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FOREWORD

In early 2003, I was attending an online trading conference in an effort 1o educate active
traders on a new class of products called Security Futures. I had joined OneChicago after having
been in the managed money business for over 20 years because | believe these products will
enhance equity trading in the cash, futures, and options markeis. Having avoided these events for
many years, | was surprised when 1 had the pleasure of listening to someone who was incred-
tbly articulate and thoughtful. I said to myself, “He really gets it.”

John Carter was not speaking about security futures, but rather e was presenting his
intellectual framework and approach to trading. It is a method to which I relate strongly, so 1
introduced myself. We spoke at length on many subjects, including the idea that his method-
ology could be applied to security futures and that successful trading is one long journey, not
a destination. John became an early supporter and trader on OneChicago, another indication
of his innovativeness. We have continved to exchange ideas, and therefore 1 was honored
when John asked me 10 review Mastering the Trade.

I judge a book on trading according to one simple criterion: Have 1 learned something
new? Mastering the Trade not only introduces new concepts, but is insightful and easy 1o read.
This is indeed a rare combination in the trading literature. 1n addition, John stresses that there
is neither a single approach nor a single answer to successtul trading. In fact, he emphasizes
that before one can be a profitable trader, one must fully understand one’s own personality.
Every decision from the holding period of a trade to the amount of one’s capital to fsk per
trade is a reflection of the inherent preference curves of the trader. In fact, Mastering the Trade
begins by emphasizing the importance of the proper approach to trading prior to discussing
methodology.

Once the book turns its aftention to the process of trading, it sparkles once again.
Regardless of how long one has been in the markets, there are new approaches or enhance-
merits to existing ones that 1 find guite beneficial. For example, as an active participant in the
stock index futures markets, John’s unique application of extreme tick readings is very insight-
ful. I can then decide whether to apply it toward my own trading, test it further or ignore it
entirely. The beauty of trading is that there is not one size that fits all and John does not try to
force fit his ideas on anyone. They are presented, discussed and then demonstrated. Amazingly
enough, every trade is not always a winner. The set-up is a probabijlity cutcome that if followed
over time should lead to trading success. That is the essential message that John drills repeatedly.
Bad trades happen all the time; it is how one reacts to them that determines future success.

Another point that Mastering the Trade makes is that there is no a single answer to the
question: Should one be short or long 2 market? There are always valid reasons to be both ways.
The markets provide some clues, but ones trading style needs to provide the rest. That is why
John shows how to use everything from monthly charts to one-nminute pivots. A fuli-time trader

xvii
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should have different volatility and risk parameters than one who can only examine the market
before and after the close.

Trading is an emotionally debilitating business. One can always explain yesterday per-

fectly. The weekly trader says “if 1 only followed the one-minute chart, I would not have gotten
caught in that position.” The one-minute, intraday trader says “if L had only leaned against that
weekly pivot point, [ wouldn’t have gotten stopped out and had a huge winner.” John doesn’t
play this game. He applies an intellectually honest process to trading, suggests risk-reward
set-ups and then lets the markets do the rest. Remember the market is always right. It is the
analysis or set-up that is wrong.

Mastering the Trade reinforces what successful traders intuitively do every time they
place a position: Trade small, stay in the game and try and let time be your ally. Losing streaks
are bound 10 occur and knowing that they will occur and Jiving through them are two different
things. Diversify across markets. Some set-ups will be working well in & market and then stop.
The market hasn’t changed nor the set-up failed; the more opportunities, the greater the chance
of success. But if one is trading too large, then one may not be able to initiate the next trade
after a series of losses. John is very helpful in outlining what unit sizes to trade.

I would suggest studying the list of markets recommended and being prepared 1o partici-
pate in many of them. We all have a tendency to pick and choose the set-ups in those markets
where we have a pre-defined bias, The message of Mastering the Trade is that the set-ups are
objective and can help eliminate the emotional battles that are constantly being fought. Today
a single stock future will Jook great on a chart, but the set-up will indicate that it is time to
sell. If one is looking for excuses not to follow the signal, then don’t buy Mastering the Trade,
However, if one is tired of saying “I knew this would happen,” but does not have anything to show
for that knowledge, then John Carter’s new book is an outstanding place 1o start a realistic,
grounded approach to mastering the trade!

