THE ALLIGATOR

OUR COMPASS AND ODDS MAKER

One of the keys to profitable trading is to take only those trades with the most potential and stay out of situations where there is marginal potential. My trading group has completed fifteen years of intensive research into applying the new Science of Chaos, along with quantum physics, holography, cybernetics, nonlinear dynamics, information theory, and fractal geometry, to the world of stock and commodity trading. When this research started, we were using super computers. Through a process of literally millions of iterations, we devised a process that will work on ordinary personal computers. The Alligator is basically a compass to keep you trading in the appropriate direction no matter which way the immediate price is moving. The Alligator is a personification of this process and influences every signal in my trading group's arsenal. We will demonstrate both the setup and how to use this valuable tool while trading. In this chapter, we will describe the Alligator, what it does, how to construct it, and how to trade it. 

TRADERS' BI6GEST PROBLEM

Trading is likely the most exciting way to make a living and/or accumulate a fortune. You are your own boss and your own worst enemy. You alone must deal with the frustration of your own choices. If you lose, there is no one else to blame. You made the losing decision, even if that decision was to let someone else make your decisions or to follow someone else's approach. On the other hand, if you win, you don't have to say "Thank you" to anyone. You are not obliged to anyone but yourself. There is no politics nor anyone to whom you must cater. You are truly "sliding down the razor blade of life." But here is the problem. Most of the time, the market goes nowhere. Only 15 to 30 percent of the time does the market trend, and traders who are not on the floor make nearly all of their profits in a trending market. My grandfather used to say, "Even a blind chicken will find an ear of corn every now and then." We call trending trades "blind-chicken trades" because all you have to do is "be there." Through the years, we have developed an indicator that helps keep our powder dry until we can get into one of those "blind chicken trades." Figure 3—1 shows typical "generic" market action in both stocks and commodities. The typical market spends from 70 to 86 percent of its life going nowhere. In that portion of market action, most traders lose. About the only ones making profit in those times are traders on the floor and specialists in the stock markets. The most crucial point in Figure 3-1 is at the last low point, just before the large move upward. 

• An integrated ap~roach to monitoring the market's momentum

• ~ gimple indicator to trade onl~ with the current trend

• A protection device to not lose money during bracketed

Figure 3-2 What is the ALLigator?

The Profitunity techniques, including the five magic bullets, are the best yet in finding this ideal starting point for trading. Here is our problem: we don't want to spend our time entering and exiting a market that is going nowhere. If the market is going nowhere, then opportunity is NO-WHERE. We want to change that to opportunity is NOW-HERE. Our technique for moving that hyphen over one letter is the Alligator. The Alligator will help us to get in on a real trend and stay out of most range-bound trading that eats away at our profits. Let's look at exactly what the Alligator is (Figure 3-2). Later, we will examine the Alligator's behavior patterns. 

WHAT IS THE ALLIGATOR?

Basically, the Alligator is a combination of Balance Lines using fractal geometry and nonlinear dynamics. The Blue line (Alligator's Jaw) on Figure 3-3 is the Balance Line for the time frame that the chart is showing. The Red line (Alligator's Teeth) is the Balance Line for one significant time frame lower. The Green line (Alligator's Lips) is a Balance Line for one more significant time frame lower. The Alligator's Lips, Teeth, and Jaws show the interaction of the various time frames. Because markets trend only about 15 to 30 percent of the time, we want to go with the trends and stay out of the bracketed or range-bound markets. We have found the Alligator an excellent guide. When all three lines are intertwined (see Figure 3-3), Line (the Alligator's Jaw). We take that fractal as our first entry and then add on aggressively in that direction for any of the five dimensional signals, including the zone trades. We place our first Stop to Exit (not a SAR—Stop and Reverse) just inside the Alligator's Teeth (Red line) on a Stop Close Only order for the dailies and Stop Close Only for the close of the bar on any other time frame. If the market goes our way, we trail a stop after we have had five consecutive bars of the same color. This technique is covered in Chapter Seven. 

Figure 3-3 AlLigator Anatomy 101.

the Alligator is sleeping and the market is range-bound. The market is taking back what we gained during the last trend move.     The purposes of the Alligator are to:

1. Provide an integrated approach to monitoring the market's momentum. 

2. Provide a simple indicator for when to trade only with the current trend. 

3. Create a protection device so as to not lose money during a bracketed, range-bound market. 

Here is our basic strategy: we want to wait for the trend to prove itself by giving us a fractal that is above/below the Alligator's mouth (the fractal signal will be explained in the next chapter). Ideally, but not always, all five highs (or lows, in a down move) should be on the same side (higher for buys and lower for sells) of the Blue Balance A full explanation of the Balance Line—what it means and how to use it—will be presented in Chapter 8. Basically, the Blue Balance Line is where the price would be if there were no new incoming information. The original calculations for this Balance Line were done mathematically using a super mainframe computer. It is constructed by plotting a 13-bar smoothed moving average that is offset 8 bars into the future. Again, we refer to this as the Jaw of the Alligator. The Teeth of the Alligator is the Balance Line of one significant time frame lower. The computer figures the exact time frame (roughly, about a five-to-one ratio). If the Blue line is on the dailies, the Red line (Teeth) is roughly on an hourly basis. The Red line is constructed using an 8-bar smoothed moving average that is offset 5 bars into the future. The Green line (Alligator's Lips) is another significantly lower time frame. It is constructed using a 5-bar smoothed moving average that is offset 3 bars into the future.     Therefore our construction is as follows (Figure 3—4):

Blue line—a 13-bar smoothed moving average offset 8 bars into the future. 

