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Preface

rading is all about making money. Technical trading uses chart pat-

terns, indicators, some simple math, and clear rules to make money.

There are many successful traders who use instinct, but I believe
they’'ve got a computer going inside their heads, looking for patterns and sig-
nals that tell them prices are going to surge ahead or stop and reverse. Expe-
rience teaches you what works and what doesn’t work.

In this course we're going to take some simple ideas and turn them into
successful trading. If you can’t turn an idea into profitable returns, then
you're wasting your time. Trading is really all about making money.

I was fortunate to have stumbled into this industry in 1970. As far as I
know, no one studies to be a trader—it just happens. You watch stock or gold
prices going up or down because of a series of front-page news events, and
somehow you decide that here is a profit opportunity. You open a brokerage
account and make a trade. Win or lose, you can’t stop. It can be the fastest
way to making or losing a fortune. When you start out, you have the over-
whelming feeling of participating in the ideal of Free Trade. You are making
the price and you are trying to beat the market—the collective action of all
the other buyers and sellers. It’s exhilarating.

When I was asked to teach a graduate course in technical analysis at
Baruch College in the spring of 2002, my first thought was, “Technical analy-
sis just isn’t enough.” The students need to come away with a skill that they
can use and build on in the future. We were still immersed in the Enron col-
lapse, and the press was exposing the conflicts of interest between the mar-
ket analysts and the investment banking departments inside the major
brokerage houses. All of a sudden, we couldn’t trust the information that was
basic to making a buy or sell decision.

Using technical analysis is an unbiased way of evaluating a stock, index,
or futures market. If the price is going down, it doesn’t matter if the analyst
is reporting that the company is undervalued, or that the pro forma perfor-
mance shows a potential profit in six months—the timing is not right to buy.
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However, technical analysis isn’t enough. It doesn’t tell you how to trade.
There is a big gap between analyzing the market and trading, and it is filled
with trading losses. How can you bridge that gap without making every mis-
take yourself? You can learn from someone with experience. Good advice
moves you along faster, but making mistakes yourself is an important and
unavoidable way to learn. This course is intended to do both—teach you
what works and give you a chance to make mistakes without costing you any-
thing. You'll find traditional instruction alternating with “words of wisdom,”
a series of trading games that I encourage you to play, and comments on what
is likely to go wrong when you trade. Those comments are the result of
reviewing the trading of other ambitious students. We can learn from their
mistakes in order to make fewer mistakes of our own.

I've been developing trading systems for 30 years, traded them myself,
and directed others while they were being traded. I've profited from their suc-
cesses and lost when they failed. By now I have a good understanding of
what works and what doesn’t work, and why. This course is an effort to pass
on that knowledge to you.

In case you're thinking that this is a magical method for profitable trad-
ing, you're wrong. There are no secrets in this course, just sensible methods
and hard work. You should be able to take what you learn and use it as a solid
foundation for moving forward, or you can trade successfully using only
what you learned in this course.

OTHER READING

This course is based on experience; however, there are other books that can be
used to expand each lesson. John Murphy’s Technical Analysis of the Finan-
cial Markets (New York Institute of Finance, 2000) is always a good place to
start. Jack Schwager’s Schwager on Futures: Techwical Analysis (Wiley, 1996)
covers charting step-by-step and adds another level of understanding. Perry
Kaufman’s Trading Systems and Methods, 3rd edition (Wiley 1998), my own
book, has much more extensive coverage and evaluation of trading techniques.
The last lesson in this course is based on a fine article by Ralph Acampora and
Rosemarie Pavlick, “A Dow Theory Update,” originally published in the MTA
Journal, January 1978, reprinted in the MTA Journal, Fall-Winter 2001.

PERRY J. KAUFMAN
Redding, Connecticut
May 2003
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CHAPTER 1

Timing IS
Everything

This course is about how to trade, not how to hold a position. It’s about being
on the right side of the hill. It will teach you when to buy, when to sell, and
how to take losses before they affect your net worth.

There are some basic market truths that everyone needs to know before
trading. One of the most important things to learn is that things change.
Because things change, you need to ground yourself with trading facts. After
all, you are going to be immersed in stock prices, interest rates, and the bar-
rage of information that floods the news. You will need to know some of the
terms used in trading and in analyzing price patterns. You'll also want to
know what works and what doesn’t work—mostly what works—and why.
For the answer to this last question, you will need to work your way through
the lessons. By the end of this course, you will understand why a technical
approach to trading makes sense.

THE MARKET CHANGES

The stock market is evolving. It is not the same as it was 10 years ago, or even
5 years ago. That's good news for those of you starting now because you
won't be burdened by unnecessary and incorrect ideas about the way the
market should act. Consider the obvious things that have changed:

¢ The equipment is faster.

¢ The people who are trading are more knowledgeable.

¢ More people are using the markets—there is more competition.
¢ Exchanges are becoming electronic.
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FIGURE 1.1a Unprecedented trends. S&P 500 trends 1993-1997. The mid-1990s had an
unprecedented bull market. Nearly any purchase was highly profitable. From 1995 through 1997
the S&P gained 50 percent.

e A lot of the order entry is computerized.

e Commissions are so low that they no longer force you to hold a trade for
a long time just to break even.

¢ Improved communications technology has caused globalization.

e New trading vehicles, such as trusts, Fed funds rates, single stock
futures, and derivatives have changed the way institutions and individu-
als use the markets

e Everyone reacts to news faster than ever before.

e We've discovered recently that the recommendations of stock analysts
often were biased.

How could prices move in the same way now, when the basic structure of the
market is in constant change?

The importance of these changes is that what was successful trading in
the past is unlikely to work as well today—if at all. During the 1990s we saw
an unprecedented bull market trend in stocks that stretched around most of
the world. That was followed by an equally dramatic, highly volatile drop in
prices and an erratic sideways price period. In Figure 1.1a, we see the S&P
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FIGURE 1.1b Unprecedented trends. Microsoft trends 1995-1997. Much like the S&P,
Microsoft moved steadily higher from 1995 through 1997, gaining 260 percent, a remarkable
86 percent per year.
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500 index from 1993 through 1997, and in Figure 1.1b, Microsoft from late
1995 through 1997. The trends are remarkable. During the last three years of
that period, the S&P 500 gained 50 percent, and Microsoft gained 260 percent.

We see how quickly these markets can change in Figure 1.2. The S&P
(Figure 2.1a) loses 50 percent of its value during 2000 and 2001, with very
sharp drops and mild rallies. Microsoft (Figure 1-2b) loses half of its value,
changing to an erratic, volatile sideways pattern before dropping half its
value in one month. As if global warming affected the markets, we are seeing
one extreme after another.

HOLDING ON FOR THE BIG PROFIT

Of course, you can still profit from a buy-and-hold approach, given enough
time. You also can profit from a sustained policy of the Federal Reserve to
lower interest rates and stimulate growth—a plan that can last two years or
more and create trends in everything from stocks to real estate and art. But when
you hold a position for a long time, you are exposed to more price fluctuations
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and more risk. With the exception of the mid-1990s, there haven’t been many
periods of high profitability for investors and long-term traders.

Beginning in 1999 anyone holding equity positions found out that the
stock market doesn’t just keep going up. It's been three years of downward,
sideways, and volatile price movement; trying to keep losses to a minimum
isn’t easy. Investors are now looking at the market with the eye of the trader,
trying to hold a position when it’s doing the right thing and getting out when
it’s not. There’s nothing wrong with that approach. In fact, there’s a lot that’s
right with it.

EXTRA BENEFITS OF TRADING

SPHUTAT-Daily 1200402002 C=917.58 -317 -0.34% 0=00 H=92525 L=909.51 w=017

When you actively trade a stock or a futures contract, you are not holding a
position all of the time. That’s very important because stocks spend a lot of
time doing nothing, or doing the wrong thing. To offset these sometimes
prolonged periods of aggravation or boredom, we get an occasional price
shock, such as September 11, 2001, the U.S. invasion of Kuwait, a presidential
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FIGURE 1.2a Changing markets. 2001 and 2002 show a completely different picture for
the S&P, dominated by volatile downward price moves and erratic sideways periods. Trading
techniques that worked for the strong trends in the mid-1990s do not work from 2000 to 2002.
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Timing Is Everything 5

election, or a surprise interest rate increase by the Federal Reserve. A price
shock causes an unpredictable, large jump in prices.

Note that the term unpredictable means that you can’t plan to make a
profit, no matter how clever you are. When you are always in the market, you
will always be tossed around by price shocks, most of them small, a few of
them very big. We're going to spend some time throughout this course look-
ing back at price shocks. They are the rare random events that cause the
greatest losses among traders. The longer you trade, the more you’ll see price
shocks. You don’t ever want to make the mistake of thinking that it was
skill that netted a big profit from a price shock. It was luck. Next time, or
the time after, you won’t be lucky. It's a 50-50 chance.

WHAT IS TECHNICAL TRADING?

Technical trading is the process of making trading decisions based on clear,
objective, predetermined rules. Those rules apply only to price data, volume,
and for futures markets, open interest. You could include other economic
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FIGURE 1.2b After its historic bull market, Microsoft’s price turned volatile and sideways
before dropping half its value in April 2000.
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6 A SHORT COURSE IN TECHNICAL TRADING

data, such as unemployment and the Consumer Price Index (CPI), but that’s
not necessary and we won't do it here. Besides, it’s not clear that using all
these facts will improve our profits.

The techniques used in technical trading include trendlines, moving aver-
ages, chart patterns, and a few indicators based on simple mathematical for-
mulas. None of it is complicated, but it takes practice to do it right.

Some people call this systematic trading. The way to be sure that the
indicators are done correctly is to enter them into a spreadsheet, or program
them into a software trading program that helps us get results quickly. Chart-
ing and pattern recognition remain special skills, but ones that are not very
difficult to master.

CHOOSING THE SYSTEMATIC WAY

It is not a choice between “which is better,” investing based on fundamentals
or technical trading. They are two very different methods chosen for com-
pletely different reasons.

The fundamental investor may be looking for a cheap price or good
value on a piece of merchandise with the idea of holding it until it returns to
value, or appreciates in value. You don’t want to overpay for real estate or
stocks because it cuts into your returns.

The systematic trader is foremost a trader. A trader doesn’t hold a posi-
tion based on value, but decides whether the price is relatively too high or
too low, whether it is in a long-term or short-term trend, extremely volatile
or quiet. For each of these technical qualities, the systematic trader has a
clear rule to follow. The rules are based on common sense and then tested
using historical data to be sure they actually work. We will learn how a
spreadsheet or special computer program may be used to validate the rules.
You will find that many of the rules that are based on charting methods have
been handed down from one generation to another.

TECHNICAL TRADING AND VALUE

A technical trader may also be influenced by fundamentals. A long-term
trend follower—one who buys a stock when the trend is rising—is really
tracking the increase in the value of the stock in an objective way. If Mrs.
Hathaway was long Cinergy (a public utility) in 1997 based on a 100-day
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Timing Is Everything 7

trend, she would be taking advantage of the Fed policy of lowering rates
even though the reason for rising prices might not be important to her, and
she may not have seen the close relationship between Cinergy’s stock price
and interest rates.

The fast systematic trader could even profit if the stock or futures mar-
ket were above value. He or she could be in a trade for a few hours or a few
days. The value of a stock isn’t very important for a fast trader, only its
volatility and short-term direction. Even when stocks were trending higher,
as they were in 1997, the impact of the long-term trend on a one-day trade
was very small. You could buy or sell and still return a profit. Value, or fun-
damental information, is of minor importance for short-term traders.

We choose systematic trading because

e [t provides discipline.

e We can backtest (check the rules using historic prices) to see if the
trades would have been profitable.

e We have confidence by knowing what results to expect both risk and
return.

e We can monitor current performance to decide if the method is still
working as we expected.

USING A METHOD WE UNDERSTAND

By using trading rules based on prices, we are going to avoid some important
problems. For example,

e We don’t know how to find out if a stock is undervalued. In fact, we're
not sure that the experts can find the right value. We've found out the
hard way that those who try to assess value may not have all the facts.

e We don't need to watch a stock price drop by 90 percent before being
told by an expert that its value has changed.

e We are concerned that news, opinions of others, or just a bad day can
change the opinion of a fundamental or value trader.

e We don’t know if using fundamentals can produce consistent profits.

We will let the market tell us that prices are rising or falling and not rely

on the advice of broker. A trend follower needs a Yogi Berra type of philoso-
phy: “It’s not going up until it's going up!”

www.fx1618.com
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Basic Questions You Must Always Ask

Whether you’re managing your own personal money or you’re a professional
money manager, you need to ask the same questions: Which method of trading
is more consistent? Which one has more integrity? Which one can be influenced
by outside factors? Which one can give you a fair assessment of expected returns
and risks? Which one is most likely to make money?

What’s the Downside to Technical Trading?

Every method has its problems. To use systematic trading, you also need to

know what can go wrong.

You can’t find a method that works.

You may take a position opposite to what is being said on CNBC.

It may seem stupid to take another long position after just posting two
losses in a row.

It started working great, but now something’s gone wrong.

The risk is too high.

Each one of these problems has a reasonable solution. The purpose of this
course is to show you some of the methods that are most likely to work, and

Why Technical Trading Works

Let’s be realistic. Not all trading systems work, but many systems do work. Those
are the ones based on a sound premise. Once you understand how to follow the
rules, systematic trading works because

It identifies price trends and patterns objectively and applies clear rules.
It will profit from a fundamental or seasonal trend—if one exists.

It controls losses using stops.

It takes profits, based on predefined values.

It easily allows diversification.

It can be adjusted to personalized risk levels.

It is not affected by news or opinion.

It generates profits when continuously applied over time.
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help you get comfortable with their good and bad parts. If you can’t find a
simple method that works, you won’t find a complicated one.

WHAT ARE THE OTHER GUYS DOING?

Let’s take a few minutes to look at how man.y fundamental traders decide on
what stock to buy, and when they will enter and exit the position.

How Do We Normally Decide to Buy a Stock?

¢ We make a qualitative decision: Is it a good company?

¢ Isit profitable? Has it paid dividends regularly? Is the stock rising? Does
it have a lot of debt? Is the P/E ratio high or low? In other words, is the
company a good value?

¢ Is the company healthy? Is it in good strong hands? Is the management
competent? Is there a large employee turnover? Are salaries reasonable?

¢ Isthe company likely to be competitive in the future?

¢ Add to these concerns some new questions, such as: Does the CEO have
a sensible exit package? Are there any accounting irregularities?

All of these questions and answers are important. They try to reach the vital
areas that determine whether a company is sound and likely to remain that
way. The problem is whether you can get answers to these questions, and
whether those answers are reliable. Even when they appear to be answered,
what is your level of confidence in a decision based on so many complex
issues?

Reliability of Information

Let’s look at the most outrageous event of the past 10 years—the collapse of
Enron. Briefly, Enron was a powerhouse in energy trading. It had assets in
the form of a pipeline, and a large trading “book” in electricity. It was thought
of as innovative and highly successful, a business model for the future. It was
a substantial component of the S&P.

We see now that much of that was done with mirrors. It appears that
Enron had off-balance-sheet deals that were not reflected in their numbers,
and the company was said to have generated artificial trades to make it
appear that their trading volume was higher. Enron closed out trades before
producing its monthly risk report, and then reset them the next day. The
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company did everything it could to inflate the Enron stock price and with
the apparent blessing of their accountants. With the full benefit of hindsight,
how reliable is the information that we use to base our value decisions?

Pro Forma Results—What Are They?

Amazon.com has made an art of publishing pro forma company perfor-
mance. What is that? It's not the net earnings of the company, or its prof-
itability. It’s a statement of “what company earnings would be if . . . ,” where
“if” can be

e Jfwe didn’t need to write off a one-time loss due to a mistake in starting
anew product

e Jfwe didn’t need to pay out debt that was obligated when we began the
company

e Jfwe didn't have to pay our employees a salary

The problem is that pro forma results can be anything, as long as you explain
what you've done. As remarkable as it seems, the stock price will rally after
good pro form results—why would a pro forma report be anything but good?

What Happens When Public Confidence Changes?

Returning to Enron, we need to remember how fast public confidence
eroded. In Figure 1.3 we see the stock quickly drop from $30 to nothing in the
final days, but Enron prices had peaked a year earlier. Even before the off-
balance-sheet transactions became public and problems became obvious,
prices had declined from $90 to $60. What is most upsetting is that the major
brokerage firms did not issue a sell signal until Enron was in the throws of
death, a decline of nearly 90 percent of the stock price.

How Would You Have Done?

Look at Figure 1.3 again. During all of 2000 and the first part of 2001, Enron
held above $60, peaking at $90. In early 2001 it dropped from about $70 to
$60, then to $50 within a few weeks. That was an unprecedented decline,
leaving prices well off the highs by 40 percent. Traditional thinking declares
a bear market when prices decline 20 percent. At least we need to recognize
that something has changed. Why would the price drop 40 percent unless
there was a problem?
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FIGURE 1.3 Was the fast collapse of Enron (ENE) the result of a sudden lack of con-
fidence by the public or insider selling in excess of $1 billion? Did you care about the insider
selling before the collapse? Did you think about it when accounting irregularities were announced?

HOW DO YOU DECIDE THAT YOU
SHOULD NO LONGER OWN THE STOCK?

The decision to sell a stock is at least as important as the one to buy. Ask
yourself

e What is the opposite of a buy decision when using only fundamental
information?

¢ How long does it take to realize that the quality is no longer there?

¢ How far down does a stock price need to fall from the highs before you
sell?

¢ One major retail broker waited until Cisco had declined 75 percent
before taking it off their hold list. What would you have done?

Do you remember that the public was told (on CNBC) that the major

houses had shifted from a buy recommendation to a neutral when Enron hit
$10? Let’s look at other examples to get an idea of some of the recent price
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FIGURE 1.4 Cisco’s clear bull market and subsequent dramatic drop is easy to see in
hindsight, but would you have closed out your long position at 60 when you still had a 300
percent profit in your original position?

patterns. If you were holding these stocks from 1997, consider whether you
could have made an objective decision to sell them before the major price
drop. If you did not actually get out while you still had profits, then you need
to learn some things about technical trading.

Cisco

Cisco (Figure 1.4) moved higher for three years, along with all of technology,
with very little retracement. At the beginning of 2000 it dropped more than
one-third in two weeks, a sign that something had dramatically changed.
Prices tried to rally, but by the third quarter of that year they began falling to
new lows. There was still a 300 percent profit in the original position. Would
you have gotten out?

General Electric

General Electric (GE), the flagship of the Dow, had a steadier rise and a less
volatile fall than Cisco (see Figure 1.5). You may have exited at $40, or even
$45, as prices fell, and then regretted that decision when prices moved back
over $50. General Electric certainly doesn’t look like Cisco, but a decline
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Timing Is Everything 13

from $60 to $30 is an unnecessarily large loss to absorb when you easily
could have done better.

American Airlines

It was not possible to be prepared for the price shock in American Airlines
that came in mid-1998 (see Figure 1.6), when price turned from a perfect bull
market to fall 35 percent in a few days. You might have been lucky when the
second shock hit, at the beginning of 2000, because prices were already head-
ing lower. You might even have escaped the third shock on September 11,
2001, because prices were still looking weak. The first shock should have
been a lesson in itself.

Amazon.com

Amazon is a remarkable investment story. We all believe in the future of the
Internet, and Amazon was up front taking advantage of that promise. However,
expectations and profits are different, and Amazon has not been able to
deliver quarterly profits. Instead, it feeds the hopes of the investors by releas-
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FIGURE 1.5 General Electric (GE), the flagship of the Dow, is down one-third from it’s
highs. Would you still be holding it? Would you have gotten out at $40 and then gotten back in at
$50 because it looked as though it was heading back up? If not, where would you get in again?
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FIGURE 1.6 American Airlines is different from the other examples because of a series
of price shocks. Would you have been on the correct side of the market? Would you be correct

next time?
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FIGURE 1.7 Amazon.com lost $50 million each quarter yet continued higher through
1999. It was the product of dreams. Fortunes were made and lost. Does the extreme volatility

in 1999 tell you anything?
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ing pro forma financial statements showing that profits are likely if every-
thing goes according to projections. So far, that hasn’t happened. We are
still hoping.

The volatility of Amazon (see Figure 1.7), much greater than many other
stocks, is based on overspeculation, constant promotion by the company,
and a lack of any basis for valuing the stock price. How do you price the
stock when the company posts a loss every quarter since inception?

IF YOU CAN’'T HELP LOOKING AT THE CHART PATTERNS
THEN YOU'RE GOING TO BE A GOOD TECHNICAL TRADER

It’s fun to look at chart patterns and trends and imagine what trades you
could have made. In technical trading we’re going to learn rules about price
patterns and apply them in the same way to all of the stock and futures mar-
kets. Before you move on to the next lesson and see these rules, think about
what you already know about price patterns.

Can You Apply the Same Buy-Sell Principles to All Stocks?

¢ Can you write down the rules you've used to buy and sell a stock, any
stock? Can you write down the rules for when you would have exited the
long positions in the previous stock charts? If so, you're a systematic
trader.

¢ When youlook at a chart, do you see it in terms of continuous price moves?
Do you look at the highs and lows of price swings? Do you draw conclu-
sions, make up rules, and imagine that you can capture large profits?

Looking at a historic chart is frustrating and deceiving. It makes you
think that you could have profited from the price moves. It’s much harder
when you can’t see the future. However, high-tech display equipment lets
you see the past price movement of any stock. It has brought many new
traders to the table who think they can profit from future price moves
because they can see the past.

THE IMPORTANCE OF TIMING

A few thoughts about timing are important before we move forward. We
would like to think that we can profit from the news if we act faster than
others. It’s not true.
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16 A SHORT COURSE IN TECHNICAL TRADING

The market moves on anticipation. “Buy the rumor, sell the fact.” If you
bought on every piece of good news published in the Wall Street Journal,
you would be broke.

The market responds to the difference between the actual news and what
was expected. The unemployment rate could have dropped 0.2 percent,
and the market falls because it expected a drop of 0.4 percent.

Action does not always mean immediate reaction. When did the Fed start
lowering interest rates? When did the market start to respond? In the
case of interest rates, it always takes more than one move by the Fed
before you see a reaction in the economy.

EVOLVING MARKETS

The market is dynamic. It is not the same as it was, yet it is driven by the
same underlying economic forces.

What Has Changed?

The equipment has changed, allowing instantaneous analysis, program
trading, electronic orders (smart order entry), high-momentum trading,
and unreasonable expectations.

Methods have changed, with far more systematic traders, especially pro-
fessional fund managers.

Participants have changed, with a larger influence from pensions,
designer funds, and institutional investors. Day traders are common
because commissions are low.

Electronic exchanges and side-by-side trading are new. You can beat
your competition by creating an electronic order the instant a system
“signal” is triggered.

Globalization has changed the way world markets move, with alternating
leaders and followers.

There are more trading vehicles, including ETFs for index and sector
investing, and single stock futures.

Markets are noisier because of more participation. Sometimes they have
irrational swings because of piggy-backed orders. The frequency of
extreme moves is increasing, causing greater volatility.

Will a system that worked in 1990 work in 2002? Probably not.
Will the people who made money in the 1990s make money now? If they

change, too.
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WORDS OF ADVICE

Throughout this course there will be trading tips, trading insights, and some
old-fashioned advice. Take some time to think about all of it.

Don’t Confuse Luck for Skill

In a prolonged bull market, all buyers are eventually right. They buy all dips,
regardless of size, because it has always worked. As they gain confidence,
they may add leverage by buying on margin. At the end of the bull market
they are usually wiped out.

It’s a business, not a casino.

It’s all about risk.

¢ Learn how to take a loss.

Don’t turn a profit into a loss.

¢ Anticipation is the key to success.
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CHAPTER 2

Charting the Trend

The trend is your friend.

direction of prices over some time period. No matter how much you

In this chapter you will learn about the trend. The trend is simply the
learn, you will always want to know the trend of the market.

TRENDS

Trends are very easy to see on a chart. They are seen best over a long time
period—weeks, months, and years. If prices are going up, the trend is up; if
prices are going down, the trend is down. Here we get to the first problem.
If prices go up and then down, is the trend up or down? Look at Figure 2.1,
the S&P weekly chart. Is the price going up or down? The answer is “yes.” It’s
going up in the long term, over the period of the entire chart, but down in the
shorter term, the last two years.