Peter Borish
Chairman, OneChicago
Former Head of Research for Paul Tudor Jones



INTRODUCTION

The best lesson I've ever learned about short-term trading happened while on a white water
rafting trip. Eight of us were in the raft when it hit a rock and flipped, launching us into the
air like a catapult, sending everyone headfirst into the icy water. Half of us remembered that,
in the event of a spill, to stay calm and position ourselves on our back, feet facing downstream.
We zipped around rocks and through cascades of water, eventually dragging ourselves safely
ashore. An hour passed before we learned what had happened to the rest of the group. For them,
a rescue operation went into effect, and the end result was a gashed leg, a concussion, and a near
drowning. Later, when speaking to the abused, I learned that all of them had expenienced a type
of brain freeze. They could see the danger around them. They knew they were in trouble. They
even knew they needed to act, to do something. But they literally could nol make a decision
about what action they should take, So, they tock the one option left to them: They froze like
the proverbial deer in the headlights and did nothing. In the absence of a decisive path of
action, the river grabbed them by their lapels and, like an angry pimp with bills to pay, slapped
them senseless.

I remember one member of the group saying, “That river was out to get me!” Extreme
paranoia and self-centeredness aside, the river was not out to get anyone. Tt did what it was
supposed to do; move quickly and rapidly through a canyon in order to get to the ocean. The
riders who understood the nature of the river were prepared and took the roller coaster journey
in stride. The riders who were unprepared got thrashed,

The similarities between this event and a typical trading day are nearly identical. The
unprepared trader (newbie) is in the same situation as the unprepared white water rafter. [n
the event of extreme conditions, both will freeze, and both will be lucky to survive the expe-
rience. One bad trade can wipe out months or years of profits.

Protessional traders make money not because they are right more often than not, but
because they know how to take advantage of all the “fresh meat” that is sitting out there in
the form of amateur, unprepared traders. “Fresh meat” refers to anyone who has been trading
for less than 10 years. That said, many traders never make the leap, and remain in this victim-
like state all of their trading lives. The minority who endure and join the ranks of consistent
winning traders are the ones who have learned the following truths:

® The financial markets are naturally set up to take advantage of and prey upon human
nature, As a result, markets initiate major intraday and swing moves with as few
traders participating as possible. A trader who does not understand how this works is
destined to lose money.

® Traders can know more about a market than anyone eise in the world, but if they apply
the wrong methodology to their trading setups, they will lose money.

Xix



XX INTRODUCTION

® Traders can know more about an indicator or group of indicators than anyone else
in the world, but if they apply the wrong methodology to those indicators, they will
lose money.

® Traders can know exactly what they are doing, but if they are trading the wrong
market for their personality, they will lose money.

® Traders can know exactly what they are doing, but if they apply the same strategies
they used o make themselves successful in other areas of their life, they will lose
money.

Without this knowledge, a trader is like 4 wounded antelope in the center of a lion pride,
where it is not a question of “if” the antelope is going to get torn to shreds and swallowed,
but rather of “when.” For a trader without this knowledge, the possibility of rin it not a ques-
tion of “if” It’s only a matter of “when.”

Nevertheless, even with the odds stacked against them, each year tens of thousands of
unprepared traders flock to the markets like lemmings 1o the sea, their heads filled with visions
of easy cash, first class tickets, and of telling their boss to go pound sand. By the time most
of them sense that spark of an idea that would have allowed them to understand how trading
really works, they have already flung themselves over the cliff and are plunging towards the
rocks below. All they have to show for their hard work is ample amounts of frustration and
despair, perhaps a furious spouse, and a trading account that has been ravished and ripped off
by a professional.

Trading is not about everyone holding hands, belting out the lyrics to John Lennon’s
Imagine, and making money together. The financial markels are truly the most democratic places
on earth. It doesn’t matter if a trader is male or female, white or black, American or Iragi,
Republican or Democrat. It’s all based on skill.

The only way to become a professional trader is to obtain that blunt edge of a weapon that
separates you from the rest of the migrating sheep. That edge is gained by utilizing specific
chart setups and trading methodologies that take into account the five key points listed above,
as well as the psycholopy of the trader taking the other side of the rade. Otherwise, as you
enter the revolving door to the financial markets, filled with excitement and anticipation, the
predators are merely hicking their lips, because what they see is a slab of freshly cured meat,
ripe for the eating. And feast they will.

WHO SHOULD READ THIS BOOK?

