
on the long side and Stage 4 stocks on the short side.”

Example 5: “I plan on playing the long-term trend. I will hold stocks 3
to 10 days and use technical analysis as my decision tool. The profits
gained will supplement my income.”

This is the first step in formulating your trading plan. You may want to
attain many other goals, and some of these goals may even require a com-
bination of techniques. Whatever your motivations may be, make sure you
have considered your options carefully and know your risk tolerance and
personality. As the professionals say, “If you don’t know who you are, the
market is an expensive place to learn.”
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WHAT ARE YOUR PROFIT OBJECTIVES?

Now, look at your profit objectives. As a trader, your goal is to match your
trading strategies with your investment objectives. If you are trading for
supplemental income, then your share size, profit target, and loss limit
should be compatible with this objective.

Whatever your goals, your intent should be consistency in your trading
style. Daily profit targets should be, at a minimum, double what your max-
imum loss is. Therefore, if you plan to risk a maximum of $250 a day, then
you should plan to make a minimum of $500, giving yourself a minimum
risk/reward of 1:2.

HOW WILL YOU MANAGE YOUR PROFITS?

Managing profits is an area that challenges some traders. The question
most often asked is, “What do I do when I have reached my profit target for
the day?” Answer: Stop trading for the day and analyze what you did to
have a profitable day.

Remember, greed Kkills! At MarketWise, we have witnessed many tal-
ented traders who have succumbed to their greed. They have lost a lot of
money over the past few years, so this statement cannot be stressed enough.

DO YOU EVALUATE ALL YOUR TRADES?

Most people focus on the trades they made during their losing days, but
rarely glance at the trades they completed on their winning days.

Always evaluate your successful trades, so that when they present
themselves in the future you can trade them well again. If you are consis-
tently beating your daily profit goals—congratulations! Your next step to-
ward your growth as a trader is to reset your goals higher.

ARE YOU KEEPING A JOURNAL?

One of the most productive steps you can take is to keep a trading journal.
You may want to create a special folder, or keep it on your computer.
Either way, it is important to keep a record of all your trades. With these
facts, you can learn from your mistakes and your victories, as well as mea-
sure your personal progress.

The optimum journal has standard pages with areas for this information:
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e Trade date, stock symbol, number of shares, entry price, initial protec-
tive stop price, initial profit target, exit date, exit price, and profit/loss.

e Intended style of trade: (scalp, momentum, swing, position, or inter-
mediate term) and risk/reward ratio (%, ¥, ¥5+).

e Why did I take this trade? (Sample answer: I entered this trade because
the stock had made the first pullback after a strong move up out of a
base on the daily chart. The major moving averages were lined up from
slowest to fastest. Volume has been strong on positive days, and sub-
dued on pullback days.)

e Money management—itrade progression and result: (Sample answer:
Stock XYZ moved above the high of the pullback day on high volume,
and I entered the trade by buying 500 shares. It followed through, com-
ing almost to my initial profit target by 2:30 p.Mm. As the market looked
weak and the stock began to falter, I took my profits at that time.)

e Chart review: For this part of your journal, capture intraday or daily
charts (Snaglt is a good program for capturing graphics), depending on
the time frame of your trades. Then you can draw in the actual pro-
gression of your trades from entry to exit. Figures 9.1, 9.2, and 9.3
show sample charts. Trade Logs for these charts might read as follows:

Trade log: On this day, XYZ could not make a new high and broke
down below its 10- and 20-period moving averages on a one-minute
chart. I sold short at 10:07, as it broke support for a scalp trade. I low-
ered my stop progressively, until 10:25, when the opening gap was
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nearly filled and Nasdaq futures showed signs of strengthening. I then
closed my position for a $0.26 profit (see Figure 9.1).

Trade log: On this day, XYZ gapped up slightly, then moved back to sup-
port to fill the gap. I bought 500 shares at 9:35 a.m. at 28.20 for a mo-
mentum trade. My stop was at 28.05, just under prior day’s close and
supporting moving averages. The stock moved up (faster than I thought
it would) to 29.08 and reached prior resistance on a daily chart. I sold at
29.02 for an $0.82 profit (see Figure 9.2).

Trade log: On this day, I bought 500 shares of XYZ at 21.50 for a swing
trade as it pulled back to support at its 50-day moving average, then
bounced. I placed my initial stop at 20.80, under the low of the entry
day and at support. As the stock moved up on 4/15, I established a trail-
ing stop of $0.50. The stock closed near the high of the day. On 4/16, I
tightened the trailing stop, and as the stock reached prior resistance at
23.45, the stop automatically closed the position at 23.35, for a profit of
$1.85 (see Figure 9.3).

To reiterate, have the following preparations in place before you begin
trading:

e Write down the commitment of time that you will dedicate to your
trading career. Will you be a full-time or part-time trader?

e Assess the capital with which you will fund your trading account.
Make sure it is money that, if lost, will not diminish your lifestyle, or
that of your loved ones.

e Target the trading style that best fits your lifestyle and establish writ-
ten guidelines for your end-point objectives.

e (Calculate profit objectives and management techniques that align with
your risk tolerance and equity.

e (Create a trading journal to evaluate your trades. Include text and chart
entries that show the actual progression of your trades.

SUMMARY

Make sure your investment objectives are consistent with your trading
plan. What requirements must be met for you to enter a trade? What charts
and time frames will you use to make trading decisions? Will you trade
breakouts, breakdowns, gaps, support and resistance, key moving aver-
ages? Know your maximum loss for a day, week, and month, and then
never go over those limits.
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A trading plan should be dynamic, much like the market. Maybe the
plan does not suit your personality. Or it may be too time restrictive for
your other commitments. It is your plan, and you can adjust and update it
to match your needs.

Your plan should also align with the market environment. Take what
the market gives you and do not expect anything more. High expectations
can bring huge failure and disappointment. You will be much wiser to de-
velop a positive outlook on your trading skills. To make $100,000 per year
trading, you need to make $2,000 per week or $400 per day. When you
break it down to daily objectives, it does not seem overwhelming.

And remember, trading success is not a destination, but a never-
ending journey!



CHAPTER 10

Your
Path to
Success

ing, as well as to remove some of the stress from the learning pro-

cess. The ideas, methods, and techniques in Chapters 1 through 9
represent the distilled knowledge of MarketWise instructors. Over a great
many years, and in their combined experience, they have achieved envi-
able success in nearly every conceivable environment of the stock mar-
ket. All of them have been through bull markets and bear markets; some
are authors of books about trading; and most have traded professionally
on the floor of a stock, options, or futures exchange. They have learned
not only how to avoid repeating their mistakes, as failed traders are
wont to do, but also how to teach what they know. We hope that this fund
of information will help you avoid some of the pitfalls that plague all
beginners.

Another thing these instructors have in common is that, at one time
or another, each experienced a financial setback or two on the road to
success. As all serious students must eventually learn, setbacks are not
only unavoidable, they are absolutely essential for traders who want to
master the psychological challenges of the game. Learning how to lose is
not as easily done as learning how to interpret a chart, or how to execute
a trade. Although the latter skills are necessary and crucial, and although
doing them well is certain to contribute to the edge traders need to profit,
they are not by themselves sufficient to achieve that goal. The more diffi-
cult part of the learning process entails delving into the “inner game” of

This book was designed to help shorten your path to profitable trad-
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trading, for it is in your own mind—and not on the charts—that you win
or lose the game.

We have known people who were absolutely brilliant at reading stock
charts, but who somehow failed as traders. They had the chart patterns
down cold: rising wedges, pennants, head-and-shoulder formations, Fi-
bonacci levels, momentum oscillators, moving averages, and flags. But
when their money was on the line, all their expertise seemed to disappear.
Either the stock did not do what it was “supposed” to do, or the trader had
it pegged right, but exited a winner too early or held a loser too long. Or
perhaps the trader was skillful enough to make a little money on most
trades, but lost significantly more on the occasional trade gone terribly
awry. And then there is the trader who picks great entry points most of the
time, but who exits too early to reap the maximum benefit.

These examples illustrate that knowledge by itself is not enough. Two
traders might both know a great deal about how short- and long-term mov-
ing averages interact, and they both might get perfect scores on a test on
that subject. But it is by no means predictable that they would do equally
well with their money on the line, since to interpret and use moving aver-
ages is not necessarily to succeed with them.

It is crucially important to understand that, no matter how well a sys-
tematic approach works, it will not work all the time. If it did, there would
be no reason for anyone to read a book about trading, since all we would
have to do to make piles of money would be to apply the same method
precisely the same way each and every time. Winning with such a strategy
is not possible, for no mechanical system or method can deliver consis-
tent profits week after week, month after month, year after year. Many
traders do not realize this, and they often waste months or even years ex-
perimenting with various trading systems without ever finding one that
works.

When we speak of a trading system that works, it implies a system
that will do one thing above all—free us from the burden of having to
make trading decisions. This is what most traders seek when they exper-
iment with technical tools such as Gann angles, Elliott Wave Theory,
Pyrapoint, Andrews Pitchfork, and other widely touted analyticals. Al-
though each of these tools can bolster your timing and make it easier for
you to achieve trading profits, none can provide a guaranteed income.
There really are no guarantees, and even the best traders will go through
periods when losses come all too easily and self-doubts reign. The ability
to get through such periods and back to profitability is what separates
the dabblers and losers from the true professionals. Being a professional
does not necessarily mean working on the floor of the exchange or in a
trading room. Rather, it is the way in which you approach the job.
Whereas dabblers are apt to let emotions cloud their judgment, true pro-
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fessionals are objective and methodical in recognizing and correcting
their mistakes.

WHERE TO NEXT?

You have many resources at MarketWise to help you achieve your goals as
a trader. You have already completed the first part of your journey by read-
ing this book. But where to next? Consider making your next stop www
.nnerworth.com. MarketWise offers this online facility because we recog-
nize the crucial importance of psychological resources to the successful
trader. Your confidence, commitment, self-esteem, analytical capability,
and emotional control are just some of important inner qualities you can
optimize with self-awareness and practice.