The Trend Depends on Your Time Frame

If you're a very, very long-term investor, the trend will always be up because
inflation and economic growth eventually will cause the stock index to make
new highs. If you've been holding Merck from 1994 through 2002, you've
watched the price rise from $5 to $60, a gain of 1,100 percent. If you bought
Merck at the beginning of 2001 and held it through 2002, you watched the
price go from $90 down to $60, a loss of 33 percent.

The trend is always a matter of time interval. Even over a few days, two
traders may see the same market as going in different directions. Each one
can make money or lose money within the same period by correctly or incor-
rectly deciding where to buy and where to sell.
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Charting the Trend 19

What Creates Trends?

e Government policy. When economic policy is to target a growth rate of 3 per-
cent, then the Federal Reserve (the Fed) raises and lowers interest rates to
accomplish this. Lowering rates encourages business activity. Raising rates
controls inflation by dampening activity.

e [nternational trade. When the United States imports goods, it pays for it in dol-
lars. That is the same as selling the dollar. It weakens the currency. A country
that increases its exports strengthens its currency.

e Expectations. If investors think that stock prices will rise, they buy, causing
prices to rise. Consumer confidence is a good measure of how the public feels
about buying.

e Supply and demand. A shortage, or anticipated shortage, of any product will
cause its price to rise. Too much of a product results in declining prices. These
trends develop as news makes the public aware of the situation.

The Trend Is Always Easier to See Afterward

Look again at the S&P chart in Figure 2.1. You can easily see the upward
trend. But after an uptrend, how far down do prices need to fall before you
say that the trend is down? That'’s a difficult question, and we’ll answer it in
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FIGURE 2.1 S&P weekly 1996-2001. Is it going up or down? Yes. It was going up, and it’s
now going down. If you're a long-term trader, then you can still say that it’s going up.
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20 A SHORT COURSE IN TECHNICAL TRADING

this chapter. Part of the answer depends on your time frame, but most of it
depends on the market itself.

What It Means to Be a Trend Follower

A trend follower buys when the price trend is up and sells when the price
trend is down. A trend follower believes that, if the trend is up then it will
continue to go up; therefore, trend followers make the assumption that
trends persist. If everything works as expected, the trend continues long
enough to yield a profitable trade.

Why Should the Trend Continue?

There’s a good reason why the trend persists. Most trends are the result of
government economic policy. In the U.S. the Federal Reserve (Fed) targets
an economic growth of 3 percent. In order to accomplish that in a bad econ-
omy, they will lower interest rates. First they lower rates by 0.5 percent to see
how the economy reacts. Then they lower rates by another 0.5 percent and
watch (see Figures 2.2 and 2.3). This process of ratcheting down interest
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FIGURE 2.2 Interest rates drive the stock market. Top: 10-year notes continuation
series. Bottom: S&P 500 Index. There’s a clear relationship between interest rates and the stock
market but it’s not always the same. Interest rates always lead, but the market doesn’t always
respond. T-note prices begin going up in January 2000 (interest rates declining), but the stock
market has not yet reacted.

www.fx1618.com



Charting the Trend 21

rates causes a trend in all of the markets that depend on rates and all com-
panies that have debt—which is pretty nearly all of them.

The biggest trends usually begin with a change in interest rates. Some-
times, the beginning can be a change in the value of the U.S. dollar. The dol-
lar can drop when the U.S. imports much more than it exports. When you buy
foreign products, you buy their currency as well.

Expectation also drives prices. Will a hot summer cause a shortage of
electricity, or a shortage of water? Will a weakening economy reduce the
number of airline passengers and shorten hotel stays? Will the economy
strengthen or weaken? These events don’t occur overnight; they evolve grad-
ually. Prices rise and fall in anticipation.

The Reason for Shorter Trends

There are other trends besides long-term interest rates and currency. You'll
find seasonal trends in many businesses that focus on travel and leisure, such
as airlines or hotels. The agricultural products are seasonal because they
have a clear growing and harvest period. Heating oil is used during the winter
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FIGURE 2.3 Cause and effect: good news versus bad news. When the stock market falls
(S&P, center panel), short-term interest rates (Eurodollars, bottom panel) are lowered to start a
recovery. When the stock market moves higher too quickly, rates rise to slow it down. The Fed
manages growth using interest rates; policy lasts for 6 months to 2 years. At the same time,

a cheaper dollar (Dollar index, top panel) stimulates trade and encourages foreign investment
into stocks.
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FIGURE 2.4 Summer rally in corn. The summer growing season provides more than one
opportunity to expect a problem with the corn crop. In 1990 prices began to rise before the crop
was planted and continued through the middle of the summer based on lack of rainfall and news
reports of devastation to land in some states. But technology won in the end, and the crop was
much larger than expected. Price fell to levels lower than the previous year. (Prices shown are an
adjusted continuous series of futures contracts.)

and gasoline is consumed in larger amounts during the summer. These pat-
terns can cause extreme trends that last about three months.

There are always unexpected events that cause a surge in prices: a cold
spell that could affect the orange juice crop in Florida or a good chance that
a new cancer drug will be approved for a medical research company.

Shorter trends can also be caused by expectation. The public expects earn-
ings to improve because interest rates are dropping. The public expects the
cost of wheat to be higher because there’s been very little rain in the Midwest.
As the news confirms their opinion, prices move steadily higher. You really
don’t know how the corn crop is affected by rain until it is harvested in Octo-
ber. Any rise in prices over the summer is expectation, not fact (see Figure 2.4).

FINDING THE TREND ON A CHART

What is the trend in Figure 2.57 It's down because prices at the end of the
chart are lower than prices at the beginning. Simple enough. There are peri-
ods when prices are rising, but the overall picture is a downward trend.
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FIGURE 2.5 S&P daily, September 2000-December 2001. Is it an uptrend or downtrend?
Are you influenced by how much of the chart is visible? Try to keep your long-term perspective.

The Trend Is Seen Best Using Weekly or Monthly Charts

Everything looks smoother when you see it at a distance. You can’t see the
details. That’s especially true with price charts. A monthly chart looks
smoother than a weekly chart, a weekly chart is smoother than a daily chart,
and a daily chart is smoother than an hourly chart.

You can see the trend best on a weekly or monthly chart. You see more
market “noise” on a daily or intraday chart. Market noise is the erratic up and
down movement that occurs over a period of a few days.

CHARTING THE TREND

It’s time to draw classic trendlines on a chart in order to get a relatively
objective assessment of the trend direction. It’s relative because you can
change the trend by choosing a longer or shorter trendline, or a daily, weekly,
or monthly chart. There’s usually a way to make the chart say what you want
if you're determined to force your opinion on your analysis. We'll try to avoid
that approach. To begin, you'll need to know that:
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24 A SHORT COURSE IN TECHNICAL TRADING

* An uptrend (a support line) is formed by connecting the lowest rising

prices.

e A downtrend (a resistance line) is formed by connecting the highest

declining prices

Where Do You Start?

You can start a major upward trendline at a low price and then draw the
trendline up and to the right, touching the lowest price or prices. Using Cisco
as an example (see Figure 2.6) the upward trendline, A, starts at the low in
October 1998 and touches the two lows in the third and fourth quarters of
1999. After that, prices move quickly away from the trendline and only cross

it on the way down.

The major downward trendline, B, was started at the high of the move. Of
course, you don’t know the high until after prices have dropped significantly.
At that point we can draw the line B from the peak, touching the high of the

right shoulder where a second rally ended.
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FIGURE 2.6 Trendlines drawn on the Cisco weekly chart. This company shows a clear
major upward trend and a major downward trend. Lines can be redrawn to keep current with the

price move.
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Redrawing the Trendlines

Price patterns change and so should the trendlines. They need to be redrawn
from time to time in order to stay current with the price move. When Cisco
prices begin to drop quickly in late 2000, we can redraw the downward trend-
line, C, at a sharper angle. Later, we might find that both lines, the original
one and the new one, are both helpful for trading. After a while, your chart
will look like a “work in progress” with redrawn lines everywhere.

How Many Points Should the Trendline Touch?

You can draw a trendline with two points, but three or four are even better.
The more points that lie on the same line, the more confidence we have that
we've drawn the correct trendline. However, you can’t expect the lows to
fall exactly on the same line—the market is just not that precise. If you can
see a clear trend, even though the bottom is a little ragged, then draw the
trendline anyway.

In Figure 2.6, a shorter, intermediate trendline (the broken line) was
drawn across the six bottoms during 1999. The first two low prices and the
last low price fall right on the line but the middle three go through the trend-
line by small amounts. You should still see it as a trend. A price that pene-
trates a trendline and then corrects itself is considered a strong confirmation
of that trendline.

More on Redrawing Trendlines

Redrawing the trendline is a normal part of tracking the direction of
prices. In the S&P chart shown in Figure 2.7 the first trendline is drawn
from the October 1998 low to the October 1999 low (line A), then redrawn
to touch the lows of February after a new high is made in March 2000
(line B), and redrawn a third time along the lows of April, May, and June
(line C). We can stop redrawing the upward trendline after the downward
trend begins.

Which Trendlines Are More Important?

If an upward trendline is drawn from one long-term low to another, it is more
important than a line connecting two intermediate lows. If a trendline can be
drawn across three or more lows (even though one point might poke through
the line by a small amount), it is more important than a line through two
lows. If a trendline is not violated, it gains in importance.
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FIGURE 2.7 Weekly S&P futures continuation chart. Upward trendlines are redrawn after
new highs and then stop after the downtrend begins.

Charting the Trend on Daily Prices

Up to now the charts used in the examples have been weekly and monthly
because they show the trend more clearly, but daily charts will be used for our
trading. We need to learn what to expect. In Figure 2.8 trendlines are drawn on
an S&P daily chart. The first downward trendline, A, is perfect. It touches three
points and crosses the final upward move as prices gap through the trendline.
However, trendlines on daily charts can be confused by market noise.

The upward move in October and November does not provide a third
point for the trendline. You can redraw the upward trendline a number of
times, and none of them will look as good as the downtrend line. Because of
the increased noise, daily prices won't line up as clearly as weekly prices and
the trends won'’t be as easy to draw. When you're trading, be prepared for
frustrating periods where you get in and out of the market because of noise.
You need to hang on through those periods until the clear trends return.

The Evolving Trend of Enron

One of the best recent examples of the benefits of charting is the demise of
Enron. As the news tells it, a well-paid analyst continued to recommend the
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FIGURE 2.8 Trendlines on a daily S&P chart. The downtrend is very clear, but the initial
uptrend doesn’t fit very well. The redrawn uptrend seems to be better, but market noise that
shows up on a daily chart makes it difficult to find a clear pattern.

purchase of Enron while prices were falling to $10 (see Figure 2.9). Was it a
conflict of interest or simply bargain hunting? Now that you've been intro-
duced to charting trendlines, when would you have sold your Enron shares?

For certain, there is a major upward trendline that connects the lows dur-
ing the summer of 1998 with the lows of December 2000. If that line is con-
tinued, it crosses the price decline in May 2001 at about $55. The fast break
in March 2001 that took prices from just under $70 to the low $50s gives us

Tip: Real Market Conditions

Real market conditions are never perfect for the technical trader. Each stock or
futures market has its own personality. Instead of a bull market correction stop-
ping at the trendline, it will stop a little above or below the trendline before start-
ing back up. It's smart to give a little room for a false break of the trendline. After
all, this isn’t an exact science—prices are moved by news, emotion, and occa-
sionally facts that create a public opinion.

Exactly How Much Do You Let Prices Penetrate the Trendline?
About 10 percent of the current price volatility. Let’s say that IBM has been mov-
ing in swings of $5. Allow an extra 50¢ for excessive movement.
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FIGURE 2.9 Enron during its best and worst times. How would you have traded it using
classic trendline charting?

the idea that there was an intermediate trendline across the lows of the top-
ping formation from the first quarter of 2000 until the break in May 2001.

Whenever you question why you've decided to trade technically, think of
Enron. Any chartist or technician would have been safely out before the
worst of the news caused the final collapse of the stock price. How could any
rational person recommend holding Enron down to $10?

TREND TRADING RULES FOR TRENDLINES

It may seem clear from the charting examples that the trendlines show where
to buy to enter a trade and sell to exit; however, traders place their orders in
a few different ways:

Entry Rules

¢ Buy when the price closes above the downtrend line (conservative).
¢ Buy when the intraday price penetrates the downtrend line (aggressive).
® Buy in an upward trend when prices decline to near the upward trendline.
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Exit Rules

¢ Sell when the price closes below the upward trendline (conservative).
e Sell when the intraday price penetrates the upward trendline (aggressive).

Notice that the aggressive trader buys during the day when prices cross
through the trendline. A more conservative trader will wait to see if the
closing price is going to be above the trendline. Price action during the day
can be very volatile and the direction of prices can change, and often does,
from midday to the close. On the other hand, if important news reaches
the market during the earlier trading hours, the first one that buys gains the
most profit. You can only decide your style from practice. Start with the clos-
ing price as a measure of direction until you are confident that another way
is better.

Gelting Oul of the Trade

When the upward trend is finished, prices will move down through the trend-
line. At that point you sell, closing out your trade, hopefully with a profit.
However, not all trades are profitable. About two-thirds of all trend trades
lose money, and yet trend trading is still a reliable, profitable way to trade.

Profits Through Persistence. The majority of times, a change of direction
does not turn into a trend; however, when prices do continue in one direc-
tion, they produce good profits. Success is a matter of numbers. You can
expect 6 to 7 out of 10 trend trades to be losses, some small, some a little
larger. Of the 3 or 4 good trades you can expect one small profit, two
medium-size profits, and one large profit. On average, a profitable trend trade
should be about 2.5 times the size of a loss. With enough trades, that should
result in a net profit in your trading account.

As an example, say we lose $100 on each of the 6 losing trades, for a total
loss of $600. On the four profitable trades we get an average of $250 per trade
for a total profit of $1,000. The individual profits are most likely $100, $200,
$200, and $500. That’s a $400 gross profit less some slippage for entering
and exiting and commissions on 10 trades. If instead of 6 losses there were
7 losses and 3 profits, we would net only $50. Expect the real results to be
somewhere in between $50 and $400.

As a trend trader, you should expect mostly small losses, some small
profits, and a few large profits.
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What Can You Expect Your Trading Results to Look Like?

e Most trades will be small losses
e About 25 percent of the trades will be small or medium-size profits.
e About 10 percent of the trades will be larger profits.

e A small number of trades will be very large profits.

Trend trading is successful because of the occasional very large profit.

The Fat Tail

Trend trading is successful because losses are kept small and profits are
allowed to grow. That technique is called conservation of capital. What
makes trend trading profitable in the long run is the unusually large number
of big profits compared to what is expected in a normal distribution. For
example, in a normal distribution of 1000 coin tosses, half of them would be
single runs of heads or tails. Half of those, 25 percent, would be a sequence
of either two heads or two tails. Half of the remaining, 12.5 percent, would be
sequences of three in a row, and so on. Therefore, in 1,000 coin tosses you
can expect only one run of 10 heads or tails in a row.

Apply that to prices. In 1,000 days of trading (about four years) you
would expect only one time that prices would go up or down 10 days in a
row. However, that happens much more often than once; therefore, price
movement is not normally distributed, and not random. It has a fat tail dis-
tribution. There are fewer days where prices turn from up to down, or down
to up, and more longer runs. That’s what makes trend trading profitable.

IMPACT OF THE TIME HORIZON

Before leaving trendlines, think about the importance of the length of the
trendline and the use of daily, weekly, or monthly data:

¢ Using major tops and bottoms to draw a trendline identifies the most im-
portant trends; monthly and weekly charts will show these points clearly.

¢ Longer time horizons put the points where the trend changes farther
away, causing a longer delay, or larger lag, in your decisions.

¢ Longer time horizons allow larger price swings; therefore those trades
have larger risk.
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¢ Longer time horizons are more reliable because they allow prices more
freedom of movement. Even in a trending market, prices do not go
straight up or straight down.

These features show a trade-off between reliability and risk. You need to
accept more risk to have better results. All trading has choices between risk
and return. You can never have both large profits and low risk.

A Computerized Approach: Finding the Points Automatically
for Drawing Trendlines

Most analysts will look at a chart and pick the low prices that will be used to
draw an uptrend line. However, you also can find those points automatically.
Anyone who enjoys working with a spreadsheet or writing a computer pro-
gram might find the rules for finding those points a good first step toward
automating a trading method.

In Figure 2.10 the dots above the price peaks mark the swing highs, and
the dots below the bottoms are the swing lows. They are called swing highs
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FIGURE 2.10 Finding the tops and bottoms automatically. The points showing the tops
and bottoms of this S&P chart are separated by price swings of at least 5 percent.
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For Computer Mavens:

Finding the Swing Points Automatically Using a Spreadsheet

Set up your columns with the following data:

A Date

B High price

C Low price

D Closing price

C3 Put the minimum swing percentage value in cell C3 (for example, 5% = .05)

Put the following formulas in the corresponding cells. Row 6 initializes the process.
E6 = B6 (the current swing high)
F6 = C6 (the current swing low)
G6 =IF (D6 > (E6 + F6) /2,-1,1) (where -1 is a downswing and +1 is an upswing)

Row 7 is the beginning of the repeated process. Row 7 can be copied down.
E7 = IF($G6 = —-1#AND#B7 > E6,B7,IF($G6 = 1,B7,E6)) (the new current low)
F7 = IF($G6 = 1#AND#C7 < F6,C7,IF($G6 =-1,C7,F6))  (the new current high)

G7 =IF($G6 = -1,IF(C7 < E7 — $C$3x D7,1,$G6),IF(B7 > F7 + $C$3x D7,-1,$G6))
(test high or low)

H7 = IF($G7 = 1#AND#G6 = —1,E7,H6) (the new swing high)

17 = IF($67 = —1#AND#G6 = 1,F7,16)) (the new swing low)

and lows because they are separated by at least a 5 percent price move in this
example. You can choose any percentage. A larger percentage identifies
major points, while smaller percentages show minor points. Major points are
more reliable.

When we use the dots in Figure 2.10, we draw an upward trendline only
when the bottom dots are rising and a downward trendline when the top
dots are falling. The trendlines do not need to be formed by connecting con-
secutive dots.

EVOLUTION OF A TREND

The trend is constantly being redrawn based on new highs and lows. In Fig-
ure 2.11, only the automatically calculated swing highs and lows are used to
give you an idea of how your chart will look as time creates new patterns.
Some of the main features of this Amazon chart are:

¢ The highest point, 1, on the left remains the highest throughout this
period.
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FIGURE 2.11 Evolution of a trend. In this Amazon chart we see how trendlines need to
be redrawn as price patterns develop. This chart used only swing highs and lows computed
automatically. The result shows that these trendlines clearly mark the changes in price direction.

¢ The downward trendline, A, beginning at point 1, is redrawn each time
prices move above the existing downward trendline (B, C, D, and E), cre-
ating a new swing high.

¢ An intermediate downward trendline, F, may be drawn beginning from
another high (see mid-April 2001).

e Other downtrend lines (G and H) begin in July 2001 at point 4 after
prices drop.

e Good lines are confirmed by the market, often with a price gap.

¢ The major downward trendline, F, formed by connecting points 1 and 4,
seems to hold after the rally to point 5 at the far right.

MAKING THE TREND WORK

It is easier to see a trend using a weekly chart instead of a daily chart, but
trading using a weekly chart is very slow and exposes you to larger price
swings and larger risk. Many professional traders will use the weekly chart to
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34 A SHORT COURSE IN TECHNICAL TRADING

draw the major trend, but a daily chart to decide where to get in and out. It is
easier to find the trend on a weekly chart, and this assures us that we don’t
loose sight of the correct trend.

Questions

1. What is the reason for drawing a trendline?

2. What is the intended relationship between interest rate changes and
stock market changes?

3. If you wanted to see the trend on a chart more clearly, would you use a
daily, weekly, or monthly chart? Why?

4. How could you have a chart where the trend was both up and down?

5. In the S&P monthly chart shown in Figure 2.12, draw the major uptrend
lines as they develop. Is there a point (or points) at which you would have
gone short?
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FIGURE 2.12 The S&P futures monthly continuation series shows the sustained bull
market of the 1990s and the peak in 2000.
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6. Using the chart of Cisco during 1998 shown in Figure 2.13, draw the
trendlines and outline the (ideal) trades you would have made based on
the price penetration of the trend.
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FIGURE 2.13 Daily Cisco prices from February through October 1998. A strong
uptrend followed by a difficult, volatile period makes finding the trendlines more challenging
but makes trading more exciting.
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CHAPTER 3

Breakout Trends

only way of finding the trend. Although they are the classic method,
there is a simpler way of identifying the trend that many think is more
practical for trading. It’s called a breakout.

l I pward and downward trendlines, or angled trendlines, are not the

BREAKOUTS

The start of a trend can be recognized by a price breakout. A breakout is sim-
ply a new high price or new low price after a sideways pattern. The longer the
sideways pattern, the more important is the breakout.

In Figure 3.1 we see a sideways pattern in General Electric (GE) from
November 1996 through April 1997. The breakout occurs near the end of
April when prices move over the previous highs of $18. They move quickly
higher before stabilizing.

Not all sideways breakouts are as clear as GE. The AOL chart in Figure
3.2 has three different sideways patterns, all overlapping. The shortest period
from October to November 1996 is broken by a sharply higher move that
begins at $1.75 and ends at $2.80 in 7 days. A larger sideways pattern from
July to November 1996 is ended with the same breakout. Following that
move, we see another sideways period from December 1996 ending at the
beginning of March 1997 with a break above $2.75.

Notice that the support line for the first two sideways patterns did not
include the two lows in October. They can be considered false breakouts.
When you ignore them, the support line for the sideways pattern is very clear.

36
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FIGURE 3.1 An upward breakout from a sideways pattern in GE. After six months of
sideways price movement, GE prices break out to the upside in April 1997.

It is an advantage to smooth out the patterns with your eyes. Very few patterns
are perfect.

Why Do Breakouts Look So Good?

A breakout is a sure sign that something has changed. If GE has been trading
between $45 and $55 for 3 months and then makes a new low, something has
changed. There are expectations of bad news.

When you draw a classic upward trendline, as we did in Chapter 2, you
are imposing the expectation that prices should continue higher at the same
rate, or faster, in order to keep above the trendline. That may not be realistic.
Aslong as prices go higher rather than lower, it doesn’t matter how long they
take between new highs. By looking only at new highs and new lows, we can
recognize the trend without placing as many conditions on price movement.

Pinpointing the Breakout with Horizontal Support
and Resistance Lines

In order to recognize a breakout we draw two horizontal lines on a chart, one
beginning at the highest high of the most recent sideways period and the
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FIGURE 3.2 Multiple breakouts from sideways patterns in AOL. Three clear sideways

patterns can be found in AOL. The fast price move through the resistance line, especially
in pattern 1, is a confirmation that traders recognized this pattern.

other from the lowest low of the same period. If today’s high price crosses
the resistance line, we have a new upward trend breakout; if the low
crosses the support line, we have a new downward trend. In Figure 3.2 the
horizontal lines cross through some of the highs and lows. That’s good if it

makes the sideways pattern clearer.

The trend remains the same until prices cross the support or resistance
lines going in the other direction (see Figure 3.3). Cisco is an interesting
example. It breaks above a sideways pattern in July 1998. It drifts sideways
for three months and then starts up, and it doesn’t consolidate and move
sideways until it forms a broad top in 2000. To show that support is a real
phenomenon, look at the number of times the price bars had a low of $50.
Someone must have been buying large quantities at that price in order to
have stopped prices from going lower. Finally, at the end of 2000 the market
wins (as it always does), and prices break through support. Whoever was

buying has been stopped out or is very unhappy.
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FIGURE 3.3 Breakouts can be used to identify major trends. In this chart of Cisco, a break-
out to the upside at the beginning of 1998 is followed by a downside breakout at the end of 2000.
Note the number of times the price touches $50 during all of 2000 before finally breaking down.

Trading Rules for Breakouts
Breakouts are the easiest of all methods to trade.

¢ You buy when prices make a new high above the previous resistance level.
¢ You sell when prices make a new low below the previous support level.
¢ You do nothing in between.