This book discusses a unique approach to the markets that focuses on the underlying reasons
that cause market prices to really move, and is applicable to trading stocks, options, futures, and
forex. In reality, markets don’t move because they want to, they move because the have to.
Margin calls, stop runs, and psychological capitulation all force a series of rapid fire market
orders in a very short period of time. These generate sharp intraday moves lasting a few min-
utes to a few hours, and, on a bigger scale, swing moves that last a few days to a few weeks,
These moves inflict pain on a lot of traders who do not understand how this process works. Yet,
there is always a group of traders who profit from these moves. This book discusses specific
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ways o get positioned “on the other side of the trade” in order to take advantage of these moves,
relying on a unique interpretation of many classical technical analysis and chart patierns.

More specifically, the book discusses strategies with exact entry, exit, and stop loss levels
for the intraday trading of stocks, options, ETFs, e-mini futures, 30-year bonds, and the forex
currency markets. There are also swing trade setups discussed on stocks, options, single stock
futures, and e-mini stock index fatures,

it is my hope that traders at all levels of experience will welcome this book’s broad mar-
ket overview and specific trading strategies. Beginners will be treated to a no-hype reality
check on how the markets really work, will be introduced to clear concepts and trade setups,
and will come to understand why newer traders are destined to lose money until they grasp
the basic market mechanics that are constantly happening behind the scenes. They will also
understand how they are repeatedly taken advantage of.

It is my goal that intermediate traders will appreciate the knowledge included in this
book, which is designed to take them to the next level of trading. In addition, | hope that pro-
fessional traders and other market insiders will find this book is able {o clarify some of the
truths in which they have instinctively found to be true, in addition 1o providing fresh ideas
to improve their bottom line. Stock traders who have pever traded e-mini futures or forex witl
learn how these markets work and how to get enough inforination to decide whether the addi-
tion of these markets would be appropriate for their own trading. They will learn how the
futures markets affect specific stocks and thus better position themselves to profit from their
stock trading.

Day traders will learn why relying on indicators alone is a losing game, discover specific
strategies to get into a trade early, and learn the differences between knowing when to bailt and
knowing when to hang on for the ride. Swing traders and pure stock pickers will learn bow to
read the ebbs and flows of the market, and know whether they should be focusing on the long
or the short side. Investors that are overlooking their retirement accounts will discover specific
ideas for timing their investments on a monthly and guarterly basis in order to improve their
returns. While this book is aimed at full-time traders, there are special sections throughout the
book that focus on individuals who are working full time and are only able to trade part time.
This does have advantages if dope correctly.

While I feel this work will be a welcome edition to anyone who is interested in the finan-
cial markets, it is important to realize this book assumes a working knowledge of the basics.
There won’t be a chapter discussing the nances of support and resistance, or a chapter with
25 examples explaining the differences between an uptrend and a downtrend. While I'm going
to spend a chapter on option plays, I'm not going to spend a chapter discussing how options
work. In other words, if it has already been written about, or if it can be Googled, then it won’t
be rehashed here. This book focuses on new concepts that have not been written about before.
That said, the work does provide an introductory chapter on futures and forex trading and the
types of markets that are focused on in this book. If you’re not sure what a bond tick is worth,
or what 10 Euro pips mean to your P&L, then this section is for you. [ will also discuss web-
sites and other books that are great for getting up to speed.

In addition to specific trading setups, the book discusses practical aspects of trading
such as the type of hardware and software to use, as well as money management allocation and
developing a game plan that fits the trader’s personality. Finally, there is a strong focus on spe-
cific information that can be used the next trading day.

Let’s get started.



Trader’s Boot Camp

I don’t want the cheese;
I just want to get out of the trap.

SpPaNISH PROVERB




C H A P TER

MARKETS DON'T MOVE
BECAUSE THEY WANT TO—
THEY MOVE BECAUSE THEY
HAVE TO

AVERAGE TRADER PROFILE: THE WRONG SKILLS
IN THE WRONG PLACE AT THE WRONG TIME

Individual traders live in a state of constant flux, sitck between two worlds that combine both
the best and the worst that trading has to offer. On the one hand. they can move in and out of
markets with an ease and efficiency large funds can only dream of. Traders have the freedom
to carve out specific niches for themselves that the manager of a pension plan could never
achieve or duplicate, and in so doing have the opportunity to create an independent life, free
from the hassles of the average Joe. These perks are extremely appealing and impossible 10
duplicate in any other profession.