Visit this web site and you will find tests designed to improve your
mental and emotional fitness. In one section—“Assessments”—each ques-
tionnaire focuses on a specific psychological attribute critical for invest-
ment success. By completing the exercises, you can increase your
awareness of your psychological makeup, identify areas of difficulty, and
develop a plan for modifying your behavior to become a more successful
investor. These assessments, which take about five minutes to complete,
are posted every week. The time spent will pay significant dividends over
the long run.

For a fee, the Trader Personality Inventory™ (TPI) can illuminate your
psychological strengths and weaknesses in great detail and with precision.
The TPI can have long-term implications for your trading success. The
comprehensive report generated from the benchmark TPI is nothing less
than your own personal manifesto for trading success. It is designed to
provide immediate feedback on ways to improve your investing psychol-
ogy by uncovering the specific strengths and weaknesses of your personal-
ity as it relates to the tasks of trading.

Innerworth psychologists and several top traders (all with 20+ years of
active trading experience) spent nearly two years working closely with
one of the most successful and reputable personality assessment firms,
building on their 30 years of expertise. The TPI is the result, a uniquely
powerful tool for building and maintaining a mental edge in the markets.
Innerworth’s leading product, the TPI is probably one of the most power-
ful analytic tools anywhere on the Web for directly improving your invest-
ing success.

This is an excellent starting point for beginners because it gives them a
precise idea of the trading style that is best suited to their temperaments.
Armed with this knowledge, it will also be easier to pick the courses Mar-
ketWise offers that will benefit you most. Innerworth’s value is by no
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means confined to beginners, since results are sufficiently detailed to give
experienced traders new insights about their trading practices.

Speaking of experienced traders, one thing most of them have in com-
mon is that they had mentors to help them along. Nothing speeds the learn-
ing process more effectively than having an experienced guide to show you
how to get through the rough spots. All traders who have traveled the path
of success have learned from their mistakes. Some traders will even tell
you that the best lessons they received resulted from losses, not gains. To
the extent this is so, we should wish to keep those losses as small and pain-
less as possible. What better way to trade than under the watchful eye of
someone who has made enough mistakes to learn from them? You can gain
much wisdom from such a person.

Another form of wisdom is encapsulated in the rules of trading. These
rules have evolved over decades—make that centuries—of trading. Take
the following trading rules to heart. Each in its own way has helped deflect
the pain of taking a loss and converted it to the wisdom of winning.

Some Rules for Successful Trading

e Formulate a trading plan and stick to it. It will help you to relax and ex-
ercise good judgment, especially when stress and temptation are
greatest.

e Know when to cut your losses. If you are quick to bail out of losers,
you should be able to make a good living trading by being right only 40
percent of the time.

e Let your profits run. It is often tempting to exit with a small profit, es-
pecially to break a losing streak. But this will never suffice to over-
come losses, which typically will be more numerous.

e Use a system and stick with it. All systems have the potential to
work once you have mastered them through diligent observation and
application.

e Manage risk at all times. Traders who learn to do this well can profit
even if they are not so good at picking timely entry and exit points.

e Be mindful of the trend. This will help you recognize when to stick
with a winning trade and when to exit it.

e Never meet a margin call. If your original profit objective was $500,
why put up another $2,000 to salvage a position that has turned
against you?

e Do not try to trade too many markets; mastery of just a few is chal-
lenging enough.

¢ Do not trade if you are not in a position to accept losses, for it will limit
your options and distort your priorities.

¢ Do not overtrade. There will always be other opportunities.

e Use charts and other technical tools to impose self-discipline.
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e Know before the market opens exactly what you plan to do. This is
your best defense against emotional swings.

e Never turn a loss into a straddle. This is worse than locking yourself
into a loss: It is more like throwing the key away.

e Accustom yourself to taking small losses and to riding large gains.

e Recognize that emotional swings and lack of trading discipline will
cost you more money in the long run than markets that have not
gone your way.

e Shun hot tips and rumors. If this proves difficult, try making a list of
tips that have made you money versus those that have not.

e Learn to trade from both the short side of the market and the long side.
This is as useful as learning to shoot and dribble a basketball with
either hand.

e Analyze your bad trades. The most valuable lessons are to be found
not in your winning trades, but in the losers.

e Keep an intraday diary, recording market data along with your obser-
vations. Reread it occasionally to hone your perceptions.

e Look for divergences in related markets, since such divergences often
telegraph trend changes.

SUMMARY

No list of rules can be anywhere near complete, for each of us must ulti-
mately be guided by a set of rules that will be as unique as our individual
trading personalities. But in the preceding list, you can find glimmers of
light that will help illuminate the path to success. The value of some of
these rules is self-evident. We have all heard many times that successful
traders know when to cut their losses and when to let their profits run.
This seems obvious enough, but that does not necessarily mean it is an
easy rule to follow. In fact, it may require adhering to half-a-dozen other
rules just to implement the one effectively. Only after much practice and
observation will you know which rules work best for you, and which are
easiest to implement. That is the road that all traders must travel to suc-
ceed, and while there are a few shortcuts, there is no getting around the
fact that mastery can come only through patient and disciplined observa-
tion over weeks, months, and years.

As proof that this works, we have a friend—now a highly successful
trader—who arrived in San Francisco with just $2,000 in his bank account
and no job. He drove a cab for a year, then moved up the ladder with a stint
as a Realtor. But his interest in trading, inspired by fantasies of wealth,
eventually took precedence, and he plunged in, reading every book he
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could find on the subject. For many newcomers, this might have been the
beginning of the end, since all too many of them jump right into trading
after reading a book or two. But our friend kept plugging along, shopping
online brokers to see which provided the best service, or the cheapest, or
the best combination of both. Then he started to hang out in the chat
rooms, observing how traders plan their day and execute their plan. He
started to trade on his own with help from a half-dozen newsletter gurus.
Then he whittled the gurus down to one or two favorites, taking the best
that each had to offer and incorporating their best tricks into a style that he
could truly call his own. Today, he makes enough money trading just three
to four hours a day to support an extravagant lifestyle in San Francisco.
The thing to understand is that traders are made, not born. But success
does not happen overnight. Getting there can take long months of patient
observation, disciplined record keeping and, probably, many simulated
trades. MarketWise is here to help you each step of the way. So come join
us. And Trade Wise!
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MarketWise
Tools—Routes
to Success

and going to seminars. Learning from these sources will not be

worth much unless you actualize it by trading in real time, with real
money. Although this book is designed to provide you with the broadest
and firmest learning foundation possible, it comes with no guarantee that
you will be able to trade profitably when you try out what you have
learned. For you to achieve success will take much diligence, patience, and
more practice; there are no shortcuts in these areas.

There is no such thing as a “natural” trader—traders are made, not
born. In fact, any trader who has succeeded has done so through hard
work, steadfast discipline, and an exceptional desire to achieve psycholog-
ical self-mastery. In the end, you must conquer your own demons to trade
unemotionally—especially when you are losing money, as happens to all
traders from time to time.

Since all the instructors at MarketWise have traveled this difficult,
frustrating, and sometimes treacherous path, our goal is to offer you the
best of what we have learned. We hope to shorten your learning curve
while making your progress toward profitability as quick and painless as
possible. This chapter describes the tools and learning aids that are avail-
able from MarketWise.

Our extensive resources include live classes at our Boulder, Colorado,
headquarters and at other locations in the United States and Canada, as
well as in virtual space on the Internet. We also publish several newsletters
each day that provide specific and detailed strategies for stocks, futures,
indexes, and options, and timely analyses of the day’s news and events.

P ‘ o one has ever mastered the art of trading merely by reading books
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To guide active day and swing traders, we also offer Wise-Ex, an inter-
active, web-based forum where subscribers receive guidance through the
trading day, from the opening bell until the close. Other learning aids include
psychological testing, books, audiotapes, CDs, and web-based seminars.

Another offering at MarketWise is “Innerworth,” which provides les-
sons and tips each day to those who seek to master the inner game of trad-
ing. The site is intended to reveal your strengths and weaknesses as a
trader. It begins with a test you can take in 25 minutes to determine your
psychological profile in considerable and revealing detail.

All of our services and products are described at our web site, www
.marketwise.com. Figure A.1 shows the home page.
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MarketWise.com » CONTACT

Oun the . + CALEMD!

ABOUT MARKETWISE.COM

IN THE MEDIR

Marketvize com reach goes
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g to a city near you!

BOOKSTORE
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| frader's insights through thess
market etcalion resources,

Sacramento, CA - March 15th and 16th

Register to attend this FREE

introductory workshop taday! FREE TRADER RESOURCE

The frader rezource iz just the
heginning of your market education
at Markstidze com

Educational Programs

2-Day Classroom Course, Online Courses & 1on 1 Mentorships — 8
Convenienk education designed around your schedule and your needs. .. L YR TR
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Research & Analysis 07/15/2004 MW & MarketWakch.com Rerews ... | 2|
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Privacy Statemert  Click here fior more infoemation on risks Terms & Conditions  Renews Procedures

FIGURE A.1 Web site for www.marketwise.com.
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MARKETWISE WEB SITE RESOURCES

Many resources are available to the trader on this site, including descrip-
tions of our online classes, free seminars, newsletters, educational pro-
grams, and research/analysis. Details about these programs can be accessed
by clicking on any of the dark gray rectangles near the top of the screen. Our
key classroom offering is this flagship course:

e Foundational analysis: You will learn all you need to know to begin
trading. What are direct-access traders? They are traders who take
absolute control over their trading. Besides making all their own
trading decisions, direct-access traders handle all the details of exe-
cuting and tracking orders and performance via a computerized trad-
ing platform. Direct-access traders are their own market analysts,
trade-pickers (stocks, indexes, futures, or options), and order-desk
clerks. All these functions are computerized now, so it is not as diffi-
cult as it sounds.

Here are some of the things you can expect to learn:

—How to predict the price action of stocks using the foundational ari-
ables of price, volume, velocity, and time.

—How to protect yourself if you are wrong.

—How to recognize repetitive cyclical patterns in various time frames
to determine entry and exit price levels. The goal is to enter trades at
the beginning of trends for low-risk, high-probability trades.