Placing Your Sell Order after Buying a Breakoul

When there is an upward breakout from a sideways pattern, the sell order
goes below the bottom of the sideways pattern. Prices must be allowed to
flop around before they continue their upward pattern. We would like them
to go straight up after we buy, but it usually doesn’t happen that way. The
beginning of a trend can be sloppy, and prices usually fall before moving
higher. By placing your initial sell order below the original sideways pattern,
you are saying that you’ll only exit the trade if the breakout was false. That is,
if prices now make a new low, then something was wrong and the market
wants to go lower.
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Later, we'll show how to use support levels to set a stop-loss order. We
don’t want to turn a profitable trade into a loss.

Enron is another good example of breakouts (see Figure 3.4). At the
beginning of 1998 it moves above its previous high. Something new has hap-
pened. It gets more volatile but moves steadily higher until the summer of
1999 when it takes a setback before surging above $70. Now prices seem to
form a sideways market with clear lows between $63 and $64. If you were
watching for a change of direction based on breakouts, you would be short
on a break of $60. It would seem clear that something had changed.

False Breakouts

A false breakout occurs when the resistance level (previous high) is pene-
trated during the day but prices close back inside the range. There are
volatile days in which prices are pushed to new highs on expectations that
fail to develop. By the end of the day those higher prices could not be rein-
forced by fact and so prices return to previously lower levels inside the range.
Although we can now redraw the top of the range to include the new higher
high, it is best not to consider a breakout unless the closing price confirms
the direction by staying above the high of the sideways range.
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FIGURE 3.4 Enron upward breakouts and impending downward break.
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The Risk of Using the Breakout Method

If a new upward trend occurs with a new high and a downward trend with a
new low, then the risk of trading using the breakout method is the difference
between the high price and the low price. Looking back at Figure 3.2, we can see
the risk in the sideways pattern 1 is about one-third of the risk of pattern 2.

During volatile periods the risk significantly increases; while during quiet
times the risk is small. The strongest feature of the breakout method is
that the risks and the trends adjust to market conditions. You also may think
of the larger risk as a problem, but it can be corrected simply by trading a
smaller position.

THE ROLLING BREAKOUT

We normally find a sideways period and the corresponding breakout levels
by looking at the chart. However, computerized programs have taken a dif-
ferent approach by always looking backward by the same number of days. If
we always use the highest high and lowest low over the past 20 days, we call
that a 20-day rolling breakout or simply a 20-day breakout system. For each
new day we drop off the oldest day and find the highest high and lowest low
of the new 20-day period.

Is the “Rolling Breakout” Better Than
the Old-Fashioned Method?

No, but it can be very profitable, and it can be tested on a computer. It has the
same profit and risk characteristics as the handdrawn lines but sometimes
gets fooled into using the wrong highs and lows. It’s a lot more practical than
drawing lines on each of a large number of charts each day. A computer can
calculate the breakout trends of all the markets in a few seconds. If you like
the diversification of trading a number of markets, the rolling breakout is a
good method to use.

Example of Trading Resulls of a 30-Week Breakoul. Table 3.1 shows the
Enron trades using a 30-week rolling breakout system. This calculation
period gives results similar to those in Figure 3.4. The trades can be seen in
Figure 3.5 with the words buy and sell below and above with an arrow point-
ing to the day of the trade. Figure 3.6 gives the Excel code and a small piece
of an Excel worksheet that can calculate the breakout trends, including buy
and sell signals. Using a spreadsheet greatly simplifies the problem.
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TABLE 3.1 Enron Trades Using a 30-Week Breakout System
Trade Signal Trade Cumulative

No. Date Type Units Price Name P/L P/L
1 6/17/1994 Buy 1 17.313 Buy

11/25/1994 Exit 1 14.438 Sell -2.875 -2.875
2 11/25/1994 Sell 1 14.438 Sell

2/24/1995 Exit 1 16.438 Buy -2.000 -4.875
3 2/24/1995 Buy 1 16.438 Buy

4/4/1997 Exit 1 18.500 Sell 2.062 -2.813
4 4/4/1997 Sell 1 18.500 Sell

1/23/1998 Exit 1 20.813 Buy -2.313 -5.126
5 1/23/1998 Buy 1 20.813 Buy

9/4/1998 Exit 1 21.719 Sell .906 -4.220
6 9/4/1998 Sell 1 21.719 Sell

12/25/1998 Exit 1 29.156 Buy -7.437 -11.657
7 12/25/1998 Buy 1 29.156 Buy

12/1/2000 Exit 1 65.500 Sell 36.344 24.687
8 12/1/2000 Sell 1 65.500 Sell

There were a lot of breakout systems that would have made money on both the rise and
fall of Enron. This one went short on December 1, 2000, and would still be short.
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Enron rolling breakout trades. Buy and sell signals for a 30-week rolling
breakout system are shown at the point of the breakout.
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Calculating the Rolling 10-Day Breakout System Using a Spreadsheet

Set up your columns with the following data:
A Date

B High price

C Low price

D Closing price

Repeat (copy down) the following lines. There are no constants and no initialization.
For a 10-day calculation the data begins in row 1 and the calculations begin in row 11.
E11 = MAX(B1:B10) the 10-day high through the previous day
F11 =MIN(C1:C10) the 10-day low through the previous day
G11 =IF(BT1>E1T#AND#D11>D10,1,IF(C11<F11#AND#D11<D10,-1,G10))

trend direction
H11 =IF(G11 =-1#AND#G10A =-1,“Sell”,IF(G11 = 1#AND#G10A = 1,“Buy”,“ “))

You'll need to change your calculations if you want something other than 10 days.
To generalize this to any calculation period, use the Excel function “OFFSET".

FIGURE 3.6 An Excel spreadsheet that creates breakout trends and trade
signals.

COMPARING SIDEWAYS AND ROLLING BREAKOUT METHODS

There is no doubt that an intelligent technical trader could identify the side-
ways patterns better than the computer, but the computer can do it faster and
give you the chance to trade a more diversified group of stocks and futures.
That’s important and we’ll discuss that as we move forward. Let’s now try to
follow the weekly S&P 500 prices during the strong upward move from 1994
to 1997 (see Figure 3.7) by drawing sideways ranges manually and comparing
the results to a rolling breakout. It’s difficult to be objective when looking
back at the entire picture, but let’s try:

1. The sideways period from April 1994 through February 1995 is very clear.
The lows form a support line and the highs in March, September, and
October (A, B, C) form resistance. The resistance line is drawn across the
highest high, point B, but we could have lowered that to cross A and C,
cutting the top off at B. Cutting the tops off is the better way.

2. We get a breakout to the upside in mid-February. The rolling 30-week
breakout also gets a buy signal because prices move over point B, which
is within the past 30 weeks.
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FIGURE 3.7 Stepping through the process of finding breakouts. The S&P 500 weekly
chart shows a clear sideways range and breakout in 1994, a smooth upward trend, another
sideways period, and a renewal of the uptrend. It took two tries to find the correct sideways range
in the middle.

3. The steady move up doesn’t require any decisions until the sideways
period, beginning in July 1995, has a sharply lower move in October. We
don’t see the sideways pattern until prices start to fall to point H, the
lowest level of the pattern.

4. The decline to H stops at exactly the same level as D, but we may have
sold when prices first broke through the line formed by F. We may have
drawn a support line connecting the two lows on both sides of F. If
we sold at the first line, we take a profit of about 115 points and then
sell short.

5. If we're fast, we sell at the thin support line crossing at F, and then see
prices stop at the major support line drawn from D to H. Prices rebound
higher, and we realized that support held and we need to get net long
again. The new high is at 950, at which point we would be sure the
uptrend has resumed but take a 60-point loss in the S&P.

6. You may have waited for the major support line at H to be broken and
remained long. Prices would have dropped from 950 to about 870, a loss
of 8.4 percent. Would you have been able to wait that long? Not likely.
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7. The rolling breakout also closed out the long position and sold short on
July 19 at 902. Not a bad spot, but not clear from a chartist view. It
reversed from short to long on October 4 at 961 following the same
breakout above the major resistance line.

In this example, the 30-week rolling breakout captured a little more profit
than the classic charting method because it didn’t need to interpret the sup-
port lines in the middle of the chart. Figure 3.8 shows the breakout signals
posted on the S&P weekly chart.

The Benefits of Hindsight

It’s always possible to find a rolling breakout of some calculation period that
would do better than manual charting, but it’s not clear that you could have
found the right one to use before seeing the chart. Then again, it’s not clear
that we would have drawn the same support and resistance breakout lines
before seeing the whole chart. This is an important problem that we will dis-
cuss throughout this course. For now, we can say that we applied both meth-
ods using hindsight and they came out about the same.
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FIGURE 3.8 S&P with 30-week rolling breakouts. The 30-week breakout signals are very

similar to those breakouts resulting from manually drawing support and resistance lines. There is
a false breakout in the middle of the trend where the 30-week breakout uses the smaller trading

range. It gets a long signal when prices reverse and the trend starts up again.
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THE IMPORTANCE OF A SIDEWAYS BREAKOUT

A sideways trading range occurs when there is no compelling news in the
market. The range between the support and resistance lines actually shows
the underlying market noise (volatility) caused by normal trading in and out
of that stock or futures contract.

When prices move out of a sideways range, there must be news, or antic-
ipation of news, to cause enough buying or selling to drive prices to a new
level. This might be expectations of higher earnings, a possible acquisition,
lower interest rates, or pending bad weather for crops.

A breakout of horizontal support or resistance will work successfully
using daily closing prices (a conservative choice), daily highs and lows (an
active choice), or even intraday prices (an aggressive choice). The risk of the
trade is always measured by the distance between the support and resistance
lines. This varies with the volatility of prices. Breakout systems are extremely
popular because they:

¢ Are highly reliable even though they have high risk.

¢ Do not have a lag because signals come at the moment of breakout.

¢ Allow prices to move freely within the support-resistance band, imposing
few restrictions.

Which Is Better, Using the Trendline or Breakout?

The breakout is more dependable because it recognizes an obvious change in
the market at the time it occurs. The trendline shows the direction of prices
based on their rate of increase or decrease. The breakout usually corre-
sponds to a special event.

The breakout is reliable, partly because it has more risk. Remember that
price moves are fickle. Prices may move up, but they do it in a very erratic
way. It’s best to give prices room to flop around. Prices may break out of the
trading range, make a new high, and then fall back into the sideways pattern
for a while. The only thing we really know is that if we bought on a new high and
prices then make a new low, something is wrong. Prices shouldn’t make a new
low after making a new high. There is good, simple logic in a breakout system.

ADVANCED TECHNIQUES

There are always special rules for improving trading signals. They are a bit
more complex but can add profits.
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Improving the Buy Signal from a Downtrend Line

If you prefer using trendlines, you can combine the trendline and breakout to
create a more reliable buy signal. When prices move above a downward
trendline after a long move lower, it rarely goes straight up. This is true par-
ticularly if volatility has dropped, indicating a truly low price. At that point
the price will go sideways before it finally begins an uptrend. It is best to wait
until there is a breakout of the sideways pattern before buying so you can
avoid being too early in a trade that goes nowhere. A break of the downtrend
line may indicate that the downtrend is over, but an upward trend may still
be sometime off.

A New Downlrend is Differenl. It's not the same when going from an
uptrend to a downtrend. Prices that are too high can turn and drop quickly.
You don’t need a confirmation, only quick action.

Anticipating a Breakout

Breakouts are so popular that there can be a large number of buy and sell
orders placed at a new high or low price. This is true particularly for a major
support or resistance line that is clear to everyone. A clear breakout is usu-
ally seen as a gap on a chart. You can be sure that you've drawn your lines
correctly if they cross at the point where prices jump higher or lower.

If you place your order at the same point as everyone else, right at the
previous highs or lows, you'll be unhappy with your execution price. Price
will gap across the resistance level (see the breakout from pattern 1 in Fig-
ure 3.2), and you may get the high price. Instead, place your order slightly
ahead of the breakout. If the prices jump up at the break, you will gain the
free exposure profits. Chances are, once prices get close to the breakout
point, they will go through. If not, close out your position and, if you're an
active trader, wait for another chance. When trading, it’s always better to be
ahead of the crowd even if you're sometimes wrong.

Other Breakout Trading Rules

Whenever you find a successful set of trading rules, it is always good to look
at other situations that are related. In the case of sideways patterns and
breakouts, we should ask ourselves, “What can be done if prices remain side-
ways?” If we're a buyer, then we can write another set of rules for trading
inside the range (longs only):
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e If the ranges is sufficiently developed, then buy when prices approach
the support line.

¢ Close out longs when prices approach the resistance line.

e (Close out longs when prices close below the support line.

So, You Really Want to Know More About the Fat Tail
and Why the Trend Works?

Price patterns are a mixture of short-, medium-, and long-term trends. These
can be thought of as similar to runs of heads and tails when tossing a coin.
We all know that these runs are random. The frequency of these runs is
shown in Figure 3.9.

In a random distribution of 100 coin tosses:

e 50 will be a head or a tail followed by the opposite head or tail.
e 25 will be 2 heads or 2 tails in a row.

e 12% (if we could have %) will be 3 heads or 3 tails in a row.

e About 6 will be 4 heads or 4 tails in a row.

e About 3 will be 5 in a row.

e About 1 will be 6 in a row of either heads or tails.

You should have recognized that we keep halving the number of runs to get
the frequency of the next longer run. That’s a random distribution. Therefore,
in 100 coin tosses we only expect 1 run of either 6 heads or 6 tails.

If these were prices, think of heads as a move up and tails as a move
down. If the pattern of up and down price moves follows the distribution in
Figure 3.9 (of course, they would have to go up and down by the same
amount), then we could say they were random—but they're not. Price runs

FIGURE 3.9 Distribu-
tion of runs. The solid
line shows the normal
distribution of random runs.
The broken line represents
the distribution when there
is a fat tail. In the fat tail
distribution there are fewer
short runs and an unusually
large number of longer
runs.
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have a fat tail. That means there are price runs that are much longer than
expected. Instead of one run of 6 out of 100 days of trading, we may see a run
of 12, or 3 runs of 6. That’s not random and it’s enough to make trend trading
profitable. Figure 3.9 shows the fat tail distribution as a broken line. Com-
pared to the normal distribution there are fewer short runs and an excep-
tionally large number of longer runs.

FINAL COMMENTS

Recognizing the trend is the most important technical tool for the trader.
When trading the trend, it is easiest to profit from long-term trends, and more
difficult as trends get shorter.

A Warning to Computer Experts

A valid trading technique must have a sound premise. It must simulate a
real market situation. You cannot discover it by crunching numbers on
a computer. Although a fast trend may be profitable during a computerized
test, it is unlikely that it will put money in your pocket in real trading. It may
not be possible to get your expected execution price.

Don’t let short bursts of price movement fool you into thinking that
they're trends. Although it may appear as though you could have made
money in the past, you won't in the future. Stay with the longer trends that
are based on economic activity, interest rates and political policy.

Don’t Fall in Love with Your Trade

Get used to taking losses, it is an important part of trading. Don’t take a loss
personally—there are too many of them. We all want to be right. We want
most of our trades to be profitable, and we want the losses to be very small.
However, that’s not the way it works, and a successful trader understands
and accepts the way it works. Technical trading is a numbers game. You need
to play for a while in order to make the numbers come out on your side. The
discipline is not easy; you may find it the hardest part of trading.

What to Expect

Trend trading has a lot of false starts. It looks as though we'’re seeing the
beginning of a trend, but prices don’t follow through. So we get out and wait
for the next chance. We take a small loss at least twice, maybe three or four
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times, before the trend really takes hold. Once the trend starts, we stay with
it as long as possible. We finally get out with a large profit that is more than
all the losses we took waiting for the trend.

If you don’t accept a lot of small losses, you can’t be a trend trader. There
are a lot of small losses and a few big profits. There may also be a small profit
instead of a loss, or a small loss instead of a profit, but in the long run the pat-
tern of a few big profits will be seen. Trend trading is called conservation of
capital. When prices go the wrong way, you get out with a small loss. You can
afford to take small losses if you eventually get a big profit. Most important,
it protects your trading capital.

QUESTIONS

1. What is a breakout?
2. Why does a breakout occur after a sideways price pattern?

3. If you buy when an upward breakout occurs, what is your initial risk in
the trade?

4. What is a false breakout?
5. Explain when you would get a sell signal from a 20-day rolling breakout.

6. Explain why a technical trader might choose to use an N-day breakout
instead of drawing classic trendlines on a chart.

7. How would you combine a penetration of a classic downward trendline
with a breakout method?

8. Is the distribution of the length of trends random?
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CHAPTER 4

Calculating the Trend

look at different ways to calculate the trend. While we're doing this,

remember that the purpose of fiddling with all these numbers is to
uncover the correct direction of prices. In the same way that a chartist can be
fooled by a false breakout, a calculated trend can give you the wrong answer
because of the same false move. There is no perfect method; however, we're
going to look for the one that has the best features for our type of trading.

There are four different and important trend calculations: moving aver-
ages, exponential (percentage) smoothing, regression slopes, and breakouts.
Each appears to be different, but they all are searching for the correct trend
direction.

In the previous two chapters we’ve found the trend by charting. Now we’ll

MOVING AVERAGES

Of all the trend calculations, the moving average is by far the most popular.
You see it on many of the charts shown on CNBC as a smoothed line running
in a wavy pattern across the chart. The 200-day moving average seems to
have become a benchmark for deciding that a particular stock or index is
going up or down. If the price of the stock is above the 200-day moving aver-
age, then the trend is up.

A 10-day moving average is simply the average price over the past 10
days. Each moving average value is plotted on a chart under the most recent
day used in the calculation. That’s easy; everyone knows how to calculate an
average. To do it faster, use the average function in your spreadsheet.
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If t is today, and ¢ — 1 is yesterday, then a five-day moving average is cal-
culated as:

MA(?) = close(?) + close(t — 1) + close(t — 2) + close(t — 3) + close(t —4)
5

In Excel, if the prices are in column A, rows 1 through 5, and the answer goes
into cell B5. This calculation becomes:

B5 = average(Al:Ab)

When you add a new day of data, it is easiest if you continue in A6 and cal-
culate the new average (from A2 to A6) in cell B6.

Because today’s value MA(t) is plotted in the column ¢ on a bar chart, it
is below the current price when prices are rising (the most recent price will
be above the average), and above the price when they are falling. Figure 4.1
shows three moving average trendlines plotted on an Enron chart. The line
that stays closest to the prices is the fastest moving average (using the fewest
number of days in the calculation), and the line that is farthest away (lags the
most) is the slowest moving average. In this chart the fastest is a 20-week
average, the middle is a 40-week, and the slowest is an 80-week. That’s the
same as 100-, 200-, and 400-day moving averages. (For ambitious Excel users,
insert a block using offset if you want to try different moving average speeds
without entering all new formulas.)

Trend Direction

Now that you've gone through the trouble of calculating the moving average,
what’s the trend? The easiest rule, and probably the best, is that an upward
trend is in force when today’s moving average value is above yesterday’s
value. The trend is down when today’s moving average is below yesterday’s.
We use the direction of the trendline to decide the trend. We do not decide
based on whether the price is above or below the trendline.

Longer Is Smoother

If you look at the difference between the 20-week and 80-week averages,
you'll see that the 80-week is smoother. Naturally, when you use 80 weeks
in the calculation, the effect of one or two odd weeks will be very small;
therefore, the 80-week line has fewer irregularities and shows the smooth-
est trend.
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Longer Is Less Responsive

The good news is that longer is smoother. The bad news is that longer is later
in telling you that the trend has changed direction. In Figure 4.1 you can see
the the turning points at the top of the trendlines move farther to the right as
the trend gets slower. In the case of Enron, the faster 20-week average shows
a few downturns as prices rise. The 40- and 80-day averages are both consis-
tent in their direction, turning once at the top. The 80-day average is unnec-
essarily slow for this chart because it signals a price turn when prices fall
below 50; the 40-week average turns down when prices fall below 70.

Choosing the trend that works best is always a compromise. You'll need
to find the most acceptable balance between smoothness and speed. You'll
need to learn more before you can make that choice.

Trading Rules for Trends

The best rules for trading the trend is to buy when the moving average turns
up and sell when the moving average turns down. However, there are many
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FIGURE 4.1 Enron with 20-, 40-, and 80-week moving averages. The 20-day average
stays closest to prices and the 80-day lags the most. Although the 80-day is smoothest, it also
is slowest to tell you that the trend has changed.
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traders who find that method too slow. Instead they buy when prices move
above the moving average and sell when they move below.

The problem with using a price penetration for buy and sell signals is that
price can move back and forth through the moving average for a number of
days before taking off in one direction. In Figure 4.1, both the slowest and
medium trends have this problem. There are some added rules that can be
used to avoid this, but those rules also have problems. Why go through the
trouble of more complicated rules when you end up at the same place?

Two Microsoft Examples. If we take a similar period for Microsoft
(MSFT), 1995-2001 (see Figure 4.2), we see much the same pattern as Enron.
The 20-, 40-, and 80-week averages have one primary upward trend and one
downward trend. Neither the 40- or 80-week averages has any false trend sig-
nals, while the 20-week is much more erratic than in the Enron example.
Longer is smoother.

The daily chart of Microsoft shown in Figure 4.3 uses days rather than
weeks for the moving average calculations. The 20-, 40-, and 80-day moving

MSFT LAST-Weekly 02/02/2001 C=61.063 -39.500 -32.57% O=83.000 H=G3.750 L=61.000 v=40958400 Moy fvg 3 lines{Cloge, 20 40,8000 53956 G65.017
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FIGURE 4.2 Microsoft weekly chart, 1995-2001. The 20-, 40-, and 80-week averages
show a pattern similar to Enron.
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FIGURE 4.3 Microsoft with 20-, 40-, and 80-day moving averages. Because daily data is
much noisier than weekly data, none of the moving averages are as smooth as the weekly ones
in Figure 4.2.

averages are all much faster than the fastest weekly average (20 weeks is
equivalent to 100 days); therefore, the trendlines track the prices closely and
have frequent changes in direction.

In the daily chart, all of the moving averages seem to catch a good part of
each trend. The 20-day average has a series of shorter trades, while the 80-
day average has fewer, larger, and longer trades. The 80-day seems to do the
best, holding the downtrend for the entire move lower. However, how do we
know that the results of the 80-day average are better than the 20-day? Even
though the 20-day has a few bad trades, the total of all buys and sells using
the faster trend might be greater than the 80-day result.

To find out which trend is the best, you'll need to add up all the trades. In
addition, you'll want to know which trend has the largest loss. Both the
amount of profit and the size of the risk decide the best trend.

Conservation of Capital. Before showing the actual trades generated by a

moving average system, you should know that a trend system is a conser-
vation of capital approach. It takes many small losses and has a few large
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FIGURE 4.4 Microsoft moving average performance statistics.

profits. The small losses occur when we enter a new trade and prices turn
and go the wrong way. The moving average trend changes within one or two
days, and we close out the trade with a small loss. Taking a small loss is
called conservation of capital.

Results of an 80-Day Moving Average Applied to Microsofl. Figure 4.4
shows a summary of the trades for Microsoft using an 80-day moving average
for the 10 years ending January 2001. This system traded both the long and
short side There were a total of 88 trades, of which 36 were profitable, only
about 40 percent. That’s actually good for a trend system which often has
closer to 35 percent good trades. Total profits were $51.75, which means an
average trade made $0.59 before commissions.

An interesting result in this trend system is that there are 7 bars (in this
case “bars” mean “days”) in the losing trades and 46 bars in the winning
trades. That shows the system is holding onto profits and cutting losses
short. Also, the average winning trade yielded $3.32, and the average loss was
$1.22. The losses are smaller and the losing trades are exited faster than the
profitable trades—it must be a trend system. Study the trades in Figure 4.5 to
see a typical trend performance.
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FIGURE 4.5 Microsoft moving average sample trades.

EXPONENTIAL (PERCENTAGE) SMOOTHING

Moving averages are not the only way to smooth prices. Exponential smooth-
tng is another simple technique that came out of the aerospace industry. It
was a way of calculating the trajectory of a missile. The name is the most
complicated part of it. If we had called it percentage smoothing, it would not
sound as intimidating. Never let the mathematicians name something,.