Reasons for trading full or part time are many, and can range from wanting a career
change, a wish to be more independent, the desire to escape the responsibilities of running a
large corporate division or individual business, or choosing to be a stay-at-home parent. This
is a “job” that provides the chance to make a very nice living, and i’s a lot more interesting
and fun than any other profession—except being a rock star, of course. But if sharing the
stage alongside U2 seems slightly out of reach, then trading is a good alternative.

It can be done from anywhere that has reliable [nternet access. There are no bosses
spewing forth inane, ever-changing contradictory orders as they struggle within a system that
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has promoted them right up to—and through-—their level of competence. Employees are not
necessary. Those of us who have survived the corporate world can find nothing on this earth
that equates to the freedom and beauty that come from no longer having to manage a large
group of dispassionate human beings. Start-up costs are minimal thanks to leasing programs
from companies like Dell. Trading in your robe or nothing at all is perfectly tine. Best of all,
a trader can choose his or her own working hours. Some examples of schedules from suc-
cessful traders 1 work with include: trading actively October through April and then taking the
remaining five months off; trading only the first two hours of the market open and taking the
rest of the day off; trading until they make 50 percent on their capital and then taking the rest
of the year off. The list goes on and on. With so much to offer, it is no wonder that tens of
thousands of people toss their hats into the ring, trying to make a go at this most appealing of
professions. It truly represents the proverbial American dream.

However, with so much freedom comes a cruel price. Simply put, the markets cannot
protect a trader from himself or herself. Individual traders, onlike fund managers, are nnsy-
pervised and have the freedom 1o act unchecked in any way that they choose. And for some
traders this means acting like a 7-year-old child who has just been dropped off at 2 Toys-R-Us
after chugping two cans of Mountain Dew. Unfortunately, this kind of freedom reinforces bad
habits, and the net result is a market that moves and thrives in such a way as to prevent as many
people as possible from consistently making money. Why is this? It has to do with traders
being the best salespeople in the world,

Although used-car salespeople are saddled with reputations as being pushy and dishon-
est, they don’t hold a candle when compared to the average trader. A trader, once in a position,
can deceive himself or herself into believing anything that helps to reinforce the notion that he
or she is right.

When faced with a loss, Joe Trader will look at a chart and tell whomever is within
spitting distance, “The market is acting as if a reversal is about to happen.” Net resull: he
does not exit the position, and his losses mount. When faced with a profit, Joanne Trader hes-
itates to pull the trigger, telling her cat, “The market is acting great. It would be premature
to sell at these fevels” Net result: She does not exit the trade, and it turns into a loser. The
mistake these traders are making is a common, yet fatal affliction mest traders suffer from,
They are unaware of how the market naturally programs their reactions so that they will lose.
And they are unaware of the key factors that really move the markets I discuss in the intro-
duction. The net result is a trader who “eats like a sparrow and defecates like an elephant”
This is a situation, of course, that no account can withstand, Worse, this cycle of emotional
slavery will not end until it's met head on. Unfortunately, professional traders understand
this all too well, and they set up their trade parameters to take advantage of these situations,
specifically preying oa the traders who haven’t figured out why they lose. One trader’s dis-
aster is another trader’s bread and butter.

IT'S ALL ABOUT PAIN AND SUFFERING

The problem is simple and twofold. First, although traders certainly know that not ali trades
are going to work out—they do get a distinct feeling right after placing every trade that this
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frade is going 10 work out. A study done by a pair of Canadian psychologists documented
this fascinating aspect of human behavior. Just after placing a bet at the racetrack, people are
much more confident about their horse’s chance of winning than they were immediately
before laying down the bet. Obviously, there is nothing about the horse that changes, but in
the minds of those bettors, its prospects improved significantly once they placed their bet
and got their ticket. Without getting into a large psychological treatise on why humans
behave like this, it has to do with a strong, underlying social influence to appear consistent
with our choices. Once we make a choice, we respond to external and internal pressures in
such a way as to justify our earlier decisions. If we made a good choice, then this process
works out very well for us, and we will continue to build upon our good choice. However, if
we made a bad choice, whether it is regarding a trade, a job, or a boyfriend, then this process
will take this bad choice and make it emphatically worse. We will simply refuse to let go and
move on, being more concerned about trying to act consistent regarding our earlier decision.
People can waste an entire lifetime living within the justifications of a bad choice. What a
waste.