—How to place stop-loss orders to manage risk and maximize reward.
—Techniques for controlling emotions and avoiding costly errors.
—How to plan your trades and trade your plan.

—Money management techniques.

—Using the MarketWise Profiler to find the best trading and investing
ideas in less than 20 minutes a day. A unique feature we offer all
course graduates is a lifetime subscription to the Profiler as long as
you maintain a funded account with our brokerage affiliate Terra
Nova Trading, LLC.

e Online courses: These courses are designed for those who want to
learn to trade or to sharpen their technique but who find it difficult
to travel to one of our classrooms. The courses are usually conducted
over three to four hours and the material continues to evolve. More in-
formation on the classes currently being offered can be found at
www.marketwise.com.
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e Live online events: MarketWise offers free online webinars to anyone
who registers on our web site home page. These Internet sessions in-
clude school instructors trading live markets with real money on a reg-
ular basis. You will get a detailed, blow-by-blow account of how trading
decisions are made, as well as a glimpse of the trading methodology
taught in our classrooms.

Here are some online seminars that MarketWise instructors have
offered:

e Using the MarketWise method to analyze the trend of the market and
spot trading opportunities during the open.

e An overview of how classical pivot analysis and Fibonacci retrace-
ments are used in trading the E-mini contracts.

e How professionals use support (demand) and resistance (supply) to get
the low-risk entry and consistently stay on the right side of the market.

e Watch one of our instructors fade the morning gap. By using a profes-
sional trading system, the instructor will show you how TICK and
TRIN can help target entry and exit points.

TUNING TO THE MARKET INTRADAY

MarketWise offers the following products and services to help traders
keep abreast of the markets intraday:

e Wise Idea Newsletter: This newsletter was created to provide a timely
and concise look at factors affecting the market each day. It is de-
signed to help new traders understand how professionals gain an edge,
and to offer in-depth technical analysis of low-risk, actionable ideas.

In the Wise Idea Newsletter, professional traders give you their
thoughts about how to trade each day, with special emphasis on the
psychology of the market. The newsletter highlights specific stocks,
options, and futures ideas and teaches you how to use technical analy-
sis from a short-term trader’s perspective. One of the most important
factors separating professional traders from those who trade as a
hobby (quite often an expensive one) is the detailed analysis per-
formed before committing their hard-earned capital to a position in the
market. Each morning, four stocks are analyzed on two different time
frames: a daily chart that shows the longer term perspective, and a 45-
day chart that takes a look at the shorter term trends of the stock using
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hourly bars. This breakdown allows you to choose the analysis that
best fits your trading plan.

Wise-Ex: This interactive, subscription-based Web forum is designed
for those who want to tap into the skills and experience of veteran
traders intraday. It is a real-time streaming audio and video service de-
livering market information, market calls, and educational trading
methodology. Subscribers log on daily via the Internet and monitor the
pulse of the markets tick by tick, viewing it through the eyes and voice
of professional traders. You will see and hear them trade, teach, and
explain the natural flow and trend of the daily market. The MarketWise
audio-video “Squawk Box” replaces old text-based systems allowing
for the continuous dissemination of market information. You will feel
as if you are an exchange member—make that a member of all the ex-
changes—at one time in a virtual world. Presenters each day include
instructors on the MarketWise staff, trading experts who are affiliated
with the school, and active floor traders on the various exchanges.

In the area of continuing education, MarketWise has developed an on-

going program that continually supports our graduates and clients. The
Continuing Education portion of the web site gives our graduates and
clients the ability to access ideas on trading strategies, market commen-
tary, and updates to trading tools at no charge. Here are some of the topics
stored in our archives than you can access via a computer:

Fading the Trade.

Gap Trading.

Stock Splits—How to Play Them.
When Do I Sell?

Directional Movement Indicator.
Options Trading Primer.
Profiting from the Short Squeeze.
Fair Value.

A Bear Market Is a Bear Market.
Your Winning Mind-Set.

Using Dynamic Trailing Stops.
Managing a Swing Trade.

The web site also contains specific Reference Material, including a de-

tailed set of instructions for writing a trading plan. If you do not know what
atrading plan is, or how to construct one, this guide is a great place to start
before you sit down to trade with real money on the line.
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The Trading Plan section at www.marketwise.com will help you define
your goals and find a trading style to match them. It covers the most im-
portant concerns of the novice as well as of the more seasoned trader. By
the time you have explored this material thoroughly, you will be able to
provide answers to the following key questions:

What is my electronic trading philosophy or style?

Am I along-, mid-, or short-term trader?

What are my trading goals?

Are they realistic?

Am I psychologically and financially suited for electronic trading?
How do I start a trading diary? A database of trades?

How will I plan to select trades? To close out or offset trades?
What is my analysis technique?

What strategies suit my resources?

Which markets will I trade?

Are you worried about the tax implications of trading? MarketWise
.com maintains a library of useful material at the Tax Center. Wondering
how to find good stocks to trade? Try the Sectors and Stocks guide on the
web site. It will help you develop a list of industry groups and sectors, and
it identifies the most prominent stocks in each group. There is also an ECN
page with up-to-date information about the virtual electronic exchanges,
as well as a separate page with detailed information about brick-and-mor-
tar exchanges such as the New York Stock Exchange, the Chicago Board
Options Exchange, the Pacific Exchange, and the Chicago Board of Trade.

MarketWise provides a broader range of services, products, and infor-
mation designed to ease, quicken, and solidify the learning process. For
those who hope to succeed at trading, it is not enough to simply absorb a
few classroom lectures, or to dabble with a Level II screen. The road to
profits requires patience, persistence, diligence and the willingness to
draw on all available resources. Our goal is to provide you with the best in-
formation we can find on trading, and to make this information both easy
to access and painless to digest. Our tools are at your disposal: We en-
courage you to visit www.marketwise.com frequently to find and use the
ones you need.
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American-style option An option contract that may be exercised at
any time between the date of purchase and the expiration date. Most
exchange-traded options are American-style.

Arbitrage The simultaneous purchase and sale of identical or equivalent
financial instruments or commodity futures in order to benefit from a dis-
crepancy in their price relationship.

Ask Also called “offer.” It indicates a willingness to sell a futures contract
at a given price.

Assignment Notice to the seller (writer) of an option that has been exer-
cised by the buyer.

At-the-money An option whose strike price is equal or very near the
market price of the underlying security or futures contract.

Back months The futures or options on futures months being traded that
are furthest from expiration. Also called deferred or distant months.

Bar A discrete interval on a chart. If you are using a five-minute bar
chart, each hourly segment of that chart will contain 12 vertical bars. Each
of those bars will graphically represent the high, low, opening, and closing
prices recorded during a discrete five-minute interval. Similarly, in a daily
chart each bar represents a whole day’s action.

Basis The local cash market price minus the price of the nearby fu-
tures contract.

Bear One who believes prices will move lower.

Bearish key reversal A bar chart formation that occurs in an uptrending
market when the day’s high is higher, low is lower, and close is below the
previous day’s close. Can signal an upcoming downtrend.

Bear market A market in which most prices are falling.

Bear spread A vertical spread involving the sale of the lower strike call
and the purchase of the higher strike call, called a bear call-spread. Also, a
vertical spread involving the sale of the lower strike put and the purchase
of the higher strike put, called a bear put-spread.

Blowoff volume An exceptionally high-volume finishing stroke to a rally.
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Breakaway gap A gap in prices that signals the end of a price pattern and
the beginning of an important market move.

Broker A person or firm that executes orders to buy or sell futures con-
tracts, stocks, or options for customers. Full-service brokers provide mar-
ket information and advice to customers, whereas discount brokers simply
execute their orders.

Brokerage house A firm that handles orders to buy and sell futures,
stocks, and options contracts for customers.

Bull One who expects prices to rise.

Bullish key reversal A bar-chart formation occurring in a downtrending
market where the day’s high is higher, low is lower, and close is above that
of the previous day. It can signal an upcoming uptrend.

Bull market A market in which most prices are rising.

Bull spread A vertical spread involving the purchase of the lower strike
call and the sale of the higher strike call, called a bull call-spread. Also, a
vertical spread involving the purchase of the lower strike put and the sale
of the higher strike put, called a bull put-spread.

Buy-on-Opening To buy at the beginning of a trading session at a price
within the opening range.

Call option An option contract that gives the holder the right to buy the
underlying security or futures contract at a specified price for a certain,
fixed period of time.

Call value At expiration, equal to the futures or stock price minus the
strike price of the call.

Carryover Lastyear’s ending stocks of a storable commodity.

Cash commodity The actual physical commodity as distinguished from a
futures contract.

Cash price Current market price of the actual physical commodity. Also
called “spot price.”

Cash settlement Final disposition of open positions on the last trading
day of a contract month. Occurs in markets where there is no actual delivery.

CFTC Acronym for the Commodity Futures Trading Commission, as cre-
ated by the Commodity Futures Trading Commission Act of 1974. This gov-
ernment agency currently regulates the nation’s commodity futures
industry.

Channel Once atrend line is created either up or down on a chart, paral-
lel lines connecting the most obvious tops and bottoms of the oscillations
within that trend can be drawn to create a channel. It can be a rising,
falling, or a sideways channel.
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Charlt A graphical representation of price movement plotted over time.
There are many types of charts, but the bar chart is the most common.

Chartist One who employs technical analysis.

Clearing House An entity responsible for settling trading accounts, clear-
ing trades, collecting and maintaining performance bond funds, regulating
delivery, and reporting trading data.

Close The period at the end of the trading session. Sometimes used to
refer to the closing range.

Closing purchase A transaction by which the purchaser cancels out a
short position in a given option, stocks, or futures contract.

Closing range The high and low prices, or bids and offers, recorded dur-
ing the period designated as the official close.

Closing sale A transaction by which the seller cancels out a long posi-
tion in a given option, stock, or futures contract.

Commission The fee charged by a broker to cover the trades you make to
open and close each position. When trading futures, commissions are
payable when you exit the position, completing a “round turn.” Commissions
on stocks and options are usually half on initiation and half on liquidation.

Commitment When a trader or institution assumes the obligation to take
or make delivery on a futures contract.