If you want a trendline smoothed by 20 percent, then each day you bring
the last trendline value closer to the last closing price by 20 percent of the dis-
tance between the two values. For example, if yesterday’s trendline value
was $50, today’s price is $60, and your smoothing is 20 percent, then the new
trendline value is:

New exponential value = old exponential value
+ 0.20 % (today’s price — old exponential value)
=50+ 0.20 x (60 — 50)
=50+2
= b2

A 20 percent smoothing causes the trendline to move closer by $2 when
the new closing price is $10 away from the previous trendline value. That’s
20 percent of $10, the difference between $60 and $50. One of the good points
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FIGURE 4.6 Daily Microsoft chart with percentage smoothing equivalent to 20-, 40-,
and 80-day moving averages. The trendlines seem a bit more sensitive than the moving
average equivalent because the smoothing is a front-weighted method; moving average is
equally weighted.

of exponential smoothing is that it only needs the value of the previous trend-
line, the new price, and a smoothing (percentage) value (see Figure 4.6). A
moving average needs as many prices as the length of the average. The rules
for trading a smoothed trendline are the same as those for a moving average.
You trade in the direction of the trendline.

Finding a Moving Average and Smoothing Percentage
That Gives the Same Trendline

Although the calculations seem very different, we can come close to finding
a moving average trendline and a smoothed trendline that are very similar.
Beginning with the number of days in the moving average calculation, we can
find the equivalent smoothing value using the formula:

2
(moving average calculation period + 1)

Exponential smoothing percentage =
Then a 20-day moving average has an equivalent smoothing percentage of 2/21

=0.095, a 40-day moving average is 2/ 41 = 0.049, and an 80-day moving aver-
age is 2/ 81 =10.0247.
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An advantage of smoothing is that you can select values that represent a
2.5-day moving average while it is impossible to actually average 2.5 days
using daily data. If we want to go from smoothing to a moving average, we
can reverse the formula:

2

Moving average calculation period = - -
exponential smoothing percentage — 1

Smoothing Gives More Importance to Recent Price Moves

The important difference between a moving average and smoothing is
that smoothing gives greater importance to the most recent data. Think
of a 10 percent smoothing as the same as a company continually dilut-
ing itself by giving 10 percent of the total company to each new share-
holder. If there are 20 original shareholders, each with 5 percent of the
company, and a new shareholder gets 10 percent, then each of the 20 orig-
inal shareholders ends up with 4.5 percent (10 percent less) and the new
shareholder has 10 percent.

If another shareholder is now issued 10 percent, the original sharehold-
ers are diluted to 4.05 percent, the previous 10 percent owner now has 9 per-
cent, and the new shareholder has 10 percent. Each time a new shareholder
is added at 10 percent, all previous shareholders are diluted by 10 percent.
The most recent addition will always have 10 percent, the previous one 9 per-
cent, the one before that 8.1 percent, then 7.29 percent, and so on. This type
of trend is also called front-weighted.

REGRESSION SLOPES

A regression line is the “best” straight line drawn through the prices to show
the direction. The angle up or down is the slope of the line. It is the method
used by economists and is similar to our charting trendlines except that it is
drawn through the center of the price move rather than across the highs and
lows. The calculation of the slope takes more time than we would like; there-
fore, it’s best to use the function slope on a spreadsheet and follow the exam-
ple at end of this chapter.

When you draw a trendline on a daily chart, the slope of that line is the
amount that it rises or falls each day. For example, if we draw a rising line
for IBM that goes from $50 to $70 over 20 days, the slope of that line is 1 ($1
increase per day). If it falls to $60 over the next 20 days, then the slope dur-
ing that period was —0.50 (50¢ decline per day).
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FIGURE 4.7 Microsoft daily chart with regression lines of about 6 months. Each line
shows the direction of prices during the period and runs through the middle of the price
movement.

Figure 4.7 gives an example of regression lines drawn at different points
in time. Each line includes about six months and runs through the middle of
the price pattern.

When we use the slope for trading, we are only interested in the most
recent slope value. If the slope is rising, then the trend is up; if it is falling,
then the trend is down. We use it in the same way as the previous trends. A
chart of the slope is shown in Figure 4.8 along the bottom of the chart and
also in the top part of the chart. Because each point of the slope is measured
over the previous six months, the daily increase or decrease in price is very
small. When MSFT declines from $120 to $60 (December 1999-June 2000),
the daily slope was —0.40 (an average of 40¢ per day).

The slope has small values that the can be both positive and negative
based on whether the regression line is angling up or down; therefore, it is
very different from prices and cannot be plotted on the same chart scale. The
trendline on the price chart is drawn to give you an idea of what the slope
would be at different points. The slope value that we want is the angle of the
line as it changes each day. The line plotted along the bottom shows the true
slope. The angle of the line is rising when the slope value is above zero and
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FIGURE 4.8 Microsoft with slope. The last point of the 125-day regression line is plotted
on the price chart, and the slope value is plotted along the bottom.

falling when it is below zero. The larger the value, the stronger the upward
price move.

Although the slope seems to be falling from January to June of 2000, 7t s
actually rising at a slower rate from January to May. Any slope value above
zero means that prices are rising. When it crosses the zero line, it then indi-
cates that prices are falling.

BREAKOUTS

We have already discussed the N-day breakout in Chapter 3. It is both a very
popular and very reliable way of identifying the trend. To review the trading
rules:

Breakout Rule 1

Buy on an upward penetration of the highest high of the past N days
Sell on a downward penetration of the lowest low of the past N days
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There are alternative rules that are considered more conservative and avoid
entering on days when there is a higher high but prices close back inside the
trading range. This situation is potentially a false breakout, and can be
avoided with Rule 2.

Breakout Rule 2

Buy when prices close above the highest high of the past N days.
Sell when prices close below the lowest low of the past N days.

The drawback of Rule 2 is that it may keep you out while prices are moving
steadily higher or lower. That leads to Rule 3.
Breakoul Rule 3

Buy if there is an N-day high and today’s close is higher than yesterday’s
close.

Sell if there is an N-day low and today’s close is lower than yesterday’s
close.

MSFT LAST-Daily 0173172001 C=81.053 -20500 -32.57% 0=63000 H=63750 L=61.000 V=40958400
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FIGURE 4.9 Microsoft trading signals using a 20-day breakout. Lines have been drawn
at the points where the breakouts occur. As with other trend methods, it takes more small losses
and a few large profits.
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Of the three rules, Rule 3 may be the best compromise. It avoids false break-
outs and gets a confirmation from the higher closing price.

Figure 4.9 shows the Microsoft buy and sell signals using a 20-day break-
out. Lines have been drawn across the chart at the point where a trading sig-
nals occurs.

WHICH OF THE FOUR TRENDING METHODS IS BEST?

Now that we've looked at the four most important trending techniques, we
naturally want to know which is best. To get that answer, we need to use spe-
cial testing software that will give us the results of trading the trends for cal-
culation periods from 5 to 200 days. This way we can see which methods
work best for faster or slower trading, and which work best in general over
the entire range of tests.

Table 4.1 gives the results of testing Microsoft for five years ending Jan-
uary 2002. This period has a strong bull market at the beginning, changing to
a volatile sideways pattern and then lower prices towards the end of the
period. Some of the important features to notice are:

e Except for the calculation periods from $20 to $55, all tests were prof-
itable. It is interesting to note that the range $20 to $55 is the most popu-
lar for trend followers.

* Profits all were made with long positions rather than shorts. Long posi-
tions had the largest losses using averages in the range of 45 to 50 days;
the shorts were only profitable in the range of 10 to 15 days. That’s
because price drops are shorter and more volatile than price rises. In
order to profit on the short side, you need to trade quickly and get out.
Because the market has a long-term history of reaching new highs,
slower trends work better for long positions.

¢ The average profit from a trade gets larger as the trend gets slower. Fast
trading in the range from 10 to 15 days may look attractive, but an aver-
age return of 29¢ to 38¢ per trade can be eaten up quickly with commis-
sions and a few bad executions in a fast market.

¢ The profit factor (gross profits divided by gross losses) get much higher
as the trend gets slower. The profit factor measures the smoothness of
the returns, although this measure only looks at the returns after the
trade is closed. Still, it argues that slower is better, as do many of the
other values.
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TABLE 4.1 Results of Backtesting a Moving Average for Microsoft over the Five
Years Ending January 2002

Period NetPrft L:NetPrft S:NetPrft #Trds %Prft Avg W/L AvgTrd MaxDD PFact
5 1.16 29.69 -28.53 535 30 2.29 0.00 -47.92 1.00
10 97.08 71.11 25.97 338 28 4.12 0.29 -20.45 1.63
15 102.90 75.96 26.94 274 31 4.02 0.38 -22.50 1.84
20 -25.78 12.18 -37.96 246 23 278 -0.11 -67.12 0.86
25 -16.95 20.63 -37.58 192 28 2.22 -0.09 -42.37 0.89
30 -67.26 -4.53 -62.73 212 24 1.90 -0.32 -75.24 0.62
35 -1.39 28.19 -29.58 212 25 290 -0.01 -36.50 0.99
40 -61.31 -0.36 -60.94 182 24 2.05 -0.34 -86.32 0.65
45 -73.87 -10.61 -63.26 185 23 1.88 -0.40 -99.83 0.59
50 -73.79 -13.73 -60.07 151 21 2.06 -0.49 -124.12 0.55
55 -39.50 12.33 -51.83 149 23 230 -0.27 -83.89 0.71
60 14.23 32.16  -17.93 145 26 3.05 0.10 -76.68 1.12
65 2.50 30.36 -27.86 147 27 2.72 0.02 -93.41 1.02
70 75.46 66.84 8.62 103 32 4.69 0.73 -21.92 2.21
75 42.33 50.27 -7.94 116 25 4.29 0.37 -28.99 1.50
80 47.72 53.93 -6.21 102 34 3.24 0.47 -26.01 1.69
85 59.10 58.66 0.44 97 37 3.29 0.61 -18.14 1.94
90 44.15 52.90 -8.76 79 35 3.23 0.56 -32.78 1.77
95 50.46 57.87 -7.41 79 24 6.39 0.64 -38.01 2.02
100 -9.71 27.85 -37.56 89 15 489 -0.11 -80.03 0.91
105 27.48 46.00 -18.53 89 25 3.68 0.31 -66.50 1.28
110 76.18 71.20 4.98 61 18 13.05 1.25 -24.70 2.87
115 78.90 71.53 7.37 51 23 11.98 1.55 -16.81 3.69
120 56.83 60.49 -3.66 63 20 8.75 0.90 -20.21 2.27
125 59.64 60.93 -1.29 65 27 5.61 0.92 -31.16 2.15
130 53.61 54.07 -0.46 79 30 4.20 0.68 -30.38 1.83
135 76.42 70.29 6.13 65 30 7.36 1.18 -11.38 3.27
140 65.05 63.63 1.42 63 26 7.80 1.03 -15.20 2.88
145 85.15 74.65 10.50 55 29 9.85 1.55 -11.71 4.04
150 116.95 90.55 26.40 41 43 11.99 2.85 -7.05 9.38
155 81.13 83.42 -2.30 35 45 7.84 2.32 -14.46 6.60
160 62.10 72.66 -10.56 31 25 10.90 2.00 -17.94 3.79
165 42.80 61.91 -19.12 37 27 5.51 1.16 -29.23 2.04
170 52.98 55.60 -2.62 37 27 5.61 1.43 -38.25 2.08
175 71.75 76.39 -4.64 27 25 13.75 2.66 -17.03 4.81
180 84.24 86.14 -1.90 31 29  63.21 2.72 -2.73 25.86
185 84.26 86.15 -1.88 19 26 73.48 4.44 -3.43 26.24
190 84.31 86.17 -1.86 17 29 64.87 4.96 -2.89 27.03
195 80.65 82.09 -1.44 19 21 113.17 4.25 -3.00 30.18
200 77.35 79.19 -1.84 13 23 36.38 5.95 -6.11 10.91

Explanation of columns: (1) calculation period, (2) net profit, (3) profits from long
trades, (4) profits from short trades, (5) number of trades, (6) percentage of profitable
trades, (7) average win/loss ratio, (8) average profits per trade, (9) maximum
drawdown, and (10) profit factor (gross profits divided by gross losses).
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Comparing the Results of the Four Trends

63

The same tests that are shown in Table 4.1 for the moving average were per-

formed on the other three trending methods, smoothing, regression
and breakouts. The net profits of the four methods are shown together

slope,
in Fig-

ure 4.10. The left scale is the net profit and the bottom scale is the calculation

periods from 5 through 200 days.

Let’s not look at the chart too closely. You should see that the overall
pattern of profitability is very similar for all four trend methods. All the
lines move together. Sometimes one is a little better, sometimes another, but
all of them peak at 15 days, drop to lows at about 35 days, and then move

steadily higher.

The Importance of Similar Resulls

Let’s look at the big picture for a moment. Figure 4.10 says that, if a market
has price trends, then any of the trending methods should make money.
That’s important. Each of these four methods is technically very different, as
we'll see in the next section; nevertheless, the final picture is the same.

150.00

100.00

50.00

0.00

-50.00

-100.00

-150.00

Calculation period

FIGURE 4.10 Net profits of four trending methods. When viewing the big picture,
all four methods have very similar results over all calculation periods.
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When you're searching for the best trend for the market that you want to
trade and you find that the breakout method gives reasonable profits but the
moving average and smoothing methods lose money, then don’t trade the
trend. You need a market with clear trends, not subtle ones, to have confi-
dence that trend following will work. Don’t think you've discovered a secret
because only one method works. It was just an odd combination of price pat-
terns that is not likely to be repeated in the future.

The Differences between Trending Methods

Now we can look at the features that make one trending method different
from another.

Profits per Trade. Both the N-day breakout and the regression slope have
noticeably larger profits per trade than the moving average or smoothing
methods (see Figure 4.11). Larger profits per trade are safer for trading, but
it is necessary to take larger risks in order to have larger profits. We've seen
that the moving average and smoothing techniques cut losses short, while the

30.00

25.00
20.00 /
15.00 p—yTy
—-—EXP
LRS
—BO
10.00

-5.00

Calculation period
FIGURE 4.11 Comparison of profits per trade. The breakout and slope methods show

much larger profits per trade than the moving average and smoothing techniques. In order to get
the same result, the breakout and slope techniques must take more risk.
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FIGURE 4.12 Comparison of maximum drawdowns. There is an overall similar pattern,
but the N-day breakout shows slightly larger losses in the short term and smaller losses in the

long term.

breakout and slope techniques allow prices to flop around in a wide range in
order to hold onto the trend. This difference in style can be seen in the larger

profits per trade for the breakout and slope methods.

Drawdowns. The maximum drawdown is the peak-to-valley drop in
equity, measured from day to day, rather than only when the trades are
closed out. In Figure 4.12 we again see a similar overall pattern of draw-
downs in the four systems, although the N-day breakout has a slightly larger

loss than the others when trading faster.

Number of Trades. The frequency of trading is another significant differ-
ence in the style of the four techniques. When there are fewer trades, each
trade must be held for a longer time, resulting in net larger profits and losses
and larger equity swings. In Figure 4.13 we can see that the moving average
and smoothing methods are similar in the way the number of trades decline
as the calculation periods get larger (the trend gets slower). The moving aver-
age and smoothing techniques have many more trades than either the break-
out or slope methods because no matter what speed is used, the moving
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FIGURE 4.13 Number of trades comparison. The moving average and smoothing
methods always have more trades than either the breakout or slope techniques because moving
averages will give a series of false signals during many of the trend changes.

average will get caught in a trend change that moves back and forth across
the trendline, causing a series of false signals. False signals are a fundamen-
tal part of the moving average approach and can’t be eliminated.

Percentage of Profitable Trades. The last important quality of the sys-
tems is the percentage of profitable trades. We can see the similarity of the
moving average and smoothing methods in Figure 4.14, each posting slightly
above 30 percent at best, and falling to lower reliability as the number of
trades decline for slower trends. Even when the moving average is calculated
over a long time period in order to capture the major trend, it still produces
a series of false signals at the trend change. When there are only a few good
trends, these false signals become a larger percentage of the total number of
trades. As discussed earlier, this pattern is called conservation of capital.
The breakout system is just the opposite. When a long time period is
used, the highest high and lowest low are very far apart. It is unlikely that
there will be more than one or two trades, and each trade will be held
through a wide range of price movements, most often yielding a net profit.
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FIGURE 4.14 Percentage of profitable trades comparison. The breakout system gets

more reliable for long-term trends, while the moving average and smoothing methods continue
to generate false signals at trend turns.

The percentage of profitable trades goes up for the breakout system when
you hold the trade longer, but the risk also goes up.

Summary of Trend Characlerislics

Net profits All systems have very similar net profits.

Profits per trade All increase, but the N-day breakout is 5 times
larger than the moving average or smoothing
methods.

Maximum drawdown  Similar for all methods, but more uniform for the
slope and N-day breakout.

Number of trades N-day breakout and slope have less than half the
number of trades of the moving average or
smoothing methods.

Percentage of Both moving average and smoothing decline, the
profitable trades slope method is erratic, and the N-day breakout is
uniformly higher.
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Which is best? It’s the one with the highest ratio of returns to risk. The best
trading method is always the one that gives the largest return for the small-
est amount of risk.

What You Need to Remember

Identifying the trend is the most important single element of technical analy-
sis, no matter how you choose to use it. If you're going to be profitable trad-
ing the trend, then any one of the four methods will work. The choice of
method should not turn a loss into a profit.

The N-day breakout has the best overall characteristics although it has
the higher risk on individual trades. The moving average method is the best
choice if small losses are important to you.

Remember that the trend works because it capitalizes on the distribution
of price movement called the fat tail. Price patterns have fewer short runs
(one day up or down followed by the opposite price move) and more longer
runs (more than 10 ups or downs in a row). Price movement is not distributed
randomly.

Calculating the Methods on a Spreadsheet

All four trending methods can be easily calculated on a spreadsheet. You can
use the trend direction to create a long or short trading signal. Figure 4.15 is
an Excel spreadsheet that uses Microsoft prices for calculating the four
trends over a 10-day period (columns F, G, H, and M) and shows the market
positions that should be held for each system (columns J, K, L, and M). The
formulas are shown so that you can do your own comparison.

TRADE ON THE CLOSE, NOT ON THE NEXT OPEN

You'll find it very convenient to do all your calculations after the market
closes, and then have your orders ready for the next morning. Don’t do that.

Placing your orders on the close by calculating the trendlines just
before the close of trading puts you ahead of almost everyone else. You
always need to be ahead, not behind. If prices have crossed an important
resistance line on the close, then you'll see prices jump higher on the next
open. Entering your trade before that jump gives you free exposure. Take
advantage of it.
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72 A SHORT COURSE IN TECHNICAL TRADING

Can We Figure Out, in Advance, When the Moving Average
Will Change Direction?

Of course, and it’s a surprisingly simple calculation. If you're using a 10-day
moving average, simply calculate the value of the 9-day moving average (leav-
ing off the oldest day). That value is the turning point. If today’s prices are
higher, the trendline will turn up; if today’s price is lower, the trendline will
turn down. For any moving average, just remove the oldest day and take the
average of the remaining days to get the critical turning point. That will help
anticipate where you will go long or short just before the close. Remember:

Moving average turning point = average of closing prices over N — 1 days

where N is the calculation period you are using for your moving average.

What if You’re Wrong?

Sometimes it looks as though the trend will definitely turn up 10 minutes
before the close and then wham/!, big selling on the close forces prices down
and the trend doesn’t turn up. You've already bought. Just close out your
trade on the next open. It sounds awful, but prices don’t usually make a
severe move in the last 10 minutes of trading. More often they just languish
and drift lower, just missing your trend signal. You can get out in the morn-
ing with little price change.

Over time you’ll find that anticipating the trend change is much more
profitable, even when you're wrong a few times. Always move ahead of the
other traders.

WHICH TREND SPEEDS WORK AND WHY THEY WORK

Choosing a trend speed is not a random event. There is a big picture that
must be understood in order to be successful in the long run.

We first need to be aware of market noise. Noise is the erratic up and
down movement that results from the high volume of trading by investors, all
whom have different objectives. Not all buying and selling is done by high-
tech traders and bank dealing rooms, each trying to get the most profit out of
each position. Much of the stock market activity reflects movement of pen-
sion money by big funds. As money flows in and out, these funds must adjust
their positions within a few days. Other activity may be the result of investors
liquidating part of their portfolio to have cash for a new house, or some other
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unrelated market event. In futures markets, many of the transactions are for
hedging financial commitments, that is, reducing risk exposure, rather than
for profitable returns.

This buying and selling, not focused on making a killing in the market,
causes noise. When there is a lot of noise you can get false trend signals.
Prices move quickly higher, causing the moving average to turn up. Prices
then fall back to their original level, and the moving average turns back down.

The Relationship Between the Moving Average Speed
and Market Noise

The slower the moving average, the less it is going to be fooled by noise. The
longer calculation period makes a single day less important and the average
more able to hold onto the longer-term direction.

Some markets have more noise that others. The high-volume index mar-
kets have the most noise and, if you're going to find the trend, you’ll need to
take a very long view of those price moves. Foreign exchange markets and
stock sectors have less noise and can be traded with a somewhat faster trend
(medium speed is considered to be 25 to 60 days).

If you use a very fast trend, then you’ll want to take profits as often as
possible since noise causes prices to change direction unexpectedly, as
seen in Figure 4.10. If you can’t expect prices to trend, then you must take
profits often.

To summarize the way you need to look at a trading method based on
long-term and short-term trends, remember that the short term is strongly
influenced by noise, while the long term makes noise appear less important:

Short-Term Trend Long-Term Trend

Noise dominates short-term price Noise is small compared to the length
movement. of the trend.

Take profits often because noise Stay with the trend, and don’t take
causes sudden changes of direction. profits. Take advantage of the fat tail.

Expect many small profits and a Expect many small losses and a few
few large losses. large profits.

Use daily or intraday data. Use daily or weekly data.

TREND PROFITS USING DIFFERENT TREND SPEEDS

To see that trend trading works best for slower trends—longer calculation
periods—we can look at a summary of trading results for Eurodollar futures
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FIGURE 4.16 Eurodollar results using six trending methods. Faster trends have more
trades and their results are farther to the right. Regardless of the trend method, profits are
consistent with slower trends. As trends become faster, none of the systems are profitable.

in Figure 4.16. The risk-adjusted returns, return divided by risk, are shown on
the left, and the number of trades for a 10-year period are shown along the
bottom. The more trades, moving from left to right, the faster the trend.

Six trending methods are used in Figure 4.16: moving average (MA),
exponential smoothing (EXP), linear regression slope (LRS), swing (SWGQG),
point-and-figure (P&F), and N-day breakout (NDAY). The results clearly
show that as any system trades faster (more trades), the results turn to
losses. It is not a matter of selecting the best method—there is no best
method for trading fast with a trend. It just doesn’t work.

HOW MANY DAYS OF PRICE HISTORY
DO YOU USE TO TEST A TREND?

If you're using a computer, use as much data as possible to test your
trend system—or any trading method. When there is more data, there are

more price patterns and more chance that the trend will see good times and
bad times.
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Even when you use 10 or 20 years of daily price history, you still may
not have all the patterns. Be sure you include the market crash in 1987. You
need to see how your trend would have fared during as many bad scenarios
as possible.

Be sure your data includes a bull market, a bear market, and a sideways
market. That might be a problem for U.S. Treasury bonds, because they’ve
only gone up for the past 20 years (that is, rates have dropped).

Do the best you can. Just remember that more data is better.

A COMPARISON OF FAST AND SLOW TRENDING METHODS

Think about how fast or slow trading interacts with price movement:

Slow Trading Fast Trading

Emphasizes the trend Sees mostly market noise

Must let profits run Needs to take profits often

Has large profits Takes larger losses than profits
Has frequent losses Has frequent profits

Best with weekly-monthly data Best with hourly-daily data

Price noise prevents you from seeing the trend; you need to view the bigger
picture of longer-term prices to overcome market noise.

LEARNING FROM THE PAST

Moving averages were used before computers and before electronic calcula-
tors. Because it took time to calculate longer averages by hand, the 10-day
average was the most popular. All you needed to do was add 10 numbers and
move the decimal point one place to the left. Besides the 10-day average, the
5-day and 20-day averages were the most common. Traders believed that
the average of the week and month were most important. They were prob-
ably right.