Second, many traders feel they can rely on their judgment while in a trade. On paper,
this makes a lot of sense. After all, before a trade is placed, traders are at their most objective.
However, once the trade is on, the degree of objectivity diminishes imnmediately and in direct
proportion to the number of shares or contracts being traded relative to the account size. Think
of it this way: If one trader is long 10 Emini S&Ps in a $10,000 account, and another trader
is long | Emini S&P in a $100.,000 account, who is going to be sweating bullets over each
tick? Not conly does the first trader already have the feeling that “this trade is going to work
out,” but now he or she is trapped with the additional pressure of having {o manage a position
that causes huge equity percentage swings with every tick. Traders relying on their judgment
while in a position that is churning their brain with extreme emotions is like trying to row a
boat upstream with a piece of Swiss cheese—it simply does not work.

These factors perpetuate a vicious cycle, with the end result being traders who, like bad
used-car salespeople, are consistently selling themselves a faulty collection of beliefs that set
them up for slaughter. Instead of following a game plan with which to exit a position, traders
in this situation spend their time justifying why they are right and will end up closing a posi-
tion only for one of two reasons. First, the pain of holding becomes so great they cannot “take
it” any longer. Once they reach this “uncle” point, they start frantically banging their key-
board to sell (or cover) “at the market” in order to relieve the pain. Second, their broker
politely offers to help them out by giving them a phone call, gently letting them know that
they should exit their position. This is also called “getting a margin call.” This trade is also
placed “at the market.” In these situations, there is no plan, no thought, and no objectivity. Just
a batch of forced sell orders, or, in the case of someone whe is shoit, a batch of forced buy
orders, or covering. This act of capitulation, traders exiting a position because they have to,
not because they want to, is emotions-based trading at its finest, and this is what moves the
market. Whether it is a sustained multimonth move to the downside because of continuous
capitulation selling or a gquick 10-minute rally because of shorts being forced to cover, these
acts are responsible for the major moves in all markets, in 21l time frames, In the end, mar-
kets don’t move because they want to. They move because they have to.

The pressure of traders trying to act “consistent with their original choice” combined
with traders who are trading way too big for their account, leads to more disasters in trading
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than anything else. Disasters for most people, that is. For every 10 to 20 traders who are blow-
ing up their account, there are typically opne or two traders who are making a mint. After all,
the money doestt’t just disappear. It simply [lows into another account—an account that uti-
lizes setups that specifically take advantage of human nature.

THE CASE STUDY YOU WON'T READ ABOUT
AT HARVARD BUSINESS SCHOOL

Figure 1.1 is a chart of an actively traded stock with the name dehberately removed for now.
During 2004 it was vigorously bought by one side of the trading community and energetically
shorted by the other side. Both parties had plenty of opportunities to make money. On
December 29, 2004, this stock made a new 52-week high, hitting $33.45 the next trading day.
Over the next five sessions it pulled back to support at point 3, at $27.62, which represented
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a solid buying opportunity, replicating the buying opportunity that took place at point 1, with
the same oversold stochastic reading as point 2.

This chart represents a classic case of an inflection point in which a group of traders has
1o make a decision. A trader who bought the stock as it broke out to new highs will be feel-
ing pain, while the trader who shorted the highs will be feeling euphoria. Traders who are
fong the stock way back from $10.00 will feel excited and wonder if they should add to their
position on this pullback. A trader who is flat the stock is anxious, not wanting to miss the
next move, and will be looking to buy the stock here at this pullback to support. Take a
moment to look at this chart. What would you do here? Do you short the stock or buy 1t7 What
would you be willing to risk? These are questions all traders need to know hefore they acti-
ally place the trade.

Let’s work with someone 1 will call Joe Trader. Joe has been trading for a while and has
learned a ot about risk reward levels and about being patient and waiting for high-probabil-
ity setups. He looks at this chart and sees a decent buying opportunity in this stock. He has a
$100.000 account. Near the close he buys 2,000 shares at $27.80, using about half his cash
buying power, not even geiting close 1o using any margin., He places a stop limit order at
$26.20 and also places a GTC {good till canceled) sell order at $32.60, which is just below
the recent highs. He's risking $1.60 ($3.200) 10 make $4.80 ($9,600}, a very comfortable 3:1
risk reward ratio. If he’s stopped out, he will lose 3.2 percent of his account’s value, which he
deems an acceptable risk against making a potential 9.6 percent return on the trade.

The next day, on January 7, 2003, the stock gaps lower, opening at $23.78, well below
Joe’s stop timit order. (See Fig. 1.2.) This leaves Joe in the stock, and his stop limit order
won't fire unless the stock rallies back to $26.80.