Commodity exchange An incorporated, not-for-profit association of
members that promulgates rules and procedures for the trading of futures
and options on futures contracts, provides the physical or electronic
means to do so, and oversees trading practices.

Contract Unit of trading for a financial or commodity future. Also, the
actual agreement between buyer and seller of a futures or options transac-
tion as defined by an exchange.

Contract month The month in which futures contracts may be satisfied
by making or accepting delivery. Also called the delivery month.

Covered call-wriling A strategy in which one sells call options on an
equivalent long position in the underlying security or futures contract.
Covered put-writing A strategy in which one sells put options on an
equivalent short position in the underlying stock or commodity.

Credil spread An option spread in which there is a net collection of
premium.

Day order An order that will be filled during the day’s trading session
or canceled.

Day trader A trader who establishes and liquidates positions within one
day’s trading, ending the day with no position in the market.
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Debil spread An option spread in which there is a net payout of premium.

Deferred pricing agreement A cash sale in which one delivers the com-
modity and agrees with the buyer to price it at a later time.

Delivery The tender and receipt of an actual commodity or financial in-
strument in settlement of a futures contract.

Delta The rate of change of an option’s premium in relation to the
change in the underlying futures price. The delta is expressed in percent-
age terms. Because option’s premiums do not always move by the same
amount as the underlying futures or stock price, this delta factor is used.
Generally, a change in the underlying futures price will result in a smaller
change in the option premium. Suppose that an S&P 500 futures price rises
by 1.00 point, and a call option on that contract rises by .50 points. It is ob-
vious that the option premium gained only about one-half of what the fu-
tures price did. This would indicate that particular call option’s delta is 50
percent. If the underlying futures fell in price, delta could help predict a
similar loss in the value of the options premium. Deltas range from 0 per-
cent (deep out-of-the-money options) to nearly 100 percent (options that
are deep-in-the-money).

At-the-money options have deltas of approximately 50 percent. If an at-
the-money call has a delta of 50 percent, it would move only about half as
much as the underlying vehicle. However, the deeper-in-the-money the put
or call, the higher its delta value.

Demand The quantity of a commodity that buyers are willing to pur-
chase from the market at a given price.

Derivative securily A financial security whose value is determined in
part from the value and characteristics of another, the underlying security.

Double top, bottom A bar-chart formation signaling a possible trend
reversal. It describes a price high or low that has been tested but not
penetrated.

Downtrend A price trend characterized by a series of lower highs and
lower lows.

Electronic trading Trading via computer through an automated, order
entry and matching system. Electronic trading systems link markets and
customers around the world.

Elliott Wave Theory A type of technical analysis that studies price
wave sequences.

Equity options Put or call options on shares of individual common stocks.

European-style option An option contract that may be exercised only
during a specific period of time just prior to its expiration.
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Exercise To implement the right under which the holder of a put/call is
entitled to buy or sell the underlying stock or futures contract.

Exercise notice A notice tendered by a brokerage firm to the central
clearing entity that exchanges an option for a stock or futures contract.

Exercise price The price at which the holder (buyer) may purchase or
sell the underlying futures contract. Also called strike price.

Exhaustion gap A gap in prices near the top or bottom of a price move
that signals an abrupt turn in the market.

Expiration date The last day that an option may be exercised into
the underlying futures contract. Also, the last day of trading for a futures
contract.

Expire Letting the expiration date for an option pass without exercising
or offsetting the option.

Fast market Term used to define exceptionally busy market conditions.

Fill-or-kill order (FOK) A limit order that must be filled immediately or
canceled.

Floor broker An exchange member who is paid a fee for executing or-
ders for clearing members or their customers. A floor broker executing or-
ders must be licensed to do so.

Floor trader An exchange member who generally trades only his or her
own account or an account controlled by him or her. Also referred to as a
local on commodity exchanges.

Forward conlract A private agreement between buyer and seller for the
future delivery of a commodity at an agreed price.

Foundational analysis The study of price, volume, time, and velocity to
determine which markets to trade and when to trade them.

Fundamental analysis The study of supply and demand information to
help project stock or futures prices.

Fundamentalist One who engages in fundamental analysis.

Futures A term used to designate all contracts covering the purchase
and sale of financial instruments or physical commodities for future deliv-
ery on a commodity futures exchange.

Futures commission merchant (FCM) A firm or person engaged in so-
liciting or accepting and handling orders for the purchase or sale of futures
contracts, subject to the rules of a futures exchange, and who, in connec-
tion with solicitation or acceptance of orders, accepts any money or secu-
rities to margin any resulting trades or contracts. The FCM must be
licensed by the CFTC.
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Futures contract A standardized agreement, traded on a futures ex-
change, to buy or sell a commodity at a specified price at a date in the fu-
ture. Specifies the commodity, quality, quantity, delivery date, and delivery
point or cash settlement.

Futures option Option on individual futures contracts.

Gamma Gamma tells you how much the delta will change when futures
prices increase or decrease. For example, assume a call on an S&P futures
contract has a delta of 50 percent. This implies that if the futures move up
1.00 point, the option will gain about .50 points. The gamma of the call is 1.2
percent. If futures increase by 1.00 then the delta (not the option premium)
will increase by 1.2 percentage points (50 + 1.2 =51.2) to 51.2. In other
words, the option premium will increase or decrease in value at the rate of
the gamma.

Gap A price area at which the market did not trade from one day to
the next.

Go long Acquire a stock, futures contract, or option on same.

Good-till (GT) An order that remains in effect until it is canceled or the
specified date is passed.

Good-till-canceled (GTC) An order that remains in effect until it is can-
celed, filled, or the contract expires.

Go shorl Sell a stock, option, index, or futures contract that you do not
own to start with. Your profits come when you buy back, or “cover” those
shorts at a lower price.

The Greeks The Greeks are essential to determining an option’s value.
While futures traders deal with two dimensions—the up-and-down move-
ment of a contract—options traders have to work with four dimensions:
the futures price and strike price, as well as time decay and changing
volatility. For a more detailed discussion of these variables, see listings in
this glossary for “Delta,” “Gamma,” “Theta,” and “Vega.”

Head and shoulders A sideways price formation at the top or bottom of
the market that indicates a major market reversal.

Hedge A conservative strategy used to limit risk by effecting a transac-
tion that offsets an existing position.

Hedger A person or firm who uses the futures market to offset price risk
when intending to sell or buy the actual commodity.

Hedging The purchase or sale of a futures contract as a temporary sub-
stitute for a cash market transaction to be made at a later date.

Hedging line of credit Financing from your lender for hedging the sale
and purchase of commodities.
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Index options Options on individual indexes, such as the S&Ps and the
Nasdaq 100.

Inflection point, or pivot price Price level established as being signifi-
cant by market’s failure to penetrate or as being significant when a sudden
increase in volume accompanies the move through the price level.

Initial performance bond The funds required when a futures position
(or a short options on futures position) is opened. Previously referred to as
initial margin.

Intercommodity spread A spread trade involving the same month of dif-
ferent but related futures contracts.

Intermarket spread A spread trade involving same or related commodi-
ties at different exchanges. Also called an interexchange spread.

In-the-money A call option with a strike price less than the underlying
futures price, or a put option with a strike price greater than the underlying
futures price.

Intraday bar charts Charts that have time frames varying from one
minute to sixty minutes. A three-minute chart will have a bar for each
three-minute interval, with each bar’s vertical length determined by the
high and low prices achieved during the interval it records.

Intrinsic value The relationship of an option’s in-the-money strike price
to the current futures or stock price. If a stock is trading at $63, a call op-
tion with a $60 strike price would have an intrinsic value of $3 (anything
more than that would be time premium).

Introducing broker (IB) A firm or person engaged in soliciting or ac-
cepting and handling orders for the purchase or sale of futures contracts,
subject to the rules of a futures exchange, but not in accepting any money
or securities to margin any resulting trades or contracts. The IB is associ-
ated with a correspondent futures commission merchant and must be li-
censed by the Commodity Futures Trading Commission.

Leverage The use of a small amount of assets to control a greater
amount of assets.

Limil move See “Maximum price fluctuation.”
Limit order An order that can be filled only at a specified price or better.

Liquidation Any transaction that offsets or closes out a long or short fu-
tures or options on futures position.

Margin A sum, usually smaller than the initial performance bond, that
must remain on deposit in the customer’s account for any position. A drop
in funds below this level requires a deposit back to initial performance
bond levels. Previously referred to as the maintenance margin.
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Market-if-touched (MIT) A price order that becomes a market order
when the market trades at a specified price at least once.

Market-on-close (MOC) A market order filled during the close of a trad-
ing session.

Market order An order filled immediately at the best price available.

Market sentiment A measure of the percentage of advisory services and
traders who are bullish on the index, stock, or commodity.

Mark-to-market The daily adjustment of performance bond accounts to
reflect profits and losses.

Maximum price fluctuation The maximum amount the contract price
can change up or down during one trading session, as stipulated by ex-
change rules.

Minimum price fluctuation The smallest increment of price movement
possible in trading a given contract, often referred to as a tick.

Moving average chart A chart recording moving averages (3-day, 10-day,
etc.) of market prices.

Moving averages A type of technical analysis using the averages of set-
tlement prices.

National Futures Association (NFA) A self-regulatory organization for
the commodity futures industry comprising firms and individuals that con-
duct business with the public. Overseen by the Commodity Futures Trad-
ing Commission.

Nearby The nearest active trading month of a futures or options on fu-
tures contract. Also referred to as the lead month.

Nonserial options Options for months for which there are existing fu-
tures contracts of the same months.

Not-held (NH) A discretionary note on an order stating that the floor bro-
ker will not be held accountable if the trade is executed outside the re-
quirements of the order. Gives the broker discretion on getting the order
filled.

Offer Indicates a willingness to sell a futures contract at a given price.
Offset  Selling if one has bought, or buying if one has sold, a futures or
options on a futures contract.

Offsetting a hedge For a short hedger, to buy back futures and sell a
commodity. For a long hedger, to sell back futures and buy a commodity.
Offsetting a long optlion Selling a put with the same strike price to off-
set a put; selling a call with the same strike price to offset a call.