Rather than use a computer to test every possible moving average
speed looking for the most profitable, why not decide which calculation
period makes the most sense? Weekly is good, monthly is good, and per-
haps quarterly is even better. For stocks, most of the reporting is quarterly.
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Perhaps the market simply flops around in between but must come true to
its direction each quarter. Monthly might also be good because many of the
government economic reports are issued monthly and pension funds must
add and withdraw by the end of a month. Why not use something logical?
By the way, for calculation purposes, a trading month has 21 days.

Questions

1. Using the following S&P index prices from November 2002:

908.35, 915.36, 923.76, 902.57, 894.73, 876.19, 882.95, 882.53, 904.27,
909.81, 900.36, 896.74, 914.15, 933.79, 930.55, 932.87, 913.31, 938.87,
936.31, 934.53

a. What are the last three values of a 10-day moving average?

b. Is the trend going up or down?

c. What would be the next price in order to change the direction of the
trend?

2. Which trend will change direction first—a 10-day moving average or a
20-day moving average?

3. With percentage smoothing, the most recent price changes are given
(a) less importance, (b) the same importance, or (¢) more importance
than previous price changes?

4. If today’s closing price is $50, yesterday’s trendline value was $40, and
you are using a percentage smoothing of 10 percent, what is today’s
trendline value?

5. When the slope of a regression line is greater than zero, are prices rising
or falling?

6. What is the daily slope of a regression line that rises 10 points in five
days?

7. When the slope values today and yesterday are both 1.5, are prices rising,
unchanged, or falling?

8. Ifyesterday’s slope value was 1.5 and today’s slope value is 1.0, are prices
rising, unchanged, or falling?

9. Using a moving average to trade, when do you get a buy signal? A sell
signal?
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10.

11.

12.

13.

Using a breakout system, the previous 10-day high was $30.50 and the
previous 10-day low was $28.50. Prices break out to the upside and you
buy 100 shares at $31.00. What is the risk of your trade in dollars?

Which of the four trending methods, moving average, smoothing, break-
out, or slope,

a. Is usually most reliable?

b. Has the smallest losses?

c. Has the largest losses?

If the moving average method produced good profits when you checked
its performance on the history of IBM, but none of the other trending
methods were profitable, would you trade IBM using the moving aver-
age? Why?

You've just read an advertisement for a trend system that has 80 percent
profitable trades and very low risk. What’s wrong with that statement?
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CHAPTER 5

The Trading Game

A Brief Review and a Little Extra

e The reason for using a trendline or moving average is to get an objective
assessment of the price direction.

e Disciplined trading is most important because it clearly tells you when to get
out of your trade and take your loss.

e You can’t follow the trend and take profits at the same time. Profit-taking
works with short-term trading, but profit-taking fights with the long-term
trend. You can’t hold onto a trend trade to get a big profit and at the same
time take a small profit when things go your way for a few days. You’ll need
the big profits to offset lots of small losses.

e Trend analysis says (a la Yogi Berra) the market is going up when it is going
up. There’s no hocus pocus. Fundamentals, or value investing, may say that
the company is in great shape while prices are falling. You’ll do much better
trading technically.

ou now know enough to start trading—that is, paper trading. You can’t

learn everything from reading; you need to make trading decisions

and see what works best for you. Everyone must develop their own
trading style—fast, slow, conservative, or aggressive. This experience is as
important as anything else you might get out of this course. Although we've
only learned about trendlines and calculated trends, they are the most impor-
tant techniques for trading, and for now, that’s what we’'ll use.

78
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During this course there will be three trading games, each one loosening
the rules to allow more natural trading. At all times you can apply any trad-
ing techniques that you’ve learned, whether in this course or from others, but
don’t go outside the other rules for each game. The object is to learn how to
make these tools work for you.

From now on, at the end of each chapter, we’ll review the trading prob-
lems that you might have encountered. You'll see that you're not the only one
that makes mistakes. Remember that you can’t learn to trade without taking
losses, and it’s best to learn from those losses now, before you try it with your
OWn money.

OBJECT OF THE GAME

We have some ambitious goals for the trading game:

Apply technical analysis correctly.
Achieve the highest returns with the lowest risk.
Learn how to be disciplined and objective about your trading decisions.

Learn how to place orders correctly.

A A e

Get used to taking a loss.

TO BEGIN GAME 1

1. You have $100,000 cash available for trading.

2. You have a portfolio of six stocks and three futures contracts. I suggest
you start with a sample of interesting stocks from different sectors. You
might choose from:

Amazon (AMZN) AOL Time Warner (AOL) General Electric (GE)
IBM (IBM) Microsoft (MSFT) Nokia (NOK)

Tyco (TYC) American Airlines (AMR) Raytheon (RTN)
Barrick Gold (ABX) Exxon Mobile (XOM) Merck (MRK)
Wal-Mart (WMT) Procter & Gamble (PG)

Try to pick stocks that have had good movement during the past three
months. We don’t want to get bored; we're trading, not investing. In addi-
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tion, you need to watch the futures markets that have the greatest impact
on the economy:

10-year Treasury notes (TY)
Euro FX (EU, European currency unit)
S&P 500 index (SP)

Treasury notes are traded on the Chicago Board of Trade from 7:20 A.M.
to 2:00 p.M. Central Time), and the Euro and the S&P are traded on the
Chicago Mercantile Exchange (International Monetary Market and Index
& Options divisions). The Euro trades from 7:20 A.M. to 2:00 p.M., and the
S&P 500 from 8:30 A.M. to 3:15 .M., both Central Time. The emini S&P 500
trades 24 hours.

For futures markets you'll need to watch the nearest contract for deliv-
ery. If you're trading in the month of February, it will be the March con-
tract. These three markets have four delivery months each year: March,
June, September, and December (months are coded as H, M, U, and Z, so
that Treasury notes to be delivered in December 2003 are usually seen as
TYZ3 on your screen). Remember that the trading hours for futures are
not the same as those for the stock exchange.

. You can track these stocks on the Internet at a wide variety of websites.

Try looking at BigCharts.com, MoneyCentral.msn.com (where you can also
download the prices), or Bloomberg.com. Futures prices are not as easy to
find, but INO.com has both intraday and daily prices for all active domes-
tic futures markets. European quotes can be found on Eurexchange.com.
You can also go directly to the exchange websites, CME.com and CBOT.com,
to get prices. All of the websites deliver delayed quotes that are 15 min-
utes late. That’s why they’re free. On some of these websites you can
enter and display your own moving average and other indicators. If you
don’t have access to a computer on any particular day, you can use the
old standby, the Wall Street Journal, or Investors Business Daily.

TRADING RULES

1. Begin trading on Monday. Orders must be placed at least five minutes

before the close for execution on the close. Orders must be placed at
least five minutes before the open for execution on the open. There are
no market orders (orders executed immediately) in this game. You need
to plan in advance.
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2. All positions will be liquidated on the close of Friday in four weeks.

3. Send all orders by e-mail to an address set up for just this. There are

10.

11.

many free e-mail vendors where you can set up a new account.

. The only orders that are allowed are market on open (MOO), market on

close (MOC), stop (STOP), and lim1t (written as limit, OB, or nothing). No
market orders are allowed. An explanation of how to place orders
appears later in this chapter.

. All equity orders are for 100 shares. All futures orders are for 1 contract.

You won’t be using much of your $100,000 in this game.

. You must be in at least three positions at any one time. They can be a

combination of stocks and futures.

. You can only go long in stocks. You can go long or short in futures. To

sell futures short, you simply place a sell order. To exit, you place a buy
order for the same quantity. There are no extra costs or complications.
The Clearing House keeps track of everything.

. There will be no commissions and no slippage. We'll trade for free. It's

unrealistic but not important at this point. You need to make the right
trading decisions and not spend too much time on your accounting.

. Along with your e-mail order, include a one sentence explanation of why

you're making this trade. Be sure it’s technical.

After you've entered the trade, you must place an order to exit if prices
go the wrong way. It’s a bad habit to have an open trade without risk pro-
tection.

You will need to keep a record of all your trades, marked to the market.
Marked-to-market means that you calculate the accumulated profits and
losses each day. You must see whether you a making or losing money
on the trades. It’s best that you do this each day, but no later than Friday
of each week. You can use the spreadsheet in Figure 5.1 to record your
positions, profits, losses, and capital used.

A Little Advice Before Starting

1.

Diversification reduces risk. Avoid holding positions in only one or two
markets.

Trading too quickly incurs large transaction costs. The price you get in
real trading will usually be worse than the one you expect, and commis-
sion costs add up. Don’t try to get in and out each day.

A small loss is better than a big loss; don’t fall in love with your trade.
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Don’t trade unless you have a plan and the timing is right; otherwise, you
can be earning interest in a money market account on the unused funds.

Review your positions at the end of each week. Look at the major trend.
Look at your risk. Look at your profit potential. If you would not get into
the same position today, then you should get out.

HOW TO PLACE AN ORDER

You need to be very careful and very precise when placing an order. This is
true especially if you place the order by telephone. In the heat of trading,
even experienced traders can make the mistake of buying when they
wanted to sell. With electronic order entry you should not press the send
button before you've checked and rechecked that you've entered everything
correctly.

Terminology

You'll need to get familiar with using the right words to enter an order. Long
descriptions don’t work. The order clerk doesn’t care why you're making this
trade. Learn the following terms:

1.

When you have no position and you buy, you are initiating (entering) a
long position.

. When you are holding a long position and you sell, you are liquidating

(exiting) a long position.

. When you have no position and you sell, you are initiating (entering) a

short position.

. When you are selling short, you are initiating (entering) a short position.

5. When you are holding a short position and you buy, you are liquidating

(exiting) the short position.

In futures:

e If you are long 1 contract and you sell 2 contracts, you have closed out

your long and you are now short 1 contract.

e If you are short 1 contract and you buy 2 contracts, you have covered

your short and are long 1 contract.

¢ When you go from long to short, or short to long, you can say that you've

reversed your position.
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TABLE 5.1 Types of Orders

Notation Description

MARKET Market order (at the market). You want your order filled immediately, at
whatever price is being traded (the asking price when you’re buying
and the bid price when you’re selling).

MOO Market on open. You want your order executed at the opening of the
next session. The opening session is about the first 60 seconds of
trading. You may get any price within that 60-second period.

MOC Market on close. You want your order executed at the close of the
trading session. The closing session is usually the last 60 seconds of
trading. You do not get the closing price, but any price within the last
60 seconds.

PRICE Price order (the word “price” is not actually used). You want you order
executed at a specific price or better. If you are buying at $15, then you
must get a price of $15 or better; otherwise, you are not filled. A price
order is placed below the currently traded price when buying and above
when selling.

STOP Stop order. You want your order executed if the price is reached. A stop
order is placed above the current market price when you are buying. If
the price moves up and reaches your price, your order becomes a
market order.

0oCo One cancels the other. You place two orders and if one is filled, then the
other is automatically cancelled.

CANCEL Cancel order. You want to remove the order from the system.

CR Cancel replace. You want to change your previous order. If you do not
cancel it, then the new order will be placed in addition to the original
order.

GTC Good ‘til cancelled. Your order remains active until you cancel it. Unless

specified, all orders are day orders; that is, they are automatically
cancelled at the end of the trading day.

The type of order must be one of those shown in Table 5.1. You can com-
bine these orders in a variety of ways, as shown in Table 5.2.

There are other types of orders, and more complex combinations, but
you’ll be able to trade for a long time without knowing them. These orders
are all that’s needed. Be sure you practice writing the orders in the correct
form. It’s always:

Buy or Sell Quantity Stock or Futures Price Type of Order
Buy 100 MSFT 65.00 STOP
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TABLE 5.2 Combinations of Orders

Notation Order Description

MOO SELL 100 IBM MOO Sell 100 shares of IBM on the next open.

MOC BUY 1 TYH4 MOC Buy 1 contract of March 2004 Treasury note
futures on the close.

Price BUY 100 IBM 51.00 Buy 100 shares of IBM no higher than $51.00

When you enter a price with no other
notation, it is automatically an “or better”
(price or limit) order.

STOP SELL 100 IBM 45.00 STOP Sell 100 shares of my long position if IBM
drops to $45.00 (it is now trading higher at
$47.00).

STOP-MOC BUY 1 SPZ3 950 STOP MOC Buy 1 contract of December 2003 S&P 500
futures if the price is above 950 at the close
of trading (the price was below 950 when
you placed the order).

oCco BUY 100 MSFT 53.00 OCO SELL 100 MSFT 65.00
Microsoft is trading at $57.00 and you are
already long 100 shares. Buy 100 more if the
price drops to $53.00 or liquidate your 100 if
the price rises to $65.00, whichever comes first.

CALCULATING PROFITS, LOSSES, AND MARGIN

Stocks and futures are quite different. Keeping a record of your profits and
losses can be tricky for futures but very straightforward for stocks.

Stock Profit and Loss

You pay face value when you buy stocks. Your cash balance is reduced by the
number of shares times the share value, plus the commission you pay. For
stocks you pay a commission each time you buy or sell.

For example, in a normal stock trade you might buy 100 shares of GE
at $40. It costs you $4,000 plus a $10 commission. If you sell those shares at
$45 you get $4,500 less another $10 commission. You net $4,490 — $4,010 or
$480. You may find it easier to leave the commissions for last, doing the
calculation as $4,500 — $4,000 — $20 = $480. Your return is 12 percent.

Futures

Futures trading is very different from stocks because it always uses leverage
and you trade in larger size. If you buy the June 2004 S&P futures (SPM4) at
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950, you are buying the dollar equivalent of 250 times the price, 250 x 950 =
$237,500. You put up margin of $20,000, which is a good-faith deposit, not the
purchase price. You can actually receive interest on your deposit.

If you buy SPM4 at 950 and sell it at 960 you have gained 10 points less
commission. Each point is worth $250; therefore, you have a profit of $2,500
less $10 commission, for a net of $2,490. If you think of the margin as your
investment, your return is 12.4 percent. You could calculate your profit using
the total value of your purchase. You bought (950 x 250 = 237,500) at 950 and
sold when the value was 960 (960 x 250 = 240,000) for a gain of $2,500, less
commissions.

Returns on Stocks and Futures

A $5 move in GE (12 percent) and a 10-point move (1.05 percent of the S&P
price) in the S&P 500 index futures both yielded a return on investment of
12 percent. Yet the S&P made only a small move, while GE moved much
further. It looks much easier to get a profit from futures. However, there are
no hidden risks trading GE, while the S&P trade has lurking disaster. It's the
same leverage that gave you the “easy” profit.

For stock trades you put up the full value of the share price. No one will
ever ask you to invest more. Not so in futures. Your margin is not the full price
of what you've purchased, only 5 percent to 10 percent of the face value. For
the S&P trade in the previous example, the margin was 8.4 percent of the con-
tract value. That was a $20,000 margin for the purchase of $237,500 in stocks.

If the S&P price dropped to 925 from your purchase price of 950, you
would be losing $6,250 (250 x 25). The rule in futures trading is that, if your
deposit falls below 75 percent of its initial value, you must replenish the full
margin. Therefore, your loss of $6,250 brought the $20,000 deposit to $13,750
(68 percent) and you now need to deposit another $6,250. Your investment is
now $26,250. If you were to now take a profit of 10 points, your return would
be (10 x 250) / 26,250 = 9.5 percent.With futures you gain valuable leverage,
but at the risk of having to deposit more if the price goes the wrong way. That
can be a big risk.

Some additional examples and facts:

1. In the trading game, the futures margin for the S&P 500 (SP) will be
$20,000. The margin for Treasury notes (TY) is $2,500 (about 2.5 per-
cent), and the margin for the Euro (EC) is $2,500 (also about 2.5 percent).

2. The minimum move for a stock is $.01, or 1 cent. Stocks are no longer
traded in 8ths.
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3. The minimum move for the S&P is .05, equal to $12.50.

4. The minimum move for the Euro is .01, equal to $12.50. Each purchase is
for $125,000 worth of Euros.

5. Treasury bonds trade in 32nds. Each purchase is for $100,000. When the
price is quoted as 102-08, it means 102 and 8/32nds, or 102.25 (in deci-
mal); therefore, a price move from 102.00 to 103.00 is worth $1,000. A
quarter-point change from 102.00 to 102.25 is worth $250.

Selling Short Futures

One of the advantages of futures is that no one cares if you're long or short.
If you decide that the price is going up, you buy; if you think it’s going down,
you sell. In either case you put up the same margin and pay the same com-
missions. You can profit from a move in either direction.

For example, you think the dollar is weakening; therefore, you buy 1 con-
tract (worth $125,000) of Euros at .9850 (98% cents in U.S. dollars). If the
price of the Euro rises to .9900, you have a % cent profit, equal to $625 less
commissions. If you think the dollar will strengthen, you sell Euros at .9850.
If the price rises to .9900, you have a loss of $625 plus commissions. If the
Euro dropped to .9750, you would have had a profit of $1,250 less commis-
sions. There is no penalty and no added cost for selling.

KEEPING A RUNNING RECORD OF RESULTS

You must keep a record of all your trades in a ledger, or {rade blotter. At the
beginning of each day you need to see all of your open positions at a glance.
You will also want to know your

Total profit or loss on all closed-out trades
Average profit or loss per share on closed-out trades

Profits and losses on open trades

e h o=

Total profits and losses on open and closed trades in each stock or
futures market.

You must show all profits and losses each day, both closed-out and open
positions. The open positions are marked-to-market at the closing price of
the previous day, as though they were closed out. For tax purposes it is not
necessary to post profits or losses on stocks that you are currently holding,
but you must know the success or failure of your current trades when mak-
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ing trading decisions. You can’t wait until you file your tax return to know
how much you gained or lost. Futures positions have always been marked-to-
market for tax purposes.

Write the Reason for Each Order

In addition to posting each trade that is filled, write the reason for each order
on the trade blotter (Figure 5.1) at the time it is placed. Briefly explain why
you're entering the trade and write your objective on the trade blotter when
you are filled. When you look back after the trade is over, these reasons will
form a pattern.

Examples of Reasons for Entering a Trade

1. SELL (close out) MICROSOFT 40.00 STOP. Break of most recent low.

2. BUY MSFT 73 STOP OCO BUY MSFT 40.00 LIMIT. Buy on breakout of
recent high or buy on a pullback to the downtrend line formed by the
three lows in late May, mid-October, and mid-December.

3. SELL (close out) MSFT 68.00 LIMIT. Taking profits below resistance
at 70.

4. BUY MSFT MOO. 20-day moving average turned up on previous close.
Stay with the trend.

A Look at the Trade Blotter

After a week, your trade blotter should look like the spreadsheet in Figure 5.1.
Trades are entered in the order in which they occur. Profits and losses are
marked-to-market each Friday after the close. There is a running total of prof-
its and losses as well as the cost of each position and the total capital invested.
In this spreadsheet there are six losing trades and six winning ones, but the
winners are bigger than the losers for a net open profit of $3,260 on invested
capital of $51,206. It’s a good start for the week, but it’s only an example.

IT’S TIME TO GET STARTED

Now you’ll need to pick your stocks and print out the charts from one of
the Internet services. Print out both a long-term chart (at least five years)
and a shorter-term period (probably six-months). You may want to down-
load those prices into a spreadsheet using MoneyCentral.msn.com or
another provider.
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First, draw your traditional major trendlines on the long-term chart to get
the big picture of price direction. If the trendline is clearly up, then you'll be
looking at the shorter-term chart to find an entry point to buy. If the trend is
down, you might not want to enter any position at all.

You can also display different moving averages on your charts. Try look-
ing at more than one length; for example, show the 50-, 100-, and 200-day
moving averages on the same chart. Look to see which of them fits the pat-
tern of the market best.

Compare the moving average trends with your own hand-drawn trend-
lines. Are they both indicating that prices are moving higher? Consider
trading only those stocks and futures whose trendlines and moving averages
are saying the same thing.

Paper-Trading Websites

Some Internet websites offer the ability to track your orders without actually
trading. It prevents you from entering an order too late, entering an incorrect
order, or making an error in your accounting. It gives you practice using the
system. Try looking at the websites for Lind-Waldock and StockTrak.com.
Figure 5.2 shows an order entry screen for Tradestation. It’s all intended to
be very simple and fast.

Enjoy the game. It’s not real money now, but it will be soon!

.
E - |

*(Equities :

(Fures | [ wsFT @) 500 2[A] awe (2] | [ umi [ mtenigent v pay v 337073mav]
o - (options By [ sen J[ seusnon |[BuyteCover] ol - [ Defaut [ Advancess> |

: Fe:a2z || Lsa2t || AB422 || <Conneclsd>Brought 500 DELL @ 25.87 Limit - Eilled 25.87

FIGURE 5.2 TradeStation order entry screen. They try to make it simple and fast.
Image created with TradeStation® 7 by TradeStation Technologies, Inc.
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Questions

1.

Why do you want to choose at least three stocks from three different
market sectors?

. In the price shock of 9/11, which way did GM move and which way did

Raytheon move? Why?

. If the price of Amazon.com is $10 and you wanted to go long 100 shares

at $12, what order would you place?

. IBM is trading at $38. You own 500 shares at $40 and want to buy an equal

amount if it drops to $36. What order do you place?

. You want to buy 250 shares of GE if it rises to $45 and closes above that

level. What order do you place?

. The December S&P futures contract has been in a narrow, sideways

range for three weeks, trading from 950 to 990; therefore, you want to go
long above 990 or short below 950 to take advantage of any new direc-
tion. What order do you place?

. You bought 200 GE at $30 and the price is now $28. What is your profit or

loss?

. You sold 1 contract of TYZ at 108-16 and the price is now 108-00. What is

your profit or loss?

www.fx1618.com



CHAPTER 6

Channels and Bands

e’re now going to return to charting and expand the single trend-
line into a trend channel. Channels are useful because they identify
the volatility of price moves. Wider channels show greater price

volatility. Because price channels add more information to your analysis, you
will be able to add a few more rules to your trading plan.

CHARTING CHANNELS

1. An upward channel is formed by drawing a line parallel to the upward
trendline, touching the highest high of the same period.

2. A downward channel is formed by drawing a line parallel to the down-
ward trendline touching the lowest low of that period.

3. You may draw the channel line by cutting off a few extreme high and low
prices, if the new line seems to fit the price pattern best.

In Figure 6.1 there are three channels drawn as prices move higher. Trendline
A shows a very uniform rise with slightly increasing daily volatility (the size
of the daily bar increases as prices increase). A thin channel line is drawn
above prices touching three points, 1, 2, and 3. Near the end of the channel
the price breaks through the top of the channel.

The second channel, drawn above the upward trendline B, touches the
highest prices at the beginning and middle of B (points 4 and 5), but is pene-
trated toward the end of the channel. Volatility is increasing.

91
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FIGURE 6.1 Drawing channels. Channels are drawn only after the trendline is determined.
Trendline A can be drawn across points a, b, and c. You can immediately draw a parallel channel
line using the highest point (1) between a and c.

The third trendline, C, is very steep, and the channel line cuts through
most of the upward price moves near the top of the channel. The channel
could be expanded to allow for the higher volatility at the top of the move, or
you could accept the situation in which you get frequent penetrations of the
channel, yet the channel still represents the price direction and volatility.

These charting techniques aren’t perfect. No matter how carefully you
plot your trendlines or channels, the market will violate them and then
reverse, as though it knew where you had placed your lines and wanted to
show you that the lines mean nothing. By drawing trendlines that already
have a few penetrations, you prove that you are ready for a few more.

Trading Rules for Channels

The ideal channel trade is to buy near the bottom of the channel and sell near
the top of the channel. That method would have worked well in the first
channel in Figure 6.1.

The first channel could have been drawn safely when the three bottom
points, a, b, and c, fell in a straight line, about one-third of the channel
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length. You could have bought at the time you drew the upward trendline
A, have bought at the time you drew the upward trendline A, sold at the top
of the channel three days later, and again bought after another three days
when prices touched the trendline again. More buys and sells followed, all
profitable.

The second channel offered only one or two chances to trade. If you buy
when the trendline B is formed at point d, you can sell when prices move
through the top of the channel at $6. Prices retrace to the bottom of the chan-
nel once more, giving you another chance to enter, and then move up through
the top of the channel. This last move is so large that we must consider the
channel no longer intact.