Joe doesn’t panic. He’s been down this road before. He is negative on his trade but it's
not terrible. just a dollar over his original stop. He understands that when stocks break down,
they will almost always retrace a portion of the move before shtimately moving lower. Also,
the daily stochastic is oversold, setting the stock up for a bounce, even if it is just a dead cat
bounce. He decides to leave in his limit stop order for this eventual retrace, and he plans 1o
see where the stock ends up near the close.

Fifteen minutes before the closing bell he checks the stock and notices it never reached
his stop fimit order. but it also bounced off its lows on the day. He thinks there is a good
chance that the stock will start 1o retrace a portion of the move the next trading day. He is
calm. He is objective. He decides to hang on. Unfortunately, the next trading day isn’t until
Monday. and he spends most of the weekend thinking about his stock, not really reacting to
the environment around him. On Sunday his wife notices that he has been quiet all weekend,
almost listless, and keeps staring at charts on his computer screen. She flips through her lat-
est issue of Cosmopolitun magazine to sce if she can get any insights into how 1o cheer him
up, but by the time she is done reading the insightful articles, she wonders why she ever mar-
ried this submissive little mouse of a man in the first place. The guys in the articles are so
much more daring and fun! By the time she goes 10 bed Sunday night, she is angry.

Joe, oblivious, is still up looking at a chart.

Monday morning finally arrives. Joe jumps out of bed early afier a restless sleep, just
in time to see that the stock is trading lower premarket. It gaps down by almost $3.00 at the
open of the reguolar session. {See Fig. 1.3.) Joe looks at this and shakes his head. How could
this have happened?



FIGURE 12

PART ONE  Trader's Boot Camp

16.93 25 59 20.00 80 GO

TN\

|-<€.06

24.G0

22 00

2000

-18.00

F1GD 0f

8000

MEA.CC

oet Yoy Yer 'os

As Joe numbly sips his coffee, he looks at the chart “objectively” and sees all the reasons
why the stock should bounce. It’s now down by over 40 percent from its all-time highs in only
seven days. 1t’s near major support on the daily charts. The daily stochastic is now deeply over-
sold. He is realistic. He knows this stock is done for, but he also knows that at some point the
stock will at least retrace, and he will be able to exit gracefully. He watches the stock all day,
chewing his nails, slurping coffee, and getting nothing done. The stock closes at over $6.00 below
his stop. Aghast, he decides to hang on for another day, as the stock is way overdue for 2 bounce.

It is not until he hears the garage door opening downslairs that he remembers he was
supposed to drop off his wife’s pile of clothes at the cleaners. He grabs them and races out
the front door.

On Tuesday, January 11, the stock (okay, its TASR) gaps down yet another 3 points, open-
ing at $17.01. (See Fig. 1.4.) Joe takes a deep breath and grits his teeth. He is dead tired from
not being able to sleep last night, and to top it off, his wife has suddenly been acting downright
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hostile. He wonders if she saw his P&L on the computer screen, but he’s confident that he’s kept
that covered up really well, always minimizing his execution platform when he leaves the room.
He knows he should talk 1o her, and he will, as soon as he exus this position and goes flat.

He focuses on the chart. He tells himself not to panic like a stupid newbie and to react
like a professional rrader. He knows he will never let himself get into a sitation like this
again, but, in the meantime, he has to keep a cool head and get out of this mess.

He reflects that, over the past four months, he has been able to generate an income aver-
aging $5.000 per month from his trading account. If he closes out his TASR position here at
$17.00, he will be down $21,600 just on this one trade. It would take him over four months
Just 1o rebuild his capital. He asks himself, “Okay, forget about your original order. Let’s say
you just entered the trade here. What would be a reasonable target”” He guickly sets up a
series of Fibonacci retracement lines on his chart to see where the 50 percent retracement
level is of the entire move down. That level is $22.79, well below his original stop, but if the
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stock rallies up to that level, it means $11,580 in profits, leaving him with just a $10,020 loss
to make back instead of $21,600. He places his new sell order, confident that this is going to
work, and sits back to watch the action.

Amazingly, the stock continues to drift lower during the day. Joe stares at the chart,
continuaily reminding himself to keep a cool head, that the stock is desperately oversold and
that it will soon bounce. Be patient, wait for the retracement, don't be a chump and sell at
the dead lows.