Opening The beginning of the trading session.
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Opening range The range of prices at which the first bids and offers
were made or first transactions were completed. Must be initiated by at
least one trade.

Open interest Total number of futures or options on futures contracts
that have not yet been offset or fulfilled for delivery.

Open order See “Good-till-canceled.”

Open outcry The method of trading publicly so that each trader has a
fair chance to buy or sell.

Option The right, but not the obligation, to sell or buy the underlying
security or futures contract at a specified price within a specified time.

Option assignment The random selection of an option writer to take a
position when an option is exercised.

Order-cancels-other (0CO) An order that includes two orders, one of
which cancels the other when filled. Also referred to as one-cancels-
other.

Out-of-the-money An option with no intrinsic value. A call option is out-
of-the-money if the strike price is greater than the market price of the un-
derlying security or futures contract. A put option is out-of-the-money if
the strike price is less than the market price of the underlying security or
futures contract.

Oul-trades A situation that results when there is some confusion or
error on a trade (e.g., when both traders think they are buying).

Overbought/Oversold A condition in which buying or selling has been
excessive relative to a previously established benchmark. Trading vehi-
cles can remain overbought or oversold for an extended period. Some of
the indicators that measure the degree to which they have become so in-
clude a 10-day moving average of the advances and declines in the market,
stochastics, the McClellan oscillator, William’s percentR, Upside and
Downside volume, short interest ratio, and the put/call ratio, to mention
just a few.

Overvalued/Undervalued There are many different methods to judge the
value of a stock, index, or a future. One can use price/earnings ratios, divi-
dend yield, book value, production cost, historical prices, seasonal prices,
supply/demand factors, or a multitude of other benchmarks.

Performance bond Funds that must be deposited by a customer with his
or her broker, by a broker with a clearing member or by a clearing member
with the clearing house. The performance bond helps to ensure the finan-
cial integrity of brokers, clearing members, and the Exchange as a whole.
Previously referred to as margin.
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Performance bond call A demand for additional funds to bring the cus-
tomer’s account back up to the initial performance bond level whenever
adverse price movement has caused the account to go below the mainte-
nance. Previously referred to as a margin call.

Point and figure chart A graph of prices charted with x’s for price in-
creases and o’s for price decreases, used by the chartist for buy and sell
signals.

Position An interest in the market, either long or short, in the form of
open contracts.

Position trader A trader who takes a position in the market that he or
she may hold for a long time.

Premium The competitively established price that the buyer of an option
contract pays to the seller for the rights conveyed by the contract. Pre-
mium-based trading strategies are employed by most professionals, but es-
timating future changes in premium levels is the most difficult task of the
options trader. Premium and volatility are often used interchangeably,
since the premium in an option ultimately reflects the estimated (and po-
tential) volatility of the underlying vehicle. The options of “crazy” stocks
usually trade at very high volatilities.

Price order An order to sell or buy at a certain price or better.

Pure hedger A person who places a hedge to lock in a price for a com-
modity. He or she offsets the hedge and transacts in the cash market si-
multaneously.

Put option An option granting the right, but not the obligation, to sell a
futures contract at the stated price prior to the expiration of the option.

Put profit/loss For along put, equal to the put value minus the premium.
For a short put, equal to the premium minus the put value.

Put value At expiration, equal to the strike price minus the futures price.
Rally An upward movement of prices following a decline. The opposite
of a reaction.

Range The high and low prices or high and low bids and offers recorded
during a specified time.

Registered representative A person employed by, and soliciting busi-
ness for, a commission house or futures commission merchant.

Relative strenglth A percentage measure of the price change in a stock,
index, or future over a specified interval, with more weight given to the
most recent period. The time frame may vary, based on cycles.

Relative Strength Index (RSI) A Relative Strength Index has values
ranging from 0 to 100. While this indicator follows the movements of clos-
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ing prices on bar charts, the RSI can warn when a market is near a top or
bottom. In an uptrending market with prices making new highs, an RSI
climbing above 70 warns of a trend reversal if the RSI peaks below its pre-
vious high. This is called bearish divergence.

Resistance line A price level above which prices tend not to rise due to
selling pressure.

Retracement A price move in the opposite direction of a recent trend.
Round turn See “Commission.”

Runaway gap A gap in prices after a trend has begun that signals the
halfway point of a market move.

Scalp To trade for small gains. Scalping usually involves initiating and
closing a position quickly, sometimes within just a few minutes or less.

Seasonality and cyclicality Most indexes and futures have their own
personalities. Some tend to repeat certain patterns and others act errati-
cally. Seasonality occurs in both indexes and futures. There is usually a
Christmas rally, and markets are generally expected to rise into holidays.
Indexes often rally into option-expiration deadlines on Fridays. The Mon-
day after such expirations, the market usually goes in the opposite direc-
tion. Toy stocks rally from July to November. Heating oil prices rise as
winter approaches, unleaded gas rises as summer approaches, and frozen
orange juice rallies as winter approaches. These are things that occur a
high percentage of the time, though not always.

Selective hedger A person who hedges only when prices appear likely
to move against him or her.

Selling climax An extraordinarily high volume occurring suddenly in a
downtrend signaling the end of the trend.

Serial options Options for months for which there are no futures con-
tracts. The underlying futures contract for a serial option month would be
the next nearby futures contract.

Settlement price A figure determined by the closing range that is used
to calculate gains and losses in futures market accounts, performance
bond calls, and invoice prices for deliveries.

Short One who has sold a futures contract to establish a market position
and who has not yet closed out this position through an offsetting proce-
dure. The opposite of long.

Short cash Describes a trader who needs and plans to buy a commodity.
Short hedge The sale of a futures contract in anticipation of a later cash
market sale. Used to eliminate or lessen the possible decline in value of
ownership of an approximately equal amount of the cash financial instru-
ment or physical commodity.
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Sideways trend Seen in a bar chart when prices tend not to go above or
below a certain range of levels.

Speculator One who attempts to anticipate price changes and through
buying and selling stocks, futures, or options aims to make profits. A spec-
ulator does not use the market in connection with the production, process-
ing, marketing, or handling of a product.

Spot Price See “Cash price.”

Spread The price difference between two contracts. Holding a long and
a short position in two related futures or options on futures contracts, with
the objective of profiting from a changing price relationship.

Spread order An order that indicates the purchase and sale of futures
contracts simultaneously.

Spread trade The simultaneous purchase and sale of futures contracts
for the same commodity or instrument for delivery in different months or
in different but related markets. A spreader is not concerned with the di-
rection in which the market moves, but only with the difference between
the prices of each contract.

Stochastic Indicator Like the Relative Strength Index (RSI), a stochas-
tic is an oscillator used to judge price momentum. Stochastics are a popu-
lar technical tool.

Stop close only order A stop order that is executed only during the clos-
ing range of the trading session.

Stop-limit Similar to a stop-loss order, except that your order is exe-
cuted as a limit order when the specified price is touched. If a stock is trad-
ing at 110 and you want to buy it if and when it touches 110.70, a 110.70
buy-stop limit would require your broker to bid 110.70 for the stock or fu-
tures contract if that price is touched. If it touches 110.70 but keeps going
higher, your order might not get filled.

Stop-limits and certain other types of special orders are “not held,”
meaning that your broker can use discretion in exercising them and is not
responsible for failing to execute the order as given.

Stop-limit order An order that becomes a limit order only when the mar-
ket trades at a specified price.

Stop-Loss When purchasing or shorting a stock, option, or future, a stop-
loss is the price at which you will bail out of the position if you are wrong.
It is a strategy used to limit losses, and the order itself is executed as a mar-
ket order when your price is touched.

Stop order An order that becomes a market order only when the market
trades at a specified price.
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Stop with a price limil A stop order with a specified worst price at
which the order can be filled.

Straddle The purchase of a put and a call, in which the options have the
same expiration and same strike price, called a long straddle. Also, the sale
of both a put and a call in which the options have the same expiration and
same strike price, called a short straddle.

Strangle The purchase of a put and a call, in which the options have the
same expiration and the put strike is lower than the call strike, called a
long strangle. Also the sale of a put and a call, in which the options have
the same expiration and the put strike is lower than the call strike, called a
short strangle.

Strike price The price at which the option buyer may purchase or sell
the underlying futures contract on exercise. See “Exercise price.”

Supply The quantity of a commodity that producers are willing to pro-
vide to the market at a given price.

Symmetrical triangles A price formation that can either signal a rever-
sal or a continuation of price movement.

Synthetic call option A combination of a long futures contract and a
long put, called a synthetic long call. Also, a combination of a short futures
contract and a short put, called a synthetic short call.

Synthetic futures A combination of a put and a call with the same strike
price, in which both are bullish, called synthetic long futures. Also, a com-
bination of a put and a call with the same strike price, in which both are
bearish, called synthetic short futures.

Synthetic option A combination of a futures contract and an option, in
which one is bullish and one is bearish.

Synthetic put option A combination of a short futures contract and a
long call, called a synthetic long put. Also, a combination of a long futures
contract and a short call, called a synthetic short put.

Targel The price objective for a particular trade.

Technical analysis The study of historical price patterns to help forecast
futures prices.

Theta The derivative that measures how much an option will lose in
value due to the passage of time. Simply put, it measures time-decay. We
know options are wasting assets—they lose a little bit of time-value every
day (good for the option writer, bad for the buyer). Theta quantifies
how much an option will lose as each day passes. If a call option selling
for, say, 14.4, has a theta of 1.03, it means that by tomorrow, the call
will lose 1.03 points (assuming there are no changes in any other input)
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and will be worth only 13.37 points (14.4 — 1.03 = 13.37). Remember too,
that time decay is not linear. It accelerates as expiration draws closer. Put
another way: If there are 100 days until expiration and one day passes,
how much time premium has eroded? About %wm. Suppose there are 10
days to expiry and one day passes? In this case, /fun of the time has
eroded.

Tick A reference to a change in price, either up or down. See “Minimum
price fluctuation.”

Time value The portion of the option premium that is attributable to the
amount of time remaining until the expiration of the option contract. Time
value is whatever the option has in addition to its intrinsic value.