Red line—an 8-bar smoothed moving average offset 5 bars into the future. 

Green line—a 5-bar smoothed moving average offset 3 bars into the future. 

These averages are available on most retrieval machines and are also available on Investor's Dream, our proprietary software. The averages create three different Balance Line time frames on the same chart. 

THE ALLIGATOR ON THE PRICE CHART

Figure 3-5 is the same chart as Figure 3-3, but prices have been added. Notice that when the offset moving averages are intertwined, the Alligator is asleep, and the longer he sleeps the hungrier he gets. When he wakes up from a long sleep, he is very hungry and chases the price (Alligator food) much farther because it takes more prices to fill his stomach. Whenever the Alligator has had enough, he starts to close his mouth and loses interest in eating. (Eating here is signified by an open mouth; sleeping, by a closed or intertwining mouth.) This is the time you want to start taking profits from the trend move. Then you simply sit back, let the Alligator take a nap, and get back into this market when the Alligator starts to awaken. Figure 3-6 is a Coca-Cola stock chart. During August and early September, the only logical position was to be short this market. Notice that the mouth started to close in early September, telling us to take profit and wait to see whether the Alligator would take a nap. We have found that the Alligator technique gives us fewer losing trades and improves our win-lose ratio. It keeps us out of choppy markets and gets us into every significant trend. 

TRADING THE ALLIGATOR

Here is the strategy for trading the Alligator. When the Jaw, Teeth, and Lips are closing, close together, or intertwining, we know the Alligator is going to sleep or is already asleep. As he sleeps, his hunger increases. The longer he sleeps, the hungrier he is when he awakens. When he wakes up, the first thing he does is open his mouth and start to yawn. He then smells food, either bull meat or bear meat, and he starts chasing it. Normally, we stay out of the market while the Alligator is sleeping. We basically want to bet on either the bull or the bear— whichever the Alligator is chasing. For our first entry, we wait until there is a fractal outside the jaw. The fractal signal will be explained in Chapter Four. You can see it on Figure 3-7, at the first A just under the number 1 on the left side of the chart. This is the first fractal up. Notice that there are five more fractal buy signals that were hit later during this up trend. Figure 3-7 is for coffee. Figure 3-8 shows the same type of situation in a Dell Computer stock chart. Throughout this book, you will see both commodity and stock charts. There is no difference in trading strategy when you use the concepts from the Science of Chaos. 

ALLIGATOR BEHAVIOR

Our trading strategy is to not trade until the first fractal breakout outside the mouth. This entry will be fully explained in the next chapter. After the first fractal breakout has been triggered, we take any and every signal from all five dimensions in that direction. For example, if the price is above the Alligator's mouth, we would only take buy signals and would not go short. We would have profit-protecting stops trailing the up move. On the down side, we would only take sell signals below the Alligator's mouth and would only buy to exit a position, not to go long. Exit procedures are fully explained in Chapter Nine. It is just that simple. Above the mouth we only go long, and below the mouth we only go short. This guarantees that we will not be left out of any significant trend and our whiplashes will be kept at a minimum. Another simplification allowed by using these Balance Lines is that we can trade the Elliott Waves without the necessity for accurate counting. If the current price is outside the Alligator's mouth, we are in an impulsive wave of one degree or another. If the price is meandering around the Balance Lines, we are in a reactive wave of one degree or another. Figures 3-9 and 3-10 illustrate the power of using the Alligator for a compass and odds maker in trading both stocks and commodities. These unusually good examples demonstrate the power of this approach to gleaning profits from the markets. The ~wo Figures iiiustrate the power of combining aii five trading dimensions and using the Alligator as a compass. The Alligator clearly delineates which signals to take and which ones to leave alone. Figure 3-10 marks all the fractal, Awesome Oscillator (AO), Acceleration (AC), and Balance Line signals. You can see how the aggressive 

Figure 3-10 Trading alL five dimensions in 31/2 months in the S&P daiLies.

add-ons during a trend move give you an exponential profit curve. (AO and AC are explained in later chapters.) The coffee move (Figure 3-9), which covered less than two months, generated a profit of over $500,000 based on trading one contract for each signal. This five-dimensional strategy allows us to have the reachable profit goal of 3 to 5 times the trend move. In other words, if a trend is 200 points, our goal is to take 600 to 1,000 points from that move, based on trading one contract per signal. The S&P chart (Figure 3-10) shows the signals that would have been taken using the Alligator as the compass while trading just over three months of the S&P 500 on a daily chart with no intraday trades. Again, it should be pointed out that these are especially good results and using these techniques has proven to be consistently profitable. All these signals are easy to recognize and can be generated automatically using our software, which is available for use on most price formats. 

SUMMARY

This chapter introduced the idea of using the Alligator to sharpen up entries and exits and to cut down on whiplashes. What moves the commodity and stock markets are traders responding to new incoming information (Chaos). The Balance Line is where the market would be if there were no new incoming information. In other words, the markets only move when Chaos is present. If there is no Chaos (new incoming information) the markets would be static. Our job is to ferret out the characteristics of this new incoming information and to use it to our advantage while trading. In the next five chapters, we will examine each of the five dimensions of the market and how to trade them for profit. In Chapter Nine, we will use Chaos theory for squeezing the maximum amount of profit from each trade. At this point, you should thoroughly understand the workings of the Alligator and the three different Balance Lines. You should also understand how to determine when the Alligator is sleeping and when he is hunting. 