As the markets near the close, TASR breaks new intraday lows yet again, cracking
$14.00 a share. Joe pushes back from his desk and yells in disgust. This is impossible. TASR
is down by nearly 60 percent in eight days. About to explode with rage, he realizes he sinply
cannot deal with this any longer. His nervous system is a wreck, and his neck muscles feel like
plywood. He sells near the close for $14.02, a loss of $27,560. He still cannot believe how far
and how fast TASR has fallen. How much lower can it go? On impulse, he looks at the weekly
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chart and notices there isn’t any support until $10.00 a share. He immediately reverses and
goes short 4,000 shares at $14.04, just before the closing bell. Although disgusted with him-
self, he teels better now that he has taken action, and at least he won’t miss out on the remain-
ing down move for this stock. He is anxious to see where TASR opens the next day.

He decides not to tell his wife about any of this, but he does leave a Post-it note reminding
himself to pick up the clothes from cleaners the next day.

TASR opens flat the next day, and then steadily starts to rally. (See Fig. 1.5,) Joe is con-
fident the rally will be short-lived. However, he does place a stop just above yesterday’s highs.
This time he places a stop market order, as it was the stop limit order that got him in trouble in
the first place. He feels very confident that this trade is going fo work out. This is a good horse!

TASR closes near its highs on January 12, but it does not exceed the previous day’s
highs, so Joe’s stop is not hit. He can’t believe his bad luck, and he hopes the stock will gap
down the next day. His wife calls to say she is going out with the girls. He grabs a six pack
and turns on HBO to see how Tony Soprano is dealing with the problems in his life
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Well, the next day comes around, and the stock gaps up by almost $4.00. Joe's stop
order gets him out a1 the open, as this turns into a market order when the price is above his
stop, which is $20.83. He lost $6.79 on the play. On 4,000 shares that is $27,160, nearly iden- -
tica! 1o that of the loss on his first trade. His $100,000 trading account is now down to
$45,280. He needs 10 make 121 percent just to get back to break even. He is so angry he doesn’t
know what 1o do, and eventually he picks up his keyboard and slams it against the wall. About
an hour later his wife calls to say that they should seek counseling. Joe pours himself a large
whiskey and contemplates the meaning of life.

Joe got the stock long. He used a low-risk entry point, had a great risk-to-reward ratio, and
he was risking only 3 percent of his portfolio. He didn’t even get a margin call ltke many traders
did in this same situation. The botiom line, it was a great plan, but it turned into a disaster.

But for someone else it was a preat trade. This chart of TASR represents a different view.
(See Fig. 1.6.) This is a common setup that is created when large funds want 1o get out of a
stock. They push the stock to new highs, sucking in the retail crowd, and then they start unload-
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ing. They know the retail crowd will buy the new highs, and they also know the retail crowd
will also feel comfortable buying all the way down to support. This gives the institutions ample
time to sell their holdings. I call this setup the “fake and break.” and I use it as a fade play for
swing trades on stocks. (To fade a market means 10 take a trade in the opposite direction of the
move.) In other words, if a stock is rallying with this setup, then I'm looking to short it.

TRADING RULES FOR SELLS/SHORTS
{(BUYS ARE REVERSED)

These are the rules [ use in trading the “fake and break”™ setup. This is a setup I use on indi-
vidual stocks.

* Look at stocks making new 52-week highs: On December 30, having made new
52-week highs the day before at point 1, TASR gapped up and hit a new all-time
high of $33.45 (point 2).

® For stocks making new highs, look for a bearish divergence using a seven
period RSI (relative strength index): When TASR made new highs on December
30, the RSI hit 72.35 (point 4), well below the level it hit on November 15 when it
made its last 52-week high (point 3). When prices make higher highs and, at the
same time, the RS1 makes lower highs, this is called a bearish divergence. The RS]
measures the power of the move, and this is telling the wader that the stock is los-
ing power.

¢ For stocks making new highs, look for a significant decrease in volume: When
TASR made new 52-week highs, it was on one-fourth of the volume of the last
thrust to new highs. This is the equivalent of a car running out of gas. There is no
sustained price movement without volume.

& Short the stock the day after it closes below the previous 52-week high: On
January 3, TASR closes back below $30.98, the previous 52-week high established
on November 15. Utilizing this setup, the trader, let’s call her Joanne, goes short
2,000 shares at the open on January 4, getting filled at $30.27. She places a stop
25 cents above the all-time highs. Since the all-time highs are $33.45, the stop is
placed at $33.70. This is a stop market order, not a stop limit order as Joe used.