Trader A member of the exchange who buys and sells futures and op-
tions on the floor of the exchange.

Trailing stop When a position is established and is moving in the direc-
tion anticipated, a trailing stop is the price at which you will exit the posi-
tion in the event of a retracement against the trend. The stop “trails” the
price movement of the underlying vehicle, and its size can be adjusted ac-
cording to the risk requirements of the trader. The strategy is used to en-
sure a profitable exit on an adverse move while allowing you to participate
in further price movement with the trend.

Trend The general direction of the market.

Uptrend A price trend characterized by a series of higher highs and
higher lows.

Uptrend/Downtrend The direction in which a trading vehicle is moving.
There are trends within trends, and it is possible to trade an uptrend that
exists within a larger downtrend, or vice versa.

Vega Sometimes called zeta or kappa, vega is the amount by which an
option’s theoretical value can be expected to change, in theory, if volatility
changes by 1 percent. For example, assume a call with a 20 volatility has a
theoretical value of 14.4. Its vega is .72 points. If volatility were to advance
to 21 percent, the call would gain .72 points. Obviously, higher volatility
works against options writers and in favor of options buyers. If volatility
dropped from 20 percent to 19 percent, the call would lose .72 points. Vega
gives you an idea of how sensitive an option is to perceived changes in
market volatility.

Vertical spread The purchase of a call/put and the sale of a call/put,
where the options have the same expiration and different strike prices.

Volatility A annualized measure of the fluctuation in the price of a fu-
tures contract. Historical volatility is the actual measure of futures price
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movement from the past. Implied volatility is a measure of what the mar-
ket implies it is, as reflected in the option’s price.

Volume The amount of shares traded or number of transactions in futures
or options made during a specified period.

Window The price range within which a trading vehicle is to be bought or
sold, or within which you are anticipating a tradable high or low to form.

With discretion A discretionary note on an order telling the floor broker
to use his or her own discretion in filling the order.

Writer An individual who sells an option.
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About the DVD

INTRODUCTION

The associated DVD brings to life the content of the book in an exciting
easy-to-understand manner. Nassar shows how to use both fundamental
and technical analysis to identify companies that are suitable as trading
candidates. Then he shows how to monitor the company’s stock price,
identify an unfolding trade, and pinpoint the precise time to enter and
close a trade. Through live recordings of actual trades, viewers will under-
stand how to apply the concepts in the book and, equally important, to un-
derstand the emotions of entering, monitoring, and closing a trade. The
combination of the book and DVD will provide traders with the analytical
and mental tools necessary to trade profitably.

SYSTEM REQUIREMENTS

Operating System: Windows—2000/XP

CPU: Pentium 1Ghz or higher

RAM: 256MB

Resolution: 1024x768 (for optimal viewing set to this resolution)

Drive: DVD

Macromedia Flash Player

Recommended Ram: 512 MB

To take full advantage of the DVD, they should be connected to the Inter-
net also.

USING THE DVD WITH WINDOWS

To run the items from the DVD to your hard drive, follow these steps:

1. Insert the DVD into your computer’'s DVD-ROM drive.
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2. The DVD interface will appear. The interface provides a simple point-
and-click way to explore the contents of the DVD.

If the opening screen of the DVD does not appear automatically, follow
these steps to access the DVD:

1. Click the Start button on the left end of the taskbar and then choose
Run from the menu that pops up.

2. In the dialog box that appears, type d:\MW_dvd.exe. (If your DVD-
ROM drive is not drive d, fill in the appropriate letter in place of d.) This
brings up the DVD interface described in the preceding set of steps.

This DVD does not include content that will need to be installed to
your computer. The DVD contains content that will automatically launch
when inserted into your computer. The content includes supporting videos
and links to the MarketWise web site.

WHAT’S ON THE DVD

The following sections provide a summary of the materials you'll find on
the DVD.

Content

The DVD is a narration of market “structure” as seen through charts as
well as fundamentals. The author will narrate how the market can be ana-
lyzed by using tools to evaluate a company as a trading candidate through
both a fundamental and technical view. The author calls this form of analy-
sis, “foundational analysis,” a term he has coined in prior books. This
unique approach will be taught through the DVD and then demonstrated
through live recordings of actual trades. Therefore, we give both theory
and practice on the DVD which will parallel the course book.

Customer Care

If you have trouble with the DVD, please call the Wiley Product Technical
Support phone number at (800) 762-2974. Outside the United States, call
1(317) 572-3994. You can also contact Wiley Product Technical Support at
http://www.wiley.com/techsupport. John Wiley & Sons will provide
technical support only for installation and other general quality control
items. For technical support on the applications themselves, consult the
program’s vendor or author.

To place additional orders or to request information about other Wiley
products, please call (877) 762-2974.
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Accumulation (Stage 1), 22-25
Active traders, 69. See also
Trader(s)/trading
American options, 169
American Stock Exchange (AMEX),
145, 257
Analysis, fundamental versus
technical, 12-14. See also
Technical analysis
Archipelago Holdings Inc., 257
Arms, Richard W, Jr., 192
Arms Index (TRIN), 185, 192-196
chart, 196
formulas, 193-195
NYSE and Nasdaq, 193
using for confirmation, 195-196
using with contrarian approach, 195
Ascending triangle, 108-109
Assessments (MarketWise web site
resource), 229
Attitude (inner game), 4, 227-228

Backspreading, 164
Backup plan, 18
Bar charts, 7-9
Basing period, 100
Bear/bull battle (support and
resistance), 34
Bearish indications:
flags, 103
pennants, 105
Bear traps, 97-100
Bid volatility (Vbid), 181-182
Biotech stocks, 83
Blackjack professionals, 177-178

Box, shorting-against-the-, 132
Box (rectangle), 100-102
Breakouts, 41-42
Bull/bear battle (support and
resistance), 34

Bullish indications:

flags, 103

pennants, 104
Bull stock market (1990s), 1
Bull traps, 97-100
Buyers/sellers (support/resistance), 34
Buy to close, 151
Buy to open, 151

Candlestick charts, 9-12
CBOE. See Chicago Board Options
Exchange (CBOE)
Change, embracing, 6-7
Chaos theory, 197
Charts, 7-12, 85-111
interpreting, 92
moving averages (see also Moving
averages)
patterns, continuation, 100-111
flags and pennants, 100-111
rectangle (box), 100-102
triangles, 106-111
patterns, reversal, 92-100
bull and bear traps, 97-100
cup and handle formation, 97
head and shoulders chart
formation, 92-94
long base and saucer formations,
94
saucer bottoms and tops, 96-97
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Charts (Continued)
signaling directional changes, 85
time frames, 88-91
daily, 90
intraday, 90-91
sixty-minute, 91
ten-minute, 91
weekly, 89-90
types:
candlestick charts, 9-12
simple bar charts, 7-9
use of, 85, 228
variables, 7
Chicago Board of Trade (CBOT), 136,
141-142
Chicago Board Options Exchange
(CBOE), 177-178, 257
Chicago Mercantile Exchange (CME),
135, 136, 138, 201-202
Commodities, physical, 12-13
Commodity Futures Trading
Commission (CFTC), 142
Computerized trading platforms, 122
Confirmation tools:
TRIN for, 195-196
volume, 57
Confluence zones, trading, 213-218
Consolidating (neutral) trend, 41-42
Contingency-type orders, 179-180
Continuation patterns, 27, 100-111
flags and pennants, 100-111
bearish flags, 103
bearish pennant, 105
bullish flag, 103
bullish pennant, 104
characteristics shared by flags
and pennants, 104-105
rectangle (box), 100-102
basing period, 100
moving averages, 101
price objective, 101-102
time frame, 100-101
volume, 101
triangles, 105-111
ascending, 108-109
descending, 109-111
symmetrical, 106-108
Continuing education, MarketWise, 237
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Contrarian approach, using TRIN for,
195

Conversions, 147, 156-161

Craps, statistical edge in, 3—4

Credit agreements (margin accounts),
126

Cup and handle formation, 97

Curvature, measurement of, 164

Daily charts, 20, 90
Day traders:
myth that all active traders are, 69
real time access to information,
133-134
Day-trading tape resistance (shorting
opportunity), 115, 122-123
Decline (Stage 4), 29-34, 47
Delta, 161-162
flat, 162
hedge positions, 163
hedge ratio factor, 161
position, 161-162
Derivatives, 154. See also Options
Descending triangles, 109-111
Diamonds (DIA), 145
Directional changes, signaling, 85
Discipline, 70-71, 167-168
Discounting, 16-17
Distribution (Stage 3), 29, 50
Dow Jones Industrial Average, 138
Dow mini-contracts, 136, 141-142
Downtrends. See Trends

Earnings per share, 115-116
Economic reports, 82
Edge-building, 7, 180
Electronic communication networks
(ECNs), 133, 238
Electronic revolution in trading, 134
E-mini Nasdaq 100, 140-141
E-mini S&P 500 contract, 134-140
defined, 134
as hedge, 139
initial and maintenance margin
requirements, 136
pit-traded contracts versus, 137
pivot analysis and, 202, 205
price and percentage limits, 137-138
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settlement treatment, 136-137
single source liquidity, 138-139
specification, 135-136
swing trading with confluence
areas, 215-218
symbols, 134-136
tax advantages, 140
Emotions:
market psychology, 5-6
mastering inner game, 4, 227-228
pivot analysis and, 201
trading without, 6-7, 70, 71-73
Enron, 2
Equity:
excess (margin accounts), 128-129
options, 150
stops based on percentage of equity
in account, 75
European options, 150
Evaluating trades, 222
Excess equity (margin accounts),
128-129
Exchange(s). See also specific
exchanges:
contact information, 257
floor specialists, 178
information about, 257-258
rules governing short selling, 121
Exchange-traded funds (ETFSs),
145-146. See also QQQQs
Expectionary theory reference table, 3
Expiration days, options, 83
Exponential moving average (EMA),
59. See also Moving averages