The third channel is more of a problem. The first two bottoms, e and f, are
very close together and you may wait until the third low in order to draw
trendline C. If you bought at g and took your profit at the top of the channel,
you've made the only trade possible.

Trading Not Quite at the Top and Bottom of the Channel. It’s unrealis-
tic to think that you can buy right at the bottom trendline, or that you would
want to buy there. When prices are dropping to the point where the trendline
would be drawn, you need to wait to see if prices stop. If they keep dropping
through the trendline, you won't buy.

To be sure prices have stopped declining, they need to reverse and begin
to go higher. It’s only after you see that they’'ve stopped that you can com-
fortably buy. It is normal practice to think of dividing the channel into zones
of 25 percent, or even a lower and upper zone of 20 percent. Anything smaller
is too narrow.

Your new channel rules become buy in the lower zone of the channel and
sell in the upper zone of the channel.

An Important Word on Taking Profits

Profit-taking should only be used if you are trading quickly. It fights with the
ability to hold the trend and take advantage of the big profits. In Chapters 2,
3, and 4 it was stressed that, as a trend follower, you must have a few very
large profits to offset the many smaller losses. These large profits are part of
the fat tail of the distribution—they don’t happen very often. If you take
profits on a trade, you cut short the extremely large profits that will be
needed for success—you turn a profitable strategy into a losing one.
Channel trading is fast; therefore, you can enter on a pullback to a trend-
line or a breakout, and then take profits based on volatility in the top zone of
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a range or channel. A long-term trader will follow the trend, taking profits
and losses only when the trend finally changes direction.

Redrawing Channels

Channels will be redrawn in just the same way that trendlines were redrawn
in Chapter 2. If the trend changes direction, the channel must also change.

Channels are also redrawn when the price breaks through and stays
above the channel top for a few days. Remember that you have a choice of
leaving the channel line untouched and viewing a price breakout penetration
as a false breakout or redrawing the channel to include the top of the pene-
trating move, representing increased volatility. The channels become clearer
as price patterns develop.

Figure 6.2 shows AMR, American Airlines’ parent company, in a strong, uni-
form upward trend. The trendline A drawn along the lows of the move, begin-
ning with the mid-April 1997 and July 1997 points (a, b, and ¢), is confirmed in
September (d), October (e), January 1998 (f), and February 1998 (g) lows.

K 12202001 C=21.89 +24 +1.11% C=00 H=2148 L=11.51 Y=1821000 J

J0.00
6300
FG0.00
F43.00
F50.00

F45.00

F40.00

Cfaze Froar * wrast " Tafegr © hiser  Uiber | Wiedr mi9a7 | 'mi987 01987 MIBET  DiasT By Floeg  lisgz
4 13
Ciested with TradeStaban 20000 by Dmega Aeseach 2 1939
FIGURE 6.2 Redrawing the channels of AMR. Although the channel for this daily chart

of AMR is very uniform, it must be redrawn from time to time to account for the increase in

volatility.
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The first channel line is drawn from the high (1) that came between
points a and b, parallel to the trendline. It does quite well defining the upward
move. Although it is above the high of April (2) and cuts off the highs of Sep-
tember (3) and October (4, 5), it should be considered intact until December.

The penetration of the channel line in December (6) exceeded the previ-
ous false breakouts 3 and 4. You might still continue with the original chan-
nel line, but you should see this as a continued, natural increase in volatility
as prices move higher. After the December penetration, go back to the previ-
ous highs and redraw the channel C to show December as a false breakout
but the earlier price moves as part of the channel.

The same situation occurs in March 1998. Higher prices result in higher
volatility, and prices again push through the top of the channel (7). This time
it is too much of a penetration to ignore, and you would redraw the channel
line D from the high of December (6), allowing the March high (7) to be
treated as a false breakout.

Channels as They Develop for Trading

We'll take one more look at AMR in the way you would see it if you were
actually trading. This time we’ll take a more recent period, July 2000 through
September 2001, including September 11, just to keep a note of reality (see
Figure 6.3).

1. The first upward trendline A is drawn connecting the obvious major low
points a and b. The upper channel line B is drawn parallel to A beginning
at the high in between, point 1.

2. The channel top is broken on the next move up and peaks at 2 near the
traditional price objective of the channel width measured from the old
channel top (the distance from A to B added to B).

3. We can only watch now until the low at ¢ is made, which is clear after
prices stop and reverse about $3 to $4.

4. Anew trendline C can be draw slightly higher than the original line touch-
ing the two lows a and ¢, treating b as a minor false breakout to the
downside.

5. A new channel line D is drawn from the highs (2) parallel to the new
trendline.

6. The next highs (3 and 4) actual fall on the original channel top, making
the peak at 2 look like a false breakout. Time will tell.
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FIGURE 6.3 Trading the channels as they change. It is normal that trendlines and
channels change with price patterns. In this chart there is a classic change of trend from up
to down and sell signal—just in time.

7. A price drop to the low d makes everything more complicated. We might
have a downside breakout, moving below trendline C. We can now draw
anew downward trendline E from the highest high 2 across the next high
3. We draw a downward channel line F'parallel to E starting at the low c.

8. Prices move higher after d, and we can now choose whether we want to

use the first or second upward trendline. Either one could work.

9. Prices fail at point e, right on the new downtrend line, and start declining
again. The next breakout becomes important because the price pattern is

narrowing and it must break out either up or down.

10. In August prices break below both uptrend lines A and C, rally briefly

above the newer line, and then start falling. You should be short.

11. Persistence and good analysis are rewarded. September 11 causes prices
to drop 25 percent and you're short. Although prices were heading down,
September 11 could have come when the trend was still up. The chart-
ing was good but the last profit was luck, not skill. Never mistake luck

for skill.
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ENVELOPES AND BANDS

While a channel is formed by two rigid parallel lines, an envelope or band will
follow the shape of a moving average trendline, or some other calculated line.
It can be very flexible and quickly adjust to volatility changes.

Percentage Bands

A common way to form a band is to use a percentage of the moving average
value. For example, to get the values of a 5 percent band, one way to do this is:

1. Create a 20-day moving average (MA) that will be the center of the band.

2. Multiply the current value of the moving average by 1.05 to get the
upper band. If the moving average value is $30, then the upper band value
is $31.5.

3. Divide the current value of the moving average by 1.05 to get the lower
band. For a moving average value of $30, the lower band is $28.57. You
may also multiple by .95 to get the lower band of $28.50.

MAZ20 = current value of a 20-day moving average
Upper band = MA20 x 1.05
Lower band = MA20/ 1.05

In Figure 6.4, the 5 percent bands get slightly wider as AMR prices rise,
reflecting the normal increase in volatility. Prices stay above and below the
bands for only a few days at a time.

Trading Rules for Percentage Bands. We trade a percentage band the
same way as a channel, buying at the bottom, selling at the top, and exiting in
the middle. It’s a little easier to wait for a penetration of the band using this
type of mechanical approach. We can make the bands narrower or wider so
that prices move through the extremes as often as we choose. If we make the
bands a little wider than those we see in Figure 6.4, the number of opportu-
nities decreases, but the timing and profits per trade increase.

Volatile Patterns. Percentage bands work best with slow trends and side-
ways markets where the volatility remains steady. The best example is Figure
6.4. Stocks also have periods where volatility increases quickly, and times
when prices drop sharply and continue to drop. In Figure 6.5, AMR falls
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FIGURE 6.4 Using a 20-day MA with a 5 percent band. We can buy at the bottom of the
band, sell at the top, and produce quite a few profitable trades. However, the pattern doesn’t
always look this good.

sharply in July and August 1999, remaining below the lower band for two
one-month periods (with a small reprieve in the middle). If we had bought
when prices fell through the lower band at $80 (point a), we wouldn’t get
out of the trade until the middle of the band is touched in August at $67. We
would have taken a large loss.

This all means that every method has good periods and bad periods.
Nothing is foolproof. Bands still seem to be a good idea. What can we do to
improve the way we use bands?

One possibility is to change the percentage value of the band when the
prices get more volatile. In Figure 6.5 a wider band would allow fewer prices
to break through, but still does not solve the steady drop in July and August.
Once prices break through the bottom, we're forced to hold the trade until
August.

Bollinger Bands

Bollinger bands offer an alternative to using a fixed percentage. A Bollinger
band varies in width as price volatility increases and decreases. It makes the
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FIGURE 6.5 A 5 percent band during a bad period. During July and August prices break
below the lower band and don’t cross above the center of the band until August. Is it just a bad
period for the band, or can we do better?

band fluctuate in a pattern that seems natural to price changes. Bollinger
bands try to answer the question, “Are prices high or low in relative terms?”

As with the previous bands, a traditional Bollinger band has a 20-day
moving average at its center. The half-width of the band is found by:

1. Calculating the standard deviation of the closing price changes over the
past 20 days.

2. Multiplying the standard deviation by 2.

3. Adding and subtracting the value from the 20-day moving average.
In Excel, the instructions for calculating today’s Bollinger bands around
a 20-day average, where the closing price data is in column A and the price

changes (A100 — A99) are in column B, are:

Upper Bollinger band = average(A81:A100) + 2 x stdev(A81:A100)
Lower Bollinger band = average(A81:A100) — 2 x stdev(A81:A100)
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Using the standard deviation gives us a measure of confidence. Because
of the non-normal distribution of prices, two standard deviations means that
87% of all prices will close inside the Bollinger bands, or 13 prices out of 100
will be outside either the upper or lower band.

Bollinger bands do a better job isolating the highs and lows of the upward
move of AMR, shown in Figure 6.6, compared to the percentage bands in Fig-
ure 6.4. As the standard deviation promises, the peaks and valleys penetrate
the bands in fewer cases, and their occurrence seems to be spread out over
the entire upward move. In Figure 6.4 many of the penetrations through the
top band remained above the band for many more days than they did in
Figure 6.6.

If we now look at the AMR problem period from mid-1998 to mid-1999
(see Figure 6.7), the Bollinger bands are penetrated on the downward move
at the same point in July 1998; however, prices do not stay below the
lower band. Bollinger bands do a better job of isolating the extreme
moves. It doesn’t help our trading profits because prices do not return to the

AMRTET-Daily 123172001 C=2188 +24 +1.91% O=00 H=F248 L=2152 V=1821000 Bolinger Bands(Close,30,2-20) 2364 3043 F75.00
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FIGURE 6.6 Bollinger bands. Bollinger’s 2 standard deviation bands on either side of a
20-day moving average seem to adjust to the shape of price movement. The bands contain 87
out of every 100 prices.
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FIGURE 6.7 Bollinger bands during a more volatile period. Even though Bollinger bands
are an improvement over the percentage band, buying on the break during July 1998 results in
the same loss.

the center of the band until August, giving us the same result as the percent-
age band.

Overall, Bollinger bands are more responsive to price movement. They
can be very helpful identifying overbought and oversold conditions used
in combinations with chart patterns such as tops and bottoms; they can im-
prove your entry timing in a trend. You can learn more about Bollinger bands
by going to the website www.BollingerBands.com.

Finding a Calculation Period That Works. There is always a solution if
you look in the right place. When prices are as volatile as they are in July and
August of 1998, we can simply extend our calculation period. The 2 standard
deviation bands will then show the 5 percent highs and lows that penetrated
the bands during the longer period.

In Figure 6.8 we apply a classic 200-day moving average with Bollinger
bands. In this case we greatly improve the results, but have fewer trades
and more risk. By the nature of the standard deviation, prices will only
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FIGURE 6.8 200-day Bollinger bands. A longer calculation period can reduce the initial
risk for volatile markets, but provides fewer opportunities. Once you are in the trade, prices can
fluctuate widely before they reach the price objective at the center of the band.

penetrate the bands 5 percent of the time, or 10 days during the past 200.
Of those 10 penetrations, 5 should be highs and 5 lows, although that is not
guaranteed.

Using a 20-day calculation period, the band width was about $15 (see
Figure 6.7), but when a 200-day period is used, the band width increases to
about $30. Once the lower band is penetrated and you get a buy signal, it can
be a long time and a lot of price fluctuations before you finally see prices
reach your objective at the center of the band.

Regression Bands: The Economist’s Approach

Although the methods used by economists often do not apply to trading, the
regression line is very appealing for constructing bands. When we think of
the trend of prices, we instinctively draw a straight line through the price
pattern and observe whether that line is angling up or down.

The classic way of creating confidence bands is to draw the regression
line through the center of the price pattern, and then find the standard devi-
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FIGURE 6.9 Classic bands formed around a regression line. This economist approach
requires the use of a spreadsheet for calculations, but gives the most intuitively satisfying results.

ation of the price changes in the same manner as Bollinger bands. If you
continue to use 2 standard deviations for the bands, you would get the chan-
nel shown in Figure 6.9. For this six-month period, the channel is a perfect
fit. Unfortunately, as with the percentage band and Bollinger band methods,
the only period we can use for trading is the last day of the calculation. The
other days are considered “in sample”; that is, they were used to construct
the bands.

If you calculate a new 60-day regression every day and look only at the
last point on the regression bands, you'll see that the bands can bend with
price changes in the same way that Bollinger bands change direction. In
Figure 6.10 the center line is the last point of a straight line drawn through
the last 60 days. It tends to be in the middle of prices more that the moving
average. The bands around the regression points get narrower and wider,
reflecting price volatility, but they are penetrated by highs and lows at
good points less often than in the other charts because of the longer 60-day
calculation.
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FIGURE 6.10 Rolling linear regression bands. Plotting the end points of the linear
regression and 2 standard deviation bands shows a different pattern.

THE REALITY OF USING CHANNELS AND BANDS

Channels and bands both have the same objective—to put a framework
around price movement. They tell us when prices are unusually high or low.
We can turn that into trading by buying at the low end of the channel, or
when prices penetrate the bottom band, and selling at the high end. It works
most of the time. It is best when prices aren’t moving too fast.

By expanding the channel or band width and slowing down the trendline
used to form the bands, we can identify more extreme price moves and be
more selective about our buy and sell signals. This helps eliminate some bad
situations, but it reduces the number of trades and increases the time you are
in a trade. We know by now that the longer you hold a trade, the larger the
price swing you will endure.

There is no perfect channel or band. They all have the same basic prob-
lem. When price begin moving quickly higher, selling is a mistake; when
prices drop sharply, buying is a mistake. All trading methods will have situa-
tions in which they lose.
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As we develop our trading skill further, we will find ways to reduce the

risk of a large loss. We may use a protective stop-loss order, or a rule that
says that the trend direction requires that we exit or reverse our position. We
can be more conservative by only buying in an uptrend and being net short in
a downtrend.

TRADING GAME TIPS

1.

You should have lost money the first week. In the first few days of trad-
ing it is most important to chart the trends correctly and place your
orders where the price breaks the trendline. Alternatively, you can follow
your moving average trend. Making money is important, but don’t expect
much the first week. Losses teach you more than profits.

2. Problems when buying on a pullback. It seems sensible to buy when

prices drop to a support level, but it doesn’t seem to work in practice.
Magor support levels are good points to buy, after prices have stopped
dropping and the support level has still not been penetrated. Minor sup-
port and resistance levels are not reliable, and the opposite seems to
work more often. When prices drop to a minor support level, they are
most likely to continue lower. When you'’re starting out, wait for a con-
firmation that prices are stopping. That may be a small upward move-
ment after the decline.

Overusing moving averages. Moving averages are good indications of
the long-term trend, but they are not very good at telling you the best
place to get in or out of a trade. Combine the moving average with a
support or resistance level. If you a looking for a buy signal, you’ll want
the moving average to be trending up and want to buy when prices move
up and through the next resistance level. That will help your timing.

Questions

1.

Once you've drawn an upward trendline, how do you draw the upward
channel line?

. When would you redraw the upward channel line? What point would you

use to redraw it?

. If you are trading a channel, where would you buy and where would you

sell?
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. If you've bought near the bottom of the channel, where are the two

places you would exit the trade?

. If prices move above the channel line for only one day and then fall back

below the channel line, explain why you would or would not redraw the
channel line.

. How do you construct a 3 percent band around a 10-day moving average?
. How would you trade a percentage band?

. What are two advantages of Bollinger bands over percentage bands?

. If prices penetrate through a 5 percent band too often, what can you do?
. What are two disadvantages of a larger band?

. When does profit-taking work best? Anytime you have more than a 10

percent profit, in a noisy market, or as a long-term trend follower?
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CHAPTER 7

Event-Driven Trends

over time and the other triggered by events. The two methods have

very different trading signals and different performance profiles. The
moving average represents a time-driven trend and a breakout is the event-
driven approach. There are an equal number of traders in each camp. In this
chapter we’ll look at breakouts.

There are two distinct types of trends, one based on how prices move

TIME-DRIVEN OR EVENT-DRIVEN?

A moving average system is time-driven; that is, the moving average closes
in on current prices when the price movement slows. In Figure 7.1 Exxon
(XOM) prices move sideways from January through mid-April 1997, before
the sideways period. The moving average tracks rising prices smoothly, and
then turns down at the beginning of March although prices only show a slight
decline. Using the trendline for the buy and sell signals forces us to close out
our trade at the March lows, although prices are $1 higher one month later.

This characteristic of the moving average can’t be removed. It is a bene-
fit when prices turn slowly from up to down, and a problem when prices slow
down and then continue in the same direction as in Figure 7.1.

A clear example of an event-driven trend is the breakout. We learned in
Chapter 3 that a breakout that creates an upward trend begins with a new
high and ends with a new low. The trend doesn’t change unless prices move
to new highs or new lows. You can consider a new high price as being caused
by an event: a news release, an earnings report, or a change in government

107
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FIGURE 7.1 A moving average is time-driven. It has an agenda. Prices must continue to
move in the same direction or the moving average will turn down and the trade ends. It performs
poorly in sideways markets.

policy. Prices can drift up and down within a reasonably small range and the
trend doesn’t change.

Using a 40-day rolling breakout applied to XOM, we see nearly the same
trades as when we used the moving average (see Figure 7.2), except that
prices failed to make a new low in March, and the breakout trend held its
long position.

The rolling breakout is not entirely immune from time change. The
rolling calculation period moves forward in time. If prices become less
volatile, then the highs and lows that trigger a new buy or sell signal will get
closer together. Two methods that are completely independent of time are
swing charting and point-and-figure charting, and the trading signals that
they generate.

SWING CHARTING

Swing charting is based on identifying prices swings that are greater than a
point value or a percentage. Anything larger than the swing size triggers a sig-
nal; anything smaller is ignored. In Figure 7.3 we've taken XOM again and
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FIGURE 7.2 A breakout trend is event-driven. Using a breakout system, prices can move
sideways as long as they do not make new highs or lows during the calculation (observation)
period. It is intended to get a signal on a price event. Trading signals are shown in July and
September but not during the sideways period from January to April 1997. These breakout rules
use a 40-day calculation period.

shown the tops and bottoms of 5 percent swings using large dots, and 2.5 per-
cent swings using small dots.

Calculating the Swing Changes

You should be able to take any chart and plot the swing highs and lows by fol-
lowing these rules:

1. Decide your minimum swing size. We'll use 5 percent to get the major
swing points.

2. Start with any high or low price. Let’s say prices are at a relative high of
$23. We say that the swing high is $23 and the swing direction is up. This
is just for the purpose of starting.

3. Prices drop to an intraday low of $22 (an intraday low is the low of the
day, rather than the closing price). That is a drop of 4.3 percent; there-
fore, we do nothing. Prices must drop at least 5 percent before we take
notice. The direction is still up.
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4. Prices move higher, peaking at $25. We can ignore the previous drop
because it did not fall 5 percent from the high of $23. We now have a new
swing high of $25 and the direction is still up.

5. Prices now drop to $24, or 4 percent. We do nothing. The direction is still
up. The swing high is still $25.

6. Prices drop again to $23 for a total of $2 off the high, or 8 percent.
Because the swing exceeded our minimum swing size of 5 percent, the
swing direction is now down. The previous swing high of $25 is now
fixed. It cannot be changed.

7. Prices drop another 50¢. The direction is still down and the swing low is
now $23.50.

8. As long as prices move lower, we simply record the low price as the
swing low.

9. Prices now turn higher and close at $24, up 2.1 percent. There is no
change in the direction or swing low.

10. If prices move to $24.68 (the low of $23.50 times 1.05), then the previous
swing low is fixed at $23.50 and the swing direction changes to up.
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FIGURE 7.3 Marking the swing high and low points. Prices must change direction by
5 percent in order to create a new major swing high or low (the large dots). Changes of 2.5 per-
cent can be considered minor swing points (the small dots).
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In Figure 7.3 the swings points that are separated by 5 percent are shown
with large dots. Reducing the size of the minimum swing from 5 percent to
2.5 percent sharply increases the number of swing points. You can choose
your swing size to identify tops and bottoms that fit your style. Using 5 per-
cent may be too large and 2.5 percent too small.

Swing Trading Rules

A swing system is not governed by a calculation period, only by a price
event. It can be a simple picture where only the swing highs and lows are
used (see Figure 7.4). The buy and sell signals are very similar to the break-
out system:

Buy when the current upward price swing goes above the high of the previ-
ous upward swing.

Sell when the current downward price swing drops below the low of the
previous downward swing.

A swing upward trend begins when prices make a new high, and a downtrend

begins when they make a new low, the same as the buy and sell rules. The
highs and lows of the swing are at least as far apart as the minimum swing

Buy

FIGURE 7.4 A swing chart. In a traditional swing chart only the
swings are shown without any indication of how long it took to move
from a swing high to a swing low. A buy signal occurs when the current
swing high moves above the high of the previous swing. A sell is triggered
when the current price moves below the low of the previous swing.
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amount (2.5 percent or 5 percent in our example). As in the breakout system,
if prices move back and forth, making moves less than the minimum swing
level, then the current trend is unchanged and the price changes don’t even
appear on the chart.

POINT-AND-FIGURE CHARTING

Swing charting and point-and-figure charting may have been the first
attempts at systematic trading. They both have very clear rules for enter-
ing and exiting and are known to have been used at the turn of the century
(that is, the twentieth century). Breakout methods are still popular today,
and they tend be more reliable indicators of price direction than moving
averages.

Rules for Plotting Point-and-Figure Charts

Point-and-figure charts are plotted on graph paper. Each box is assigned a
point size. If you assign a small number of points to a box, the resulting
price patterns are more sensitive to change. This technique is still used by
floor traders on the Chicago Board of Trade, where they plot the smallest
possible price moves, trying to identify the trend before anyone else. A
small box for IBM would be 10¢; a large box would be about $1. The initial
chart for IBM is shown in Figure 7.5. To plot a point-and-figure chart, follow
these rules:

1. Choose a box size. This should be no smaller than the minimum price

move. You may begin by dividing the current daily price move (high to
low) by 4 to get the box size. If the box size is, for example, 50¢, then fill

IBM

32.00

31.00 FIGURE 7.5 Setting up a point-

(
31.50 )
(
J

30.50 and-figure chart for IBM. Start with
an empty sheet of chart paper with
‘ square boxes. We use box sizes of 50¢

30.00

to get medium sensitivity.
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39.50 X

39.00 X O FIGURE 7.6 Reversal from an uptrend. A reversal from up

gggg § 8 to down is plotted as a new column of 0’s beginning one column

37:50 X to the right and one box below the highest X. It must fill 3 boxes
with O’s to be a new downtrend.

in the left scale of the chart with values near the current price level in
steps of 50¢. If you are plotting IBM and it is trading at $30, then start
near the bottom of the paper at $15 or $20 and go up the chart by adding
50¢ at each box. The left scale should read $30, $30.50, $31, $31.50, and
SO Om.

2. To begin, we see if today’s price move was up or down. If up, put an “X”
in each box where the traded price crossed the price marked on the box.
If IBM traded from $38.25 to $39.55, then put an X in the box next to
$38.50, $39.00, and $39.50. If today’s move was down, then put an “O” in
the boxes next to the price range.

3. If we began with a column of X’s, we first see if the next trading day filled
the next higher box or boxes. If yes, then we put an X in each of those
boxes and ignore any downward move. Point-and-figure encourages
“price persistence”; that is, it favors the continuation of the trend. If there
is an uptrend (a column of X’s), then you look first to see if a higher box
was filled.