® To exit, use a close backup above the high of the low day while above key sup-
port. If key support is broken, stay in the trade until there is a close backup
above the high of the low hour on a 60-minute chart. We take a look at this
briefly here, but this is a concept [ talk about in much detail later in the book.

® Don’t trail stops. The exit is the price reversal signal.

Afier TASR is entered short, the stock never rallies enough 10 close above the previous
day’s highs. So Joanne is still in the stock short once it breaks key support on the daily charts
in the form of the key uptrend line. Once it breaks this key support level, the selling gets ugly.

Figure 1.7 is a 60-minute charl that shows the increase in volume once TASR breaks
key support on the daily charts, at point 1.
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During the three lasge sell off days, at points 2, 3, and 4, at no time does the market rally
enough to close above the high of the low 60-minute bar. The next day, at point 5, TASR ral-
lies enough 1o close above the previous 60-minute bar, which is the low bar of the entire move
down. This close is the signal to cover, and once the next bar opens, Joanne covers her 2,000
shares of TASR at $16.17, pocketing $28,200. She also reverses and goes long 4,000 shares
at this same level, using the lows of the move as a stop.

She stays in the move until the 60-minute price action creates a close below the low of
the high 60-minute bar. This happens the next day at point 6, and Joanne closes out her fong
at $20.54 for a profit of $17,480. As Joe is berating himself for being such a stupid fool and
sitting through his first day of counseling, Joanne is counting her profits totaling $45,680
and wiring a portion of them out of her account 1o pay for a one-week vacation to Maui.
When a trader loses money, it isn’t gone. It has just been moved into another trader’s
account.

o rmamting = ihey
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IT'S NOT THE ECONOMY, STUPID

TASR didn’t lose 60 percent of its value in eight trading days because i wanted to. Desperate
traders and mutual funds who loaded up on this stock to sell covered calls were the main vic-
tims. Covered call writing was one of the most reliable forms of income generation for most
of 2004. This is because the market was choppy and didn’t go anywhere. Because this method
was doing so well, Wall Street announced plans to start a couple of mutual funds that spe-
cialized in covered calls. Although there are no guarantees in the markets, here is one
*almost™ guarantee: As soon as Wall Street announces a special vehicle for trading a particu-
lar market or strategy, then that market or strategy is done for. Once the covered call funds
got started, the markets roared higher during the last two months of 2004, invalidating this
strategy as the best way 1o take advantage of current markert conditions. Another example? In
2004 Wall Sereet introduced a Holders Trust for Gold, GLD, right when gold peaked at $450
an ounce. The moral of the story? When Wall Sureet decides to package it up. put a bow on
i, and sell it to the public, that move is over. But I digress.

TASR lost 60 percent of its value because a lot of people were caught on the long side,
like Joe Trader, and froze. Many of them didn’t make a conscious decision to self the stock.
They held on until they couldn’t take the pain any longer, or their brokers got them out
because of margin calls. It’s the margin calls that caused the worst of the selling when TASR
closed near $14.00 a share. These forced market orders caused riplike movements in the stock
that resulted in even worse fills for traders like Joe who were trying to use their skills to
finesse their way out of the trade.

Disgusted with themselves and red in the face. the victims of these trades stalked off o
contemplate the insanity of the universe. Meanwhile, as we saw, another group of traders took
the opposite side of this “capitulation trade” and made great profits. How does a trader get on
the winning side of these rades? To fully understand how o do this, we must Nirst step back
and understand how the markets really work, and why traders continually and instinctively
sabotage themselves in the first place.

Well, the first part is easy. The markets are not that complex, and they work very sim-
ply. Markets rise on a day-to-day basis because current demand exceeds current supply—
period. It has nothing to do with being in a secular bear market, a cyclical bull market, high
price/feamings ratios (P/E), or Maria Bartiromo's choice of a necklace. (For anyone who
actively traded during the dot.com bubble, traders would look for a rally when Maria wore
pearls. Very rational, of course.) This has everything to do with what traders are willing to pay
for a particular market or individual stock roday.

It doesn’t matter if the demand is falsely created by a hedge fund “taking the street”
¢buying large amounts of a single stock to drain a market maker of its inventory, forcing it to
buy the stock back at a higher price). Or a squeeze that whacks shorts and forces them 1o
cover, or a rumor that a biotech stock is being cornered by Martha Stewart. Demand is
demand