Fair value:
calculation of, 144-145, 179
fair premium value, 143
predicting the opening, 144
program trading and, 142-143
Federal Drug Administration (FDA),
83
Federal Reserve Board’s Regulation T,
125-126
Fibonacci retracements, 185, 196-200,
213
Filer, Herbert (Understanding the Put
and Call Options), 148
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Fixed-dollar-amount stops, 75
Flags and pennants, 102-105
bearish flags, 103
bearish pennants, 105
bullish flags, 103
bullish pennants, 104
characteristics shared by flags and
pennants, 104-105
Foundational analysis, 5-68, 235
charts, 7-12 (see also Charts)
emotions as trader’s worst enemy,
6-7
fundamental versus technical
analysis, 12-14 (see also
Technical analysis)
key variables (price, time, velocity,
volume), 6
MarketWise web site resources,
235
moving averages, 58-68 (see also
Moving averages)
physical commodities, 12-13
stock price movement (see Four-
stage theory, stock price
movement)
support and resistance, 3442 (see
also Support and resistance)
trends, 43-50 (see also Trends)
volume (see Volume)
Four-stage theory, stock price
movement, 19-34
overview diagram, 19
Stage 1: accumulation, 22-25
Stage 2: markup, 25-27
Stage 3: distribution, 29
Stage 4: decline, 29-34
time frames and, 19-22
trend identification and, 86-88
Frontspreading, 164
Fundamental versus technical
analysis, 12-14. See also Technical
analysis
Futures trading vehicles, 133-166
Chicago Board of Trade mini-DOW
futures, 141-142
E-mini Nasdaq 100, 140-141
E-mini S&P 500 contract, 134-140,
146
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Futures trading vehicles (Continued)
exchange-traded funds (ETFs),
145-146 (see also QRAQS)
and fair value:
calculating, 144-145, 179
fair premium value, 143
predicting the opening, 144
program trading and, 142-143
marking to market, 129, 136
options (see Options)
regulation, 142

Gamma, 162-164
long/positive, 164
position, 164
short/negative, 164
Gap openings, 116-117
GLOBEX, 138, 153
Goals, personal trading (sample
statements to help clarify), 221
Greeks, 161-165
delta, 161-162
flat, 162
hedge positions, 163
hedge ratio factor, 161
position, 161-162
gamma, 162-164
long/positive, 164
position, 164
short/negative, 164
omega, 164
vega, 164-165

Handle. See Cup and handle formation

Head and shoulders chart formation,
92-94

Hedge, E-mini S&P 500 as, 139

Hedge funds, making money in
multiple directions, 2

Hedge ratio factor, 161

Holland tulip traders, 147

Homma, Munehisa, 9-10

Hypothecation agreements, 126

Indicators. See Technical indicators/
oscillators

Information, market, 5, 6

Inner game, mastering, 4, 227-228
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Innerworth, MarketWise, 234
Intermediate-term bias, 213
International Securities Exchange, 258
In-the-money (ITM), 150, 151

Intraday charts, 9, 90-91

Inverted cup and handle, 97

Investing versus trading, 13
Investment Securities Act (1934), 148

Journal/log, 222-225

Lane, George, 186
Leverage, and omega, 164
Liquidations, forced, 127
Liquidity:
single source, 138-139
thick/thin stocks, 52-53
Loaded spring, 115, 118-122
computerized trading platforms, 122
entry, 119-120
exchange rules governing short
selling, 121
Nasdagq short sale rules, 121
risk elasticity, 120, 121
sell-order tickets, 122
short scalping, 122
strategy, 118-122
what to look for, 119
Loan consent agreements, 126
Log, trading, 222-225
Long base and saucer formations,
94-96
Long call, 155
Long put, 155-156
Long stock, 154

Maintenance calls, 129, 131
Maintenance requirements, 129, 136
Malkiel, Burton, 18
Margin accounts, 125-132
credit agreements, 126
excess equity, 128-129
Federal Reserve Board’s Regulation
T, 125-126
forced liquidation rules, 127
hypothecation agreements, 126
loan consent agreements, 126
maintenance calls, 129
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marginable securities, 127
market value, change in, 129-130
opening, 126-127
requirements, 127-132, 136
shorting-against-the-box, 132
short sales, 130-131
Marked-to-market, 129, 135
Market:
information (“food”), 5
predispositions, 2
psychology of, 1-2, 5
simplicity of, 5-6
Market makers, 123-124, 178
Market value, change in, 129-130
MarketWise, 233-238
Assessments, 229
continuing education, 237
courses/seminars, online, 235, 236
ECNs, 238
foundational analysis, 235
Innerworth, 234
intraday market information,
236-237
live online events, 236
reference material, 237
resources, 229, 235-236
risk-reward ratio, 73
Sectors and Stocks guide, 238
Tax Center, 238
Trader Personality Inventory (TPI),
229-230
trading methods for profiting from
any market setting, 3
Trading Plan section, 238
web site home page, 234
Wise Idea Newsletter, 236237
MarketWise Profiler, 168177
Current Orders, 171-172
entry, 172
if open, 172
quantity, 171
stop loss, 172
symbol, 171
target, 172
customized scanning, 25, 27
examples, 26, 28, 31, 33
moving averages, 90
stages/substages, 24-25, 90

265

subscription, 235
systems trading, 170-177
time frame, 20
Trade Planner, 71-72, 77-79
trading strategies, 168-177
trend following as basis of, 168-169
Markup (Stage 2), 25-27, 44-47
McMillan, Larry, 182
Method actors, 4
Mind-set (inner game), 4, 227-228
Momentum trading, 224
Money:
high risk, 220
in-the-money (ITM), 150, 151
management, 210-211, 223
out-of-the-money (OTM), 150, 151
“scared,” 4, 71
Moving averages, 58—68
daily charts, number of days, 90
exponential moving average (EMA),
59
rectangle, 101
short-term/longer-term, 24
simple moving average (SMA), 59

NASD:
margin requirements, 129
minimum deposit on short sales, 131
Nasdaq:
E-mini Nasdaq 100, 140-141
QQQQs, 146
short sale rules, 121, 131
TRIN, 193
National Futures Association, 142
NDX Index. See Nasdaq
Neutral trend (consolidating), 41-42
News:
good, and gap openings, 115,
116-117
trading with, 81-83
Newton’s First Law of Motion, 17
New York Stock Exchange (NYSE):
history, 147
maintenance requirements, 129
trading halts, 138
TRIN, 193
No stock (options), 154
NQ contract (E-mini Nasdaq), 140-141
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Obligations, rights versus (options),
151-152
Off-floor traders, 206
Omega, 164
O’'Neil, William (Investors Business
Daily), 97
Online courses, 235
Online events, 236
Online trading. See E-mini Nasdaq 100;
E-mini S&P 500 contract
Opening, predicting, 144
Opening/closing transactions, 152
Opening rotation, 153-154
Open interest, 152—-153
Options, 146-165, 177-183
American, 150
buy to close, 151
buy to open, 151
cheap, 179
conversions, reversals, and
synthetics, 156-161
entry, four basic ways, 151
equity, 150
European, 150
expiration days, 83
Greeks, 161-165
history, 147-148
in-the-money (ITM), 150, 151
opening/closing transactions, 152
opening rotation, 153-154
open interest, 152153
out-of-the-money (OTM), 150, 151
positions:
long call, 155, 163
long put, 155-156, 163
long stock, 154, 163
no stock, 154
short call, 155, 163
short put, 156, 163
short stock, 154, 155, 163
pricing, 149-150
puts/calls, 148, 177-183
regulation, 148
rights versus obligations, 151-152
sell to close, 151
sell to open, 151
settlement, 151
shares per option, 148-149
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standardized contracts, 148
symbology, 150-151
synthetics, 156-161
trading strategy, put/call, 177-183
Options Clearing Corporation (OCC),
148-149, 153, 258
Option valuation calculators, 182
Oscillators. See Technical
indicators/oscillators
Out-of-the-money (OTM), 150, 151

Pacific Exchange (PCX), 257
Paper loss, 114
Paper trading, 209-210
Patterns:
continuation, 100-111
flags and pennants, 100-111
rectangle (box), 100-102
triangles, 106-111
interpreting, 92
reversal, 92-100
bull and bear traps, 97-100
cup and handle formation, 97
head and shoulders chart
formation, 92-94
long base and saucer formations,
94
saucer bottoms and tops, 96-97
Pennants. See Flags and pennants
Percentage limits, 137-138
Percentage stops, 75, 79-80
Perception of value, 17
Personality traits, and time frames,
88-89
Personal motivational analysis, 4
Personal trading goals (sample
statements to help clarify), 221
Pharmaceutical stocks, 83
Philadelphia Stock Exchange (PHLX),
257
Physical commodities, 12-13
Pisano, Leonardo (Fibonacci),
196-200, 213
Pit-traded contracts versus E-minis,
137
Pivot analysis, 201-218
in action, 203-205
calculating pivots, 204-205
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choosing the right data for
calculations, 205
archiving pivotal levels, 208-209
area between R1 and S1, 205-207
confluence zones, trading, 213-215
illustrating pivot lines on RealTick,
207
lining up levels on multiple time
frames, 211-212
paper trading, 209-210
pivot formula, 202-203
psychology, 209-210
RealTick, showing pivot lines on,
207
strategy and money management,
210-211
swing trading with confluence
areas, 215-218
timeframes, psychological
importance, 212
Planning, 73-74, 219-226
Plus tick, 121
Premium risk, 179
Price:
charts (see Charts)
key variable, 6
limits, E-minis, 137-138
movement (see Four-stage theory,
stock price movement; Trends)
percentage stops, 75, 79-80
Price/earnings ratio imbalance,
115-116
Pricing options, 149-150
Probability theory, 2
Profiler. See MarketWise Profiler
Profit management, 222
Profit objectives, 222
Protective stops. See Stops
Psychology:
market, 5-6
mastering inner game, 4, 227-228
pivotal, 209-210
trading without emotion, 6-7, 70,
71-73
Pullbacks, 51
Put/call strategy, 177-183. See also
Options
cheap options, 179
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contingency-type orders, 179
edge-building tactics, 179
fair value calculation, 179

QQQQs, 70, 140, 146

Random Walk Theory, 18
RealTick Software Platform:
commonly used trading systems, 16
daily charts (trading history), 90
E-mini symbols, 135, 141
pivot lines, 207
risk management, 80-81
trailing stop orders, 75, 80-81
Turbo Options, 180, 181
volume, overlaying with moving
average, 51-52
Rectangle (box), 100-102
Reference material, MarketWise, 237
Regulation, futures trading, 142
Relative Strength Index (RSI), 185,
190-192
Resistance. See also Support and
resistance:
becoming support, 37-38
failures (shorting opportunity), 115
levels, and stop-loss orders, 75
Resources, MarketWise, 235-236
Reversal(s), and conversions and
synthetics, 156-161
Reversal patterns, 92-100
bull and bear traps, 97-100
cup and handle formation, 97
head and shoulders chart formation,
92-94
long base and saucer formations, 94
saucer bottoms and tops, 96-97, 98
Rights versus obligations, 151-152
Risk(s):
elasticity, 120
premium, 181
Risk management, 69-84
discipline as key, 70-71
goal of trading without emotion,
71-73
mistakes to avoid:
temptation to win it all back, 80
trading with scared money, 71



268

Risk management (Continued)
news, trading with, 81-83
RealTick, 80-81
risk-reward ratio, 21, 73-74, 223
share size and, 83-84
stops, 75-81 (see also Stops)
Trade Evaluator, Terra Nova

Trading, 71, 72, 135
trading plan, 73-74

Sage, Russell, 147-148
Saucer bottoms and tops, 96-98
Scalp trade, 69, 73, 122, 223
“Scared money,” 4, 71
Sectors and Stocks guide, MarketWise,
238
Securities and Exchange Commission
(SEQ), 122, 142, 148
Securities Exchange (ISE), 179
Self-correction, fundamental analysis
versus technical analysis, 14
Self-discovery, 4
Selling short. See Short selling
Sell-order tickets, 122
Sell to close, 151
Sell to open, 151
Seminars, online (MarketWise),
236
Settlement:
E-minis, 136-137
options, 151
Share size and risk management,
83-84
Shares per option, 148-149
Short call, 155
Shorting-against-the-box, 132
Short put, 156
Short selling, 113-132
caution, 114
day-trading tape resistance, 115,
122-123
defined, 113
gap openings, 115, 116-117
loaded spring, 115, 118-122
computerized trading platforms,
122
entry, 119-120
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exchange rules governing short
selling, 121
Nasdaq short sale rules, 121
risk elasticity, 120, 121
sell-order tickets, 122
short scalping, 122
strategy, 118-122
what to look for, 119
margin accounts:
calculating initial requirements,
127-128
calculating maintenance
requirements, 129
change in market value, 129-130
credit agreements, 126
excess equity, 128-129
Federal Reserve Board’s
Regulation T, 125-126
forced liquidations, 127
hypothecation agreements, 126
loan consent agreements, 126
maintenance calls, 129, 131
marginable securities, 127
margin requirements, 130-131
opening, 126-127
shorting-against-the-box, 132
opportunities for, 115
option positions, 154, 155
paper loss, 114
price/earnings ratio imbalance,
115-116
resistance failures, 115
short squeeze, 29, 99-100, 115,
123-125
what stocks can you short, 125
Shoulders. See Head and shoulders
chart formation
Sideways trends, chart, 88
Simple moving average (SMA), 59. See
also Moving averages
Simplicity of stock market, 5-6
Sixty-minute charts, 91
South Sea Company, 147
Spiders/SPY, 140, 145, 146
Squeeze, short, 29, 99-100, 115, 123-125
Stages. See Four-stage theory, stock
price movement
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Standardized contracts, 148. See also
Options
Statistical edge, 3—4
Stochastics, 185, 186-190
Stock(s):
biotech, 83
charged, 116
long, 154, 163
pharmaceutical, 83
price movement, four-stage theory,
19-34
Stage 1: accumulation, 22-25
Stage 2: markup, 25-27
Stage 3: distribution, 29
Stage 4: decline, 29-34
Sectors and Stocks guide, 238
short, 125, 154, 155, 163 (see also
Short selling)
thin, 52
Stock market:
information (“food”), 5
predispositions, 2
psychology of, 1-2, 5
simplicity of, 5-6
Stops, 14, 75-81
equity, percentage of, 75
fixed dollar amount, 75
guidelines, 75-76
pivot analysis, and risk control, 210
price, 14
price, percentage of, 75, 79-80
Profiler, 172
RealTick, trailing stop order option,
80-81
technical (support/resistance levels
designated by price or key
moving averages), 75
time, 75, 80
time frames and, 76-79
Substages, 24-25
Supply-and-demand data, physical
commodities, 12—-13
Support and resistance, 34-42
definitions, 34-36
more often tested, more likely that

level is to fail to hold back price

movement, 38-40
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neutral trends, 41-42
pivot analysis, 201, 205, 217
resistance becoming support,
37-38
shorting opportunity (resistance
failures), 115
stop-loss orders and, 75
support becoming resistance, 36-37
Swing points, accurate identification
of, 179
Swing trading:
chart review, 224
with confluence areas, 215-218
Symmetrical triangles, 106-108
Synthetics, 156-161

Takeovers, hostile, 154
Tax advantages with the E-mini, 140
Tax Center, MarketWise, 238
Technical analysis, 12-19
defined, 14-19
four principles, 16-18
always having backup plan, 18
history repeating itself, 17-18
market action discounting
everything, 16-17
prices moving in trends, 17
versus fundamental analysis,
12-14
no foolproof system, 16
well-known studies, 15
Technical indicators/oscillators,
185-200
Arms Index (TRIN), 185, 192-196
Fibonacci retracements, 185,
196-200, 213
Relative Strength Index (RSI), 185,
190-192
stochastics, 185
tools, 228
Ten-minute charts, 21, 91
Terra Nova Trading:
margin directives, 135
Trade Evaluator, 71, 72, 135
trading hours, 140
Theta, 165
Thick/thin stocks, 52-53
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Time:
decay, eroding options value (theta),
165
key variable, 6
stops, 75, 80
Time commitment (full or part-time
trading), 219-220
Time frames, trading, 19-22, 88-91
consistency in, importance of, 19-20
daily charts, 20, 90
intraday charts, 90-91
objectives and, 88-89
personality traits and, 88-89
protective stops and, 76-79
psychological importance of, 212
risk-reward ratio and, 73
sixty-minute charts, 20, 21, 91
ten-minute charts, 21, 91
weekly charts, 89-90
Trade Evaluator (Terra Nova Trading),
71,72, 135
Trader(s)/trading:
characteristics of perfect vehicle,
134
chart review, 223 (see also Charts)
discipline, 70-71, 167-168
edge-building, 7, 179
electronic revolution, 134
entry, 85
evaluating all trades, 222
fundamental analysis versus
technical analysis, 12-14
funding with “high risk” money,
220
versus investing, 13
journal/log, 222-225
as marathon versus sprint, 4
money management, 210-211, 223
natural talent, 233
outcomes (five) possible for any
trade, 14
personal goals, sample statements to
help clarify, 221
planning, 73-74, 219-226, 238
professionals, 2-3, 228-229
profitable, 227-232
profit management/objectives, 222
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roles (planner/executor), 221
rules for success, 230-231
short-term thinking, 13
style, 220-221, 223
technical analysis and, 14 (see also
Technical analysis; Technical
indicators/oscillators)
vehicles (see Futures trading
vehicles)
Trader Personality Inventory (TPI),
229-230
Trading Plan, MarketWise, 238
Trading strategies, 167-183
discipline, 167-168
put/call, 177-183
cheap options, 179
contingency-type orders, 179
edge-building tactics, 179
fair value calculation, 179
trend following with MarketWise
Profiler, 168-177
Trailing stops. See Stops
Traps, bull and bear, 97-100
Trends, 17, 43-50
downtrends, 47-50, 87
following, as basis of Profiler,
168-177
neutral/consolidating, 41-42
sideways, 88
support/resistance and, 41-42
trading with, 87-88
uptrends, 44, 86
Triangles, 105-111
ascending, 108-109
descending, 109-111
symmetrical, 120-122
TRIN (Trading Index; Arms Index),
185, 192-196
chart, 196
formulas, 193-195
NYSE and Nasdaq, 193
using for confirmation, 195-196
using with contrarian approach,
195
Triple Witching Days, 83

Uptrends. See Trends
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Vega, 164-165
Vehicles, trading. See Futures trading
vehicles
Velocity, 6
Volatility:
bid (Vbid), 181-182
measurement of change in (vega),
164-165
option, 181-182
Volume, 6, 51-58
as confirmation tool, 57
large volume breakouts/
breakdowns, 54
moving average of, 51, 55 (see also
Moving averages)
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relative, 51, 56-58
thin/thick stocks, 52, 53

Watch list, 90

Web site, Marketwise, 229, 234

Weekly charts, 89-90

Whipsaw action, 14

Wise-Ex (MarketWise), 237

Wise Idea Newsletter (MarketWise),
236-237

YM contracts, 141-142

Zero-plus tick, 121



For more information about the
DVD-ROM, see page 259.

CUSTOMER NOTE: IF THIS BOOK IS ACCOMPANIED BY SOFT-
WARE, PLEASE READ THE FOLLOWING BEFORE OPENING
THE PACKAGE.

This software contains files to help you utilize the models described in
the accompanying book. By opening the package, you are agreeing to be
bound by the following agreement:

This software product is protected by copyright and all rights are re-
served by the author, John Wiley & Sons, Inc., or their licensors. You are
licensed to use this software on a single computer. Copying the software
to another medium or format for use on a single computer does not vio-
late the U.S. Copyright Law. Copying the software for any other purpose
is a violation of the U.S. Copyright Law.

This software product is sold as is without warranty of any kind,
either express or implied, including but not limited to the implied war-
ranty of merchantability and fitness for a particular purpose. Neither
Wiley nor its dealers or distributors assumes any liability for any alleged
or actual damages arising from the use of or the inability to use this soft-
ware. (Some states do not allow the exclusion of implied warranties, so
the exclusion may not apply to you.)

WILEY