4. If we are in an uptrend (a column of X’s) and prices do not fill another
box higher, we then look for a trend reversal. To get a reversal, the low
price of the day must be at least as low as the value three boxes below
the highest X box. On our IBM chart, if the highest X box was $39.50, then
a reversal doesn’t occur unless prices print at $38.00. This is called a
three-box reversal (although we are putting an O in the fourth box down
from the highs). If a reversal occurred, we move one column to the right
of the X’s and begin a column of O’s one box lower than the highest box
with an X (see Figure 7.6).

5. We do just the opposite if prices are currently in a downtrend (a column
of O’s). We first look to see if the downtrend continues by filling a lower
box. If not, we look to see if the high of the day would fill the fourth box
up from the lowest box of O’s. If there is a reversal, we move one column
to the right, leave the lowest box empty, and fill at least the next three
higher boxes with X’s.
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FIGURE 7.7 Point-and-figure chart of Amazon. Upward trends are shown as columns of
X’s and downward trends as O’s. This chart used a 25¢ box size. Note that each new column
starts one box below or one box above the previous column and each has at least 3 boxes to
begin a new direction.

A point-and-figure chart of Amazon.com, automatically produced by
TradeStation, is shown in Figure 7.7. The O’s are shown as rectangles.

Point-and-Figure Trading Signals

By now you can guess the rules for buying and selling with point-and-figure
(all breakout methods are alike):

Buy when a column of X’s goes above the high of the previous column
of X’s.
Sell when a column of O’s goes below the previous column of O’s.

By goes above we mean that the next higher box is filled, not just any
price higher than the value of the previously filled box. Goes below means
that the next lower box is filled. Trading signals can be seen in Figure 7.8.
Once a buy signal occurs, you hold the long position until the next sell. You
can’t tell from the chart how long you should hold each trade. Time is not a
factor in point-and-figure trading.
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FIGURE 7.8 Point-and-figure buy and sell signals. This chart of XOM using a box size of
12.5¢ (¥ minimum move) shows buy signals when the new column of Xs fills the box higher than
the high of the previous column of X’s. A sell signal is given when the new column of O’s fills the
box lower than the low of the previous column of O’s.

SUMMARY OF EVENT-DRIVEN SYSTEMS

We will refer to event-driven systems and breakout systems together because
they have the same major characteristics. They give buy or sell signals only
when a new price high or low occurs. We make the assumption that price
would only move to a new level if it was driven by an event. This may not
always be true, but it is a successful working premise.

The trend is the single most important technical indicator, and breakout
systems are the most successful trend-following methods. It is necessary to
include one of them in your regular work.

Floor traders look at fast changes in price direction; therefore, they typ-
ically use a small point move as their box size. At one time most floor trades
plotted point-and-figure charts on very large graph paper, taping the sheets
together. Floor traders are only in for a few minutes or a few hours and they
can get out quickly if the price changes direction.
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The reliability of a breakout system, and all trend systems, increases as
you look at longer time periods. Shorter periods can work, but market noise
can fool you in more cases, and the dependability of the trend is far lower.

The principle of buying new highs and selling new lows remains sound,
and most traders who use charts rely on a breakout, a swing chart, or a point-
and-figure chart as part of their decision-making.

TRADING GAME TIPS

1. It’s good to have a bias. You can have a fundamental opinion of where
prices are heading and still be a technical trader. A bias can be very sen-
sible. For example, when the Fed cut interest rates to under 2 percent,
it removed a lot of profit potential from a long Treasury note trade. The
potential profit fell to less than the likely risk of a trade. On the other
hand, going short Treasury notes doesn’t guarantee a profit because
prices can drift sideways for a long time, but you'll want to trade only
small positions long Treasury futures.

2. Try to distinguish between a bias and wishful thinking. The stock
market is at very low levels, but a bias to the upside is wishful thinking. It
may happen, but prices could still go lower. It’s not the same as interest
rates, where they are approaching a bottom of zero. Hopefully, the stock
market will never get to the point where it is so low that it can’t go lower.

3. Are you still confused about the use of limit and stop when you’re plac-
ing an order?

A stop order is used in the following situations:
e When you are long and you are selling at a lower price (usually to
exit the trade).
¢ When you are short and you are buying at a higher price.
You will want to buy at a higher price at the point where the trend turns
up. Remember that a stop becomes a market order when the price is
touched. You must use the word stop in your order.

A limit order is used in the following situations:
¢ When you are long and you are selling at a higher price (to take profits).
e When you are short and you are buying at a lower price.
e When you a trying to buy at a support level or sell at a resistance
level.
4. You can combine an MOC order with a price, but all conditions must
be met to get an execution.
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e If you're long IBM at $52 and want to exit if prices close lower, but
below a specific price, then you enter SELL IBM 48 STOP MOC. You
will be executed at the closing price if it is anywhere below $48. It is
unlikely you will get $48 as your price, but you won'’t be executed if
prices dropped to $46 during the trading session, but closed at $49.

e Ifyou have no position and you want to buy IBM on an upward break-
out above $55 but only if it closes above $55, then if IBM is at 52, BUY
IBM 55 STOP MOC.

¢ You wouldn’t want to use this order to take profits on your IBM posi-
tion because you would prefer to get a higher price anytime during the
day. If you wait for the close, prices may have fallen back from their
highs. If you are long IBM at $48, you would want to place the order
SELL IBM 53. That gives you a $5 profit if IBM trades at $53 or higher
during the day.

Questions

1.

What is the key element that distinguishes a moving average trend from
a swing trend?

. If the swing direction is up, the high price is $50, and you are using a

3 percent swing value, at what price would the swing direction turn
down?

. If prices make a swing high of $30, a swing low of $25, and a swing high

of $31, at what price would you get a swing sell signal?

. Would you get more point-and-figure signals using a box size of $1 or 50¢?

5. If you had a point-and-figure box size of $1, and prices have just declined

from $48.00 to $41.50, at what price would you begin a new column of
X’s.

. Using a $1 box size, we plot a column of X’s with the highest box filled at

$28, followed by a new column of O’s and then another column of X’s.
What is the lowest price that would give you a buy signal?
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CHAPTER 8

Controlling the Risk
of a Trade

loss order is the most common technique for limiting your loss. You
can never forget that there are no profits unless you can control your
risk and your losses.

You will want to place a stop-loss order at a point where you believe that
the trade has gone wrong. You do not place at stop-loss based on how much
you can personally afford to risk on a trade. That’s a different problem that
will be covered later.

You cannot trade successfully without controlling your losses. A stop-

THE STOP-LOSS ORDER

The stop-loss order is a sell if you are long and a buy if you are short. It is
placed below the current price level if you are long and above the current
level if you are short. If prices go the wrong way, the stop-loss order will be
executed and you should be out of your trade very close to that price.

If you are long 1,000 Amazon (AMZN) at $15 and there was support at
$13, you would place the order:

SELL 1000 AMZN 13.00 STOP

If the price touches $13, your stop order becomes a market order and it
is executed at the first available bid. You might choose to place your order at
$12.95 to be sure prices move through support, or you could place your stop
order at $13.10 to get out before prices dropped suddenly.
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www.fx1618.com



Controlling the Risk of a Trade 119

IMPORTANT CONSIDERATIONS ABOUT RISK

As a trend trader, using a moving average trendline, we don’t always think of
risk clearly. We know that slower trends allow larger price swings without
changing the direction of the trend. Faster trends respond quickly to price
changes. Those risks are implicit in the use of a trend method and can’t be
separated out.

One of the dilemmas of using a stop-loss to limit your risk to a “comfort-
able” amount can be shown best in an example. Suppose you've been fol-
lowing a trend system and you are long 1000 Amazon at $30 and now hold a
$10 profit ($10,000 on your trade). You would like to protect those profits;
therefore, you place a stop-loss at $28, risking only $2,000 of your gains. Sure
enough, prices drop and you are stopped out. Prices continue down to $27.50,
turn back up, and move above $40.00 to new highs. During the drop to $27.50
the moving average trendline never turned down. It would not have turned
down until $22.00. You are now out of the trade but the trend is still up and
prices are making new highs. What do you do? Do you jump back in and try
to catch the rest of the upward move, or do you stand aside until there is a
new trend signal?

None of these choices are good. If you going to trade the trend, then you
must look at the risk in advance and decide how many shares you can buy
and still hold the trade comfortably when prices move against you. A stop-
loss fights with the trend system. The trend system wants to stay long and
you want to get out. It just doesn’t work.

You cannot trade more than you can afford to lose. Your position is too
large if you are uncomfortable with the day-to-day risk.

LIMITING THE RISK OF A TRADE

A stop-loss works when you are using basic charting techniques to identify
support and resistance lines. Stops can be used very effectively. There is an
orderly process in deciding on how to apply a stop-loss, or whether to apply
one for a specific trade.

Consider whether the natural buy and sell signals for your trading
method provide adequate risk control. When the trade goes against your long
position, does the system create a sell signal that gets you out with an accept-
able loss? For example, you wanted to trade Amazon using a 200-day moving
average, but when prices reached $90, the moving average was still lagging at
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$40. It finally turned down when prices broke below $50, capturing only one-
half of the profits. What could you have done?

Place a fixed dollar stop, the amount you can afford to lose.
Pick a support level on the chart that would signal a change of direction.

Draw your own trendline that would signal a change of direction.

e

Move the stop closer as profits accumulate in order to lose only a fixed
amount of your peak profits.

All of these approaches have been used by traders, but not all of them are
good solutions. The most important rules to remember are:

1. The best place to exit from a long position is the natural point where you
would want to enter a short position.

2. The size of the stop-loss must be related to the speed of the trend. If you
are trading a slow trend, then the stop must be farther away.

3. The stop should adjust to the volatility of the market. Your stop can be
closer if the price changes are small or the market is quiet, and larger if
prices are volatile.

4. A stop-loss must not be closer than 1/ times the current volatility (the
high to low range). If you want it closer, you should simply close out
the trade.

5. You must first decide how you would reenter the trade once you are out.

USING A STOP-LOSS WITH CHARTED TRENDLINES

The most successful stop-loss is a support or resistance line. The next best is
a trendline. Figure 8.1 shows the evolution of a trade and the changing stop-
loss levels.

Initial Placement of the Stop-Loss

Whether you enter a trend trade using a moving average trendline, a break-
out, a swing method, or any other technique, the first stop should be below
the most recent support level, and no closer than 1% times the current price
volatility. In Figure 8.1 the first buy signal is during the beginning of Novem-
ber at about $24. Recent lows in October give a clear support level just under
$15. That’s very far away, but a drop below $15 would clearly be a major
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FIGURE 8.1 Support levels used as a stop-loss. As profits develop in a long position, the
stop is raised as new support levels are established.

change of direction. You may place the stop as close as $2 below your entry
price, given a daily volatility of $1.25; however, that would make your
chances of getting stopped out very high, even though the trend may still be
going up.

The market tells you what to do. If you don’t like the trade because the
natural stop is too far away, find another stock to trade; don’t force the stop
to be in a convenient place.

Raising the Stop-Loss to Protect Profits

Once the trade has been entered and the initial stop-loss placed, you do not
ever lower the stop-loss. You can raise the stop level by following these rules:

1. If you are trading a breakout method and a secondary buy signal occurs
(abreakout but not the first breakout to the upside), move the stop to the
support level that would give a sell signal. In Figure 8.1 the second buy
signal occurs soon after the first one, and the new support level is now
very close. You would use that level because you're concerned about the
risk. Experienced traders would not use that level because they see it as
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too close. The trade looks good after the second breakout, and you want
to give it a chance to develop without getting stopped out.

2. When a new support level is formed, you can raise the stop to that level.
New support levels follow a price pullback. The third and fourth buy sig-
nals are good examples. Each occurs after the prices run up and then
falls back part of the way. When prices move above the recent highs, we
get another buy signal. The new support levels, which were the lows of
the pullback, become the new stop-loss points.

3. Each time subsequent buy signals occur or new support levels are
formed, the stop should be raised.

4. As the trade develops, you may be able to draw a significant trendline to
add another view of where the stop should be placed. The stop-loss can
be the higher of the nearest support level or the trendline. In Figure 8.1 a
very nice trendline can be drawn after the fifth buy signal. Using the
trendline, a stop-loss or sell signal would occur at $65, well above the last
support level of $50. In this case the trendline is clear and a significant
improvement over the support level.

Using the Closing Price for the Stop-Loss

Although your instincts may prefer exiting a trade at the moment it drops
through your stop-loss, it is not the most profitable approach. Prices can be
very volatile during the day. Much of this volatility is caused by moderate-size
orders hitting the market during quiet periods. Yes, there are quiet periods.
Most activity occurs at the open and falls off to a low at lunchtime. After
lunch, volume increases until activity is again high in the last half-hour of
trading. Volume during the day has a “U” pattern. Much smaller orders can
move prices in the middle of the day.

To protect yourself against false breakouts, exit your trade only when the
stop-loss level is broken as of the close of trading. If prices break below
the stop during the trading session but close above your stop price, you don’t
get out. There is a special order for this type of trade, called a stop close only.
If you want to move your Amazon stop up to $42 but only exit if prices close
below $42, then your order is:

SELL 1000 AMZN 42.00 STOP CLOSE ONLY

Figure 8.1 shows an example in late March of an intraday penetration of
the stop level but a higher close. Prices fell to $57 although the stop order
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was at $58. Prices closed higher than $58; therefore, the trade was not closed
out. Because of the increased volatility, the stop was lowered to the low of
the day, $57. This conflicts with an earlier rule, don’t ever lower the stop, but
there is always an exception.

If Volatility Increases

You want to keep your stop farther away if volatility is high and closer if
volatility is low. When volatility increases, the stop should be farther from the
current price, but do not lower it. Instead, it should be raised at a slower
rate as new support levels are formed. That should be a natural process in
charting. With higher volatility, prices make larger swings, and the support
levels are farther away. This can also be seen in Figure 8.1 as prices decline
from their highs. The price swings cause highs and lows to be farther apart
than they were on the bull move.

If you are concerned with the volatility of the market or concerned with
how far away the stop is placed, you should exit the trade. Next time you
should trade a smaller position or pick a stock with less volatility.

Fixed Dollar Stop-Loss and Changing Volatility

Look at using a fixed dollar stop-loss from another viewpoint. At the
beginning of the Amazon chart a $2 stop-loss might have worked. Near
the top of the chart, prices were moving $20 in a single day. If you keep
using the same size stop-loss as volatility increases, you will get stopped
out on the first price drop. You would net less than if you simply closed out
your trade.

Fixed stops are just as bad if volatility is declining. You start with a $30
stop-loss when the volatility is $20, and prices move lower. Volatility drops to
$5 and your stop is still $30 away. Your risk is now greater than your profit
potential.

USING A TWO MOVING AVERAGE SYSTEM TO REDUCE RISK

Another simple way to control the risk of a trend-following system is to use
two trendlines instead of one. The rules for a two-trend system are:

1. Choose a long calculation period (between 50 and 200 days) and a short
calculation period (between 5 and 30 days) for two moving averages.
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2. Buy when both trendlines are up, and sell when one trendline turns down
(the fast one will always turn down before the slow one).

The risk of this two-trend system is dependent on the speed of the fastest
trend. The shorter the calculation period, the smaller the risk. Instead of one
long trade that captures a big price move, this method will have a number of
smaller trades. The total profits will usually be less that the single-trend
approach, but so will the risk. The resulting reward-to-risk ratio may be much
better with the two-trend approach—and you won'’t be giving back half of
your profits at the end of a major price move.

An Amazon Example

Using Amazon from October 1998 through April 1999 (see Figure 8.2), we plot
both an 80-day moving average (the straighter, smoother trendline) and a
10-day moving average. The trading rules are to buy when both trends are
moving up and sell when the fast trend turns down.
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FIGURE 8.2 Using a 2-trend system to control risk. Instead of using a very slow trend
and giving back a large part of the profits at the end of the trade, a 2-trend system generates
many smaller trades, each with much lower risk.
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The buy signal is taken at the end of October 1998 when the faster trend-
line crosses above the slower one. The entry price was $20. The faster trend
doesn’t turn down until mid-January, on the fifth day after prices penetrate
the fast trendline moving lower. The exit price is about $70 while the slow
trend is moving smoothly through the $35 level.

The fast trend briefly turns up again at the beginning of February and we
enter a long and get out three days later when the trend turns down for a
loss of about $3. In late February we get another chance to go long, this time
holding the trade until late March for a profit of only $5 (we were executed
far from the trendline on the days the trend turned up and down). The next
buy signal lasts about one month and nets another $15. At the very end of
the chart there are a few choppy price changes that should have cost about
$5 in total.

These trades yielded a total profit of $62 per share. Meanwhile, the
slower trend continued to move higher, and the current price is about $98,
which gives a net open profit of $78. The word open needs to be emphasized.
You have a larger profit in the slower trend, but you haven'’t yet closed out the
trade. A lot can happen if you don’t take your profits, yet a trend system
won’t let you out until the trend turns. If prices head down now, you will only
capture about $70. You would have taken a greater risk than with the two-
trend system and ended up with a smaller profit. Long-term trends work, but
two trends work better than one.

THE REALITY OF TRADING

A stop-loss doesn’t work when you're trying to protect yourself against dis-
aster—when a price shock hits. When a truly unexpected, volatile event hits
the market, prices jump. Very, very little trading occurs as the price drops far
past your stop order. You don’t get executed until prices stop dropping.

You ask, “Aren’t I automatically filled when my stop is in the market?”
No. As a seller, you're only filled when there is a buyer. When prices drop
suddenly, such as on 9/11, there are only a few buyers and loads of sellers.
You can only be sure you've been filled on a sell order if prices print higher.
Then all the sell orders have been absorbed. In the case of a price shock, you
can be sure of getting executed at the lowest price of the move.

So why use a stop order if it doesn’t get filled? Sometimes the price
pauses in a decline and lets you get out. That’s better than not at all. If you
use a stop-loss as part of your normal strategy and there are no price shocks,
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you should get filled near your price. Always set the stop-loss at the point
where the reason for the current trade disappears.

A Few Good Reasons to Use a Stop-Loss

1.

Using a stop-loss forces you to identify the risk of your trade. You must
not enter a trade without knowing the risk.

. A stop-loss works best when it is set at the point where the reason for the

current trade disappears.

. Used correctly, a stop-loss will reduce risk more than it will reduce prof-

its. If you are stopped out, be sure you have a plan for reentering the next
trade.

A stop-loss is not likely to save you in a price shock, but you might get

lucky.

5. A stop-loss lets you sleep better.

Done correctly, a stop-loss is like the cost of insurance—you don’t mind
paying but don’t want to collect.

THE TRADING TIPS

1.

Free exposure, a necessary ingredient for fast trading. Fast trading
requires concentration on entry timing. The first few minutes or hours
are the difference between profits and losses. In order to create profits
quickly, you need to look for opportunities where the market will give
you free exposure. Free exposure is a burst of price movement. Without
free exposure your losses may eventually outweigh your profits.

Breakouts are the most common place to look for free exposure.
When there is a clear trendline after a sustained downward move, or
clear support and resistance marking a sideways period, you need to
prepare for the breakout. For example, as prices get closer to the resis-
tance level in a sideways move, you need to place your buy order below
that level so that if prices rally to new highs, you are in the trade early
and profit by being swept along with the movement. You may benefit
from a gap if a lot of orders are clustered at the breakout point. You've
gotten free exposure.

What if prices don’t break through resistance? If you are already in
the trade and prices start turning down, then get out and take a small
loss. When prices look as though they want to test the highs again,
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place your order ahead of others. It may take a few tries, but the end
result is success.

2. Don’t day trade. Day trading requires full immersion all day. You need to
get the basics under control. Day trading speeds up the process so that
mistakes occur much more often. It’s best to evaluate the price patterns
after the market closes and work out a plan. Place your orders before the
open of the next day

3. Be careful if your buy and sell orders can both be reached on a volatile
day. You'll need to look at an intraday chart at the end of the day to find
out which order was executed first. It’s important to be accurate.

4. Include orders for both a profitable scenario and a losing one. When
you enter a trade, you must also know where you're going to exit. You
don’t always need to place your exit order on the same day you enter, but
you must know where the trade goes wrong. On the day after you've
entered your trade, start placing your stop-loss order to protect your risk.
You can also place your profit-taking order if you have one.

5. Don’t be ambiguous. “I think it’s going to sell off” is not a reason for a
trade. When you're logging your reasons on the trade blotter, keep it
technical.

TRADING GAME #2

Now that you've had some practice trading, it’s time to change the rules.
We're going to reduce the number of stock and futures markets that you'll
trade and increase the size of the positions. Risk now comes into play.

1. Forget all of the positions you are now trading.
2. You have $100,000.

3. You will trade only four stocks. Try to select them from different groups
and make sure they are actively traded—for example, Amazon (AMZN),
General Electric (GE), Microsoft (MSFT), and Exxon-Mobile (XOM).

4. Each stock trade will be 5,000 shares. No partial orders are allowed.

5. You may go short stocks (there is no uptick rule and no borrowing
money; capital will count as though a short position was a long position).

6. You will trade two futures, the S&P 500 and Treasury notes. Pick the

nearest contract to delivery. Delivery months are March (H), June (M),
September (U), and December (7).
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10.
11.

12.
13.

14.

15.
16.

. You trade only 1 contract each of S&P and Treasury note futures. There

will be no commissions.

. You will start with no positions. Begin your accounting with no open

trades and no history. Prepare the history as before.

. Profits will count. In the first game it was important to try out the tech-

niques. Now you need to pay attention to how near or far you place your
stop-loss order. If you're placing your stops too close or too far away, the
market will tell you that you're right or wrong.

No day trading, please.

Keep track of your capital in use. You could lose everything. Remember
that 5,000 shares of a $50 stock is $250,000. It adds up. One contract of
the S&P 500 may cost only $20,000 in margin to trade, but a 20-point
move in one day is a profit or loss of $5,000, 5 percent of your capital.
That adds up, too.

Continue writing a brief explanation with each order.

By now you should be able to keep the correct accounting of your posi-
tions. In real trading you must know your profits and losses every day
before you enter the new orders.

Do not lose more than 20 percent of your capital on any one trade. A bet-
ter risk is 10 percent. Large risk means that you're not diversifying, but
trying to profit from one good trade. You should have a number of trades
working at the same time. You should expect three of four trades to be
profitable. If two of four are profitable you're still okay. If one of four
is profitable, then you're not looking at each market as a unique oppor-
tunity. You need the diversification to control risk. Be sure your trades
reflect the special patterns of each market.

Enter your orders clearly.

Don't forget: We are trading, not investing. Don’t hold your trades long—
two to five days is about right. Target a reasonable profit. Get out when
it goes the wrong way.

Good luck!

Questions

1.

The best place for a stop-loss is (a) as close as possible, (b) based on how
much you can afford to lose, or (¢) a support or resistance level.
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2. What is the closest point at which you would place a stop-loss order?
Why?

3. When you enter a new long position, where would you place your initial
stop-loss?

4. If you have just entered a long position, when would you raise your stop-
loss for the first time?

5. What is the advantage of using a stop close only order on your long
position?
6. Why would you use a fast and a slow trend instead of just a slow trend?

7. If you've placed your stop-loss at $35 for your long position (entered at
$40) and a price shock causes a sudden, large drop to $25, what are you
likely to get as your exit price?
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CHAPTER 9

One-Day Chart
Patterns and
Reversals

atching a chart develop is fascinating. It is a study in human behav-

s ;s ; ior. If that stock or futures market is traded in large volume, then it

is a study in mass psychology. The classic examples of investor

behavior have been reviewed many times, but none better than in Mackay’s

Extraordinary Popular Delusions and the Madness of Crowds, where he

describes the history of the South Sea Bubble and Tulipmania. You may draw

your own conclusions as to whether the Japanese Nikkei or the Nasdaq index
were similar “bubbles.”

Index markets have much greater liquidity than individual stocks. It was
Charles Dow who decided to create an index to reduce the effects of manip-
ulation in a single issue. His analysis was based on the reliability of index pat-
terns. Although stocks are much more liquid than in Dow’s time, the players
are also far larger. Institutions with pension funds and large investment funds
will overwhelm all other traders when they are entering or exiting one stock.
They can create a pattern in one stock that reflects their own actions, yet that
price movement can be absorbed into a larger index, such as the S&P 500,
with little significance.

In this chapter we will look at one-day chart patterns, those reflected in
a single bar showing the opening, high, low, and closing price of the day. Of
course, that bar only makes sense when viewed relative to the previous bars.
Some of these patterns only exist after the fact; that is, you can’t tell they've
occurred until you look back at the chart a few days later. These patterns
have less value because they don’t give immediate feedback, but they help to
paint a larger picture. We'll see how anticipation of some of these patterns
can give you free exposure, the ability to profit from the action of the masses.
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GAPS

A gap is a day in which the low price is above the high of the previous day
(upward gap) or the high is below the low of the previous day (downward
gap). A gap is most often reaction to unexpected news. Gaps are more com-
mon in individual stocks than indices. Individual stocks likely will provide
surprising news of quarterly dividends, guidance, new products, failure to
get Federal approval for a new drug or acquisition, scandals, and countless
other items.

A gap also can result from many buy orders clustered at the same place.
This often happens when a stock has been trading in a clear sideways range.
Traders will place buy orders at the point of a new high price, looking for a
breakout to start a new upward trend. When prices touch that level, all of the
orders are triggered, there are many more buyers than sellers, and the price
jumps up.

Common Gap

Gaps occur often. They can be seen as a small white space on a chart. Most
of them are not important. When you look back at a chart, many of these gaps
occur within a trading range. They don’t result in a new high or low price, and
the patterns that follow don’t begin a new trend or show any signs of being
significant.

You can call a common gap simply a “gap” or a “plain old gap” or simply
ignore it. A common gap is filled within a few days. That is, if prices jumped
up, then they will drift lower with the next few sessions until the subsequent
price lows overlap the gap. In the beginning of September 1999 (see Figure
9.1) Microsoft prices gapped higher by about 50¢ from their previous high of
$92 (gap #3). In the next two days prices traded slightly higher and then filled
the gap by trading below $92. Common gaps are always filled within a few
days. You need to wait before you know that it was a common gap.

Breakaway Gap

The breakaway gap is the most useful of all gaps because it can be used at the
moment it occurs. It is a price jump that breaks the previous chart pattern. In
Figure 9.1 the breakaway gap (gap #2) in late August occurs after a $20 drop
and a short sideways period. It is easy to recognize when it occurs, but not
easy to trade profitably unless it occurs at the exact point of a resistance line.
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FIGURE 9.1 Microsoft gaps. There are six gaps during the period from July through
November 1999. Three of the gaps, during September and October, would be considered com-
mon gaps. They did not result in new highs or lows, and the price movement that followed
wasn’t important.

A breakaway shows a change in investor attitude. Larger gaps occur
when there is more participation and the breakout pattern is clear. When it is
clear, traders bunch their orders together at the same obvious point. It is a
strong, reliable trading signal.

Two Breakaway Gap Examples. There are two obvious breakaway gaps
in Figure 9.1, a sharp move up in late August (gap #2) and another smaller
breakout in late November (gap #6). With gap #2, if you had waited for the
end of the day to act, you would have been long just above $92, nearly $5
higher than the previous day. There would have been quite a few days in
which prices traded higher and you could have made a small profit. Some
traders would have been nervous when prices fell under $92 and taken a loss.

In the second case the breakaway gap was larger, but the day’s trading
range was smaller. You would be long on the close at $94. In this example
each of the next 10 days would have been profitable although there were
no new highs. To a short-term trader these look like breakaway gaps; for
a longer-term view they might be common gaps. For the long-term trader a
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breakaway gap would occur on a jump above the highs at 98, or below the
lows at 82.

Trading the Breakaway Gap. To take advantage of a breakaway gap, you
need to be long before the upward breakout. Most profits are made by antic-
ipating, not following. That’s not an easy task. You need the profit from the
jump and price flow if you are to get free exposure.

Anticipating the gap makes most sense when the trading pattern is clear,
when there is a strong downtrend line that any fool can see, and when prices
have been trading in an obvious sideways pattern. You can then place your
buy order slightly below the point of breakout, inside the trading range. You
might be wrong a few times and take a small loss, but the profit from the
breakout should be enough to recover all the losses.

Figure 9.2 shows different types of gaps on an Amazon chart. The first
breakaway gap in December 1998 occurs on a move through clear resistance
just below $40. It is an opportunity for free exposure. The other breakaway
gap in July 1999 is not as clear on the chart, but price might have fallen
quickly through recent support right after the opening bell.
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FIGURE 9.2 An assortment of Amazon gaps. This Amazon chart shows a good sample of
different gaps. The breakaway gap occurs when prices move out of a previous sideways pattern,
or change direction. A runaway gap occurs in the middle of a sustained trend.
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Exhaustion Gap

A gap that occurs just after the peak of an extended, extreme run-up is an
exhaustion gap. It is caused when traders realize that prices cannot to go
straight up because the stock is already overpriced, and the buyers suddenly
disappear. An exhaustion gap is usually followed by a substantial drop in
prices, but that does not mean new highs won’t occur after prices stabilize. It
sets up an interesting trading pattern.

The price peak that precedes an exhaustion gap becomes a major clear
resistance level. As prices move back toward that high, traders will be look-
ing to sell at any opportunity. In Figure 9.2 we see an exhaustion gap two
days after the high in April 1999. On the following day, prices trade up into
the gap, closing slightly higher on the day, and afterward prices fall. There are
two more exhaustion gaps in Figure 9.2, one following the peak in July 1999
and a small one in August 1999. Both of these secondary peaks show lower
volatility and occur well below the highest price; therefore, we would treat
them as a short-term indicator. When prices move above the high of the third
peak, we quickly accept the fact that the recent top was not important.

A true exhaustion gap must be seen in context with other prices. It
should follow inceasing volatility, preferably extremely high volatility. It should
follow an unusually high price. Prices should continue to be volatile during
the decline. The second and third exhaustion gaps in Figure 9.2 do not satisfy
the high volatility and high price criteria needed.

Runaway Gaps

A runaway gap confirms a trend and indicates acceleration in the price
move. It is a good confirmation of direction and, if you are long the Euro in
December of 2000 (as in Figure 9.3), it quickly adds to your profits.
Runaway gaps are marked in Figures 9.2 and 9.3. They occur while prices
are already in a trend. They may be caused by latecomers trying to jump on
board a moving train. The sellers aren’t interested because the trend is still
moving up quickly; therefore, the buyers need to pay a higher price to join in.
Being late to the party is never a good idea. In Figure 9.3, those who bought
the Euro at .9250 would have been lucky to have captured any profit. It’s
more likely that a trader who was late getting in will be late getting out.

Spikes

A spike high is seen as a day in which the high is well above the high of the
preceding and following days. It is at least a local top; it could be a major top.
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FIGURE 9.3 Euro chart showing gaps and spikes. This Euro chart has a collection of
gaps and spikes. Note that the first two spikes, in November 2000 (an upward spike) and April
2001 (a downward spike), were broken with breakaway gaps.

It usually can be seen the day after it occurs. In Figure 9.4, U.S. bonds show
spikes in mid-June, mid-July, and mid-August. In each case it took more than
a week before new highs exceeded the high of the spikes. Spike highs are
most useful if the close of the day is near the lows. We then have some early
warning that the spike high will be a top.

A Word of Caution aboul Spikes. Spikes may seem infrequent and obvi-
ous because most potential spikes disappear into normal price patterns.
That is, after an upward jump, prices continue higher or form a sideways
pattern so that the potential spike becomes an invisible part of a larger price
pattern. That makes a spike a less dependable pattern for trading.

In Figure 9.4 we can see that three days after each spike, the prices
looked as if they might fall sharply. Instead, prices started back up, moving
above the spike high before correcting and finally moving higher. Each of
these cases proved a good short-term opportunity, but not the beginning of
trend change.

On the far right of Figure 9.4 we see two volatile one-day price drops after
the high. Had prices opened higher and remained higher after either day, we

www.fx1618.com



136 A SHORT COURSE IN TECHNICAL TRADING

US_REV.ICESV-Daily 1212772002 C=112.84 +1.12 +1.00% 0=111.78 H=112.84 [=111.69 V=20787 | L114.00
Failed | | || ||| | a0
test |

l F110.00

Falled|| | {||||||| |“||..us_un

Spike #2 test 10600

| ! ..
y
{)

Spike #3

Failed
Spike #1 test ||
|

i
III”'||||"|||| "'

ll” ||||| I I||| I”Ill"Il o0
i

farzonz unzo0z uizonz Tugaond Gepdonz Detz00z

r102.00

II||III|i"|

et

i
Crested with TradeStstion 2000 by Omegs Rezsaich © 19599

FIGURE 9.4 False tops in bonds. From June through October 2002, U.S. bonds show three
spikes that form potential V tops after one to three days following the spike. Each spike was
followed by an attempt to move higher, each time making new highs then falling back. Patterns
look very different when you are trading than when you look at the chart in retrospect.

would see a downward spike. Don’t act too quickly to accept a spike as a top
or bottom. Even as a fast trader, buying on either day would have produced
a large loss. You are safer if you treat them as if they will disappear, which
happens much more often.

ISLAND REVERSAL

An island reversal, or an island top, is a single price bar, or group of bars, sit-
ting at the top of a price move and isolated by a gap on both sides, before and
after the island formation. Combined with high volatility, this formation has
the reputation of being a major turning point. The gap on the right side of the
island top can be considered an exhaustion gap.

You can find quite a few island tops in the Euro chart (see Figure 9.4),
although most of them are at different stages during the strong trends. Island
tops can disappear into the overall chart pattern along with other formations
even though they are very good at defining a local top. Look at January 2001,
just to the right of the highest point on the chart, and you can see an island
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FIGURE 9.5 Heating oil shows an extreme island reversal. Although this pattern did not
remain a top for long, it was an exciting moment in time.

top of two bars. In March 2001 there is another island top of eight bars
formed as prices decline. There is an island bottom near the beginning of the
chart, in October 2000, that is the low point of the chart.

Even the most extreme-looking island reversals may not remain the top
for long. In August 1991 heating oil jumped 6¢ in one day (see Figure 9.5),
stopped, and then reversed. It may look strange on the chart when we see it
in context with later trading, but it was an exciting moment at the time.

REVERSAL DAY

A day in which there is a new high followed by a lower close is a downward
reversal day. An upward reversal day is a new low followed by a higher
close. Reversal days are a common part of technical conversation and appear
to be an important sign of a change of direction. It is very likely that a rever-
sal day will start a change of direction after a sustained trend up, or a move
that peaks on high volatility.

The rapid drop of Tyco in January 2002 (see Figure 9.6) shows that a
reversal day occurred at the top just before the final fall. During the decline
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FIGURE 9.6 Reversal days. Upward and downward reversal days can be seen during the
precipitous decline of Tyco. Reversal days are valuable when used selectively.

there were three upward reversal days, each followed by at least one higher
day—no small accomplishment in a stock that is in a free fall. If a stock is
trading on new lows for the current move and, then closes higher on the day,
the selling pressure must be exhausted. We shouldn’t be surprised to see the
stock trade higher the next day. After all, prices don’t go down or up every
day without reprieve. There are always buyers and sellers.

Perceplion and Reality

The problem with a reversal day is that it is a very short term indicator. It
does not tell you that the major trend has changed, only that the next day is
likely to trade in the opposite direction.

Another important problem with reversal days is that we only look for
them during special situations, particularly when prices are volatile or when
we are near what we think is the top or bottom of a move. Reversal days hap-
pen often when we’re not looking. If you study the reliability of reversal days,
you would find that they have no special predictive qualities—no one has
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proved that they are profitable on balance. Yet, experienced traders know
that they are important.

Limit your use of reversal days to special situations, those days when you
are looking for prices to change direction. Then, only expect the next day to
reverse. If prices fail to continue their new direction or show a tendency to re-
verse again, get out. A reversal day cannot win over the major trend; it can
only signal a short pause.

THRUST DAYS AND RUN DAYS

An upthrust day is one in which the close is higher than the previous day’s
high. A run day is a more powerful version of a thrust day and it must have
two qualities; (1) The high must be greater than the high of the past N days,
and (2) the low must be lower than the low of the subsequent N days. There-
fore, a run day is not known until N days after it has occurred. The impor-
tance of a run day depends upon N. The larger the value of N, the more
important the run day.

Selecting the Important Thrust Days

A thrust day is a good concept for distinguishing a weak or strong move up
(or down). Consider that the volume of trading varies across the day, and
there can be very low volume through the middle of the trading day. A new
high or low that occurs on a moderate-size order during a low-volume time
could temporarily push prices to new highs or lows, breaking through a resis-
tance or support level. If the price closes back inside the lines, perhaps even
unchanged on the day, we would be suspicious that the breakout was false.
If instead prices closed outside the previous range, above the resistance line,
we would be confident that something new was happening. Therefore, a
thrust day that also breaks a trendline or moves outside a range is important.
It may be unimportant at other times.

Are Run Days Useful At All?

There are many chart patterns that confirm the trend. That is, they assure you
the trend is still intact and you can hold your position. The jury is still out on
run days. Although they are a well-recognized price pattern, they are not
“timely”; that is, it is often too late by the time you can identify the pattern.
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FIGURE 9.7 Run days. A 5-day run day is recognized when the high is greater than the high
of the previous 5 days and the low is lower than the low of the following 5 days. Both thrust
days and run days provide evidence of a trending market, although run days may not be timely.

In Figure 9.7 we see eight cases of a five-day run day. We use five-days to
be more selective and to expect greater reliability. Don’t forget that we can
recognize this five-day run pattern only after it occurs. In the first case, the
fifth day following the run day is a sharp move up, followed by a sharp rever-
sal, and then a renewal of the upward trend. In each case shown, except for
the last three, the fifth day following the run day seems to be a local high.
After that, price dropped off for a few days before recovering and continuing
the trend.

When to Use the Run Day Pattern

Run days suffer from the same problem as other chart patterns—they are less
dependable when fewer days are used. In this case, when you use more days
to recognize a run day, you may have waited too long for it to be a useful trad-
ing rule. A five-day run needs 10 days before it is identified. In the Tyco chart
(Figure 9.7) the trend continued, if erratically, after the run days, but toward
the end of the chart they correspond to where the trend was exhausted. A run

www.fx1618.com



(@)

ne-Day Chart Patterns and Reversals 141

day may be helpful for confirming a trend after the fact, but there are better
patterns for trading.

WIDE-RANGING DAYS, OUTSIDE DAYS, AND INSIDE DAYS

Both wide-ranging days and outside days are typical of higher volatility. A
wide-ranging day is a day of much higher volatility than recent days. An out-
side day must have both a higher high and lower low than the previous day.
Examples of wide-ranging days and outside days can be seen in Figure 9.8.

Wide-Ranging Days

A wide-ranging day is likely to be the result of a price shock, some unex-
pected news, or a breakout in which many orders are piggybacked, causing
a large increase in volatility. A wide-ranging day could turn out to be a spike
or an island reversal. Because very high volatility can’t be sustained, we can
expect that a wide-ranging day will be followed by some type of reversal,
even a one-day pause. When a wide-ranging day occurs, the direction of the
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FIGURE 9.8 Wide-ranging days, outside days, and inside days. From October 1999 to
June 2000, Tyco shows a variety of daily patterns.
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close (if the close is near the high or low) is a strong indication of the con-
tinued direction.

Outside Days

An outside day often precedes a reversal. An outside day can also be a wide-
ranging day if the volatility is high, but when volatility is low, it provides a
weak signal. As with so many other chart patterns, if one day has a tiny trad-
ing range, followed by an outside day of normal volatility, there is very little
information in the pattern. Selection is important.

Inside Days

An inside day is one where the high is lower than the previous high and the
low is higher than the previous low. That is, an inside day is one where both
the highs and lows are inside the previous day’s trading range.

An inside day represents consolidation, or lower volatility. In turn, lower
volatility is most often associated with the end of a price move. After a burst
of activity and a surge of upward direction, prices have reached a point at
which the buyers are already in and the price has moved too far to attract
more buyers. Volume drops, volatility drops, and we see an inside day.

Very often, an inside day is followed by a change of direction, but that is
not guaranteed. We only know that the event that drove prices up is now
over. If more news surfaces to ignite prices, the next more could just as eas-
ily be up.

Figure 9.8 shows two inside days at the price peak on the top left of the
chart. The first inside day is followed by a small move lower, then a small
move higher, and then by another inside day. This last inside day precedes a
major sell-off. On the right top of the chart there are two inside days imme-
diately before another sharp drop. So far, this looks good.

Take a few minutes to look at the chart more carefully. There are at least
20 other inside days. Try to decide whether these other patterns are as reli-
able. We again face the issue of selection. Can we ignore certain inside days,
yet quickly identify others so that we can trade? Is an inside day more reliable
after a price move of 3 percent, or 5 percent?

A COMMON MESSAGE ABOUT ONE-DAY PATTERNS

Because these chart patterns are based on the events of a single day, they
occur often. High frequency tends to make a pattern less reliable and less
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profitable. You cannot expect to profit from a one-day pattern unless you are
selective about the situations that apply best.

During a quiet, sideways period of price activity, none of these patterns
will be useful. When prices have moved quickly and volatility has increased,
we look for a sign that the move is over. That allows us to take profits on the
trade and, if you're an active trader, reverse your position. At those times,
many of the one-day patterns, such as a key reversal or an inside day, will be
highly reliable.

FEEDBACK PROCESS

Chart patterns confirm the trend, and yet the trend creates the chart pat-
terns. It’s a feedback process. Although many patterns are based on the way
people trade, some patterns are the result of expectation. If you see a highly
volatile up day, especially a reversal day where prices close lower, traders
expect prices to change direction the next day. Therefore, they are encour-
aged to sell.

The recognition of patterns and the expectation of results make it diffi-
cult to decide whether all these patterns are true because of the way people
trade, or because traders believe they are true. Does it matter?

TRADING GAME

Buy the rumor, sell the fact (anticipation vs. reality). XOM was trading
higher than the market and then announced higher than expected profits
from the merger of Exxon and Mobil (a year earlier). The market moves on
anticipation. Once the news is out, everyone knows what should be done.

The reality of downgrading a stock. Any brokerage house, such as
Goldman Sachs, announces a downgrade only after it has already liquidated
the positions for its own clients. They would be foolish to tell everyone else
first and then compete with them for a good price. That makes it a good
opportunity to do the opposite—buy after others have sold. The advance lig-
uidation plus those who get out because of the downgrade force the price
down to unreasonably low levels (at least in the short term).

Money moves all markets the same way. During times when there is no
special news about one of the stocks in the S&P, that stock price moves with
the S&P. The use of futures and trusts (such as Spyders, SPY) allows traders
to buy and sell the entire index of S&P stocks at one time. When that index
goes out of line with the weighted average of the individual stocks compris-
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ing the S&P, program traders step in to correct that difference using arbi-
trage. This causes all stocks in the S&P to move together. Because of direct
trading of the S&P Index as well a program trading, an individual stock may
turn from up to down at the same resistance level seen on the S&P chart.

Questions

1.

Define an upward gap.

2. When is a gap most likely to occur?

Name four gaps most often found on a chart. Briefly explain how to rec-
ognize each.

. Iftoday’s price action is much more volatile than the previous month and

the high is much higher than the high of the same period, would we call
the pattern a spike or a wide-ranging day?

5. Define an island reversal bottom.

When are reversal patterns most reliable? (a) After a sustained move in
one direction, or (b) after a highly volatile move?

. Why would a five-day run day pattern be considered not timely for trad-

ing?
After a sustained upward price move, there are two inside days. What
does this tell you?
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CHAPTER 10

Continuation
Patterns

must have a beginning (where prices show a tendency to want to go

higher or lower), a continuous sustained period during which we
clearly see the direction, and finally an end. These phases reflect the confi-
dence of the investors and their behavior. Continuation patterns are a set
of formations that appear during these phases and both reflect and confirm
the current stage of the trend. A continuation pattern occurs within a
long-term trend and is expected to be resolved by continuing in the direc-
tion the trend.

Prices have trending periods that can be traded profitably. Each trend

SYMMETRIC TRIANGLES

Triangles are large formations that occur throughout a trend. At the begin-
ning of a trend there is greater uncertainty and a symmetric triangle is most
likely to appear. A symmetric triangle (see Figure 10.1) is formed by a price
consolidation, that uncertainty results in decreasing volatility in a such way
that prices narrow to the center of the previous trading range. The breakout
from a symmetric triangle often marks the beginning of a longer-term trend.

DESCENDING AND ASCENDING TRIANGLES

Even during a clear downward trend, prices will rally. Because the trend is
clear, sellers are anxious to step in and sell these upward moves, looking for
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FIGURE 10.1 Symmetric and descending triangles. These patterns, shown on a back-
adjusted price chart of gold futures, are formed as confidence in the trend direction increases.

The symmetric triangle comes near the beginning of a trend, followed by more than one
descending triangle. These patterns are resolved in the trend direction.

the trend to continue. The top of the rally is likely to be the last support point
at which prices broke out of a previous pattern. The recent lows of the new
trend form a temporary support level, and prices may bounce off that level
while short-term traders play for small profits. This action forms a descend-
ing triangle. As more traders are convinced that prices are still heading lower,
the rallies off support are sold sooner, causing a narrower pattern, until
prices finally break below support. The descending triangle is complete. In
an upward trend an ascending triangle would be formed.

Size of the Triangles

A triangle should take no less than two weeks to form; however, they can
span a much longer period. In the gold chart (see Figure 10.2) there are tri-
angles of mostly two to three weeks, but the descending triangle in the
middle lasts three months. The descending triangle evolved as traders decided
that gold was still in a downtrend.
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FIGURE 10.2 More triangles in a falling gold market. There are more triangles hidden
in the gold chart that is shown. These triangles can vary in size, some encompassing others.
Because they reflect trader confidence and behavior, you must expect some inconsistencies.

After the large descending triangle was resolved, a symmetric triangle
appears. Traders are again uncertain of the direction. Once resolved, prices
begin a steep descent. We may have chosen to redraw the small descending
triangle as a larger one to include the previous symmetric triangle. We also
might find another descending triangle just before the last major drop in
mid-February.

Triangles can be very consistent indicators of investor confidence.
Because they reflect human behavior, they are not always perfect in appear-
ance and not always perfect in pattern.

FLAGS

A flag is a smaller pattern than a triangle and is formed by a correction in a
bull market or a rally in a bear market. Flags are congestion areas that lean
away from the direction of the trend. At the beginning of a trend the flags and
pennants may not lean away from the direction of the new trend formed by
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FIGURE 10.3 Upward flags in a downtrend. Flags are smaller formations than triangles
and are formed opposite to the trend direction. They can be as small as one week or as long as
two months.

two parallel lines, similar to a channel. If the first flag after an upward break-
out leans down, it confirms the new upward trend.

Figure 10.3 shows a series of three ascending flags, each larger than the
previous one, in a downward trend. In a downtrend, the most important part
of the flag is the bottom line, or support line, because it must be watched for
abreak and a renewal of the downtrend. The top line that forms the flag can
be drawn parallel to the bottom line or across the peaks, if there is more
than one peak.

PENNANTS AND WEDGES

Pennants are irregular triangles normally leaning toward the trend, similar to
a descending triangle in a downtrend. During a sustained trend, triangles are
large, clear formations, and flags are frequent, smaller changes of direction
with parallel sides. Pennants are catch-alls. They are formations that occur
during the trend, but the lines converge rather than form parallel sides. They
usually lean toward the trend, but that’s not a requirement. If it looks like a
formation but you can’t quite identify it, call it a pennant.
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FIGURE 10.4 An assortment of continuation patterns. All of these patterns are resolved
by prices moving lower. A pennant can be found in the middle of the chart.

In Figure 10.4 there is an assortment of continuation patterns applied to
Treasury note futures, all resolved by a break down of prices. A small, classic
pennant can be found in the center of the chart, pointing down. Following the
pennant is a move up that could be interpreted as a large flag or a symmetric
triangle. If you don’t think that the triangle is exactly symmetric, you can call
it a pennant.

In the General Electric (GE) chart, Figure 10.5, there is a large pennant in
the middle. Pennants, just as other continuation patterns, represent a pause
in a trend, followed by a consolidation. The way in which investors enter the
market, whether carefully or anxiously, ultimately will determine which con-
tinuation pattern is formed.

WEDGES

If the pattern looks as if it’s a large pennant but does not come to a point, then
we can call it a wedge. In an upward trending market the wedge should be
rising. A strong upward wedge will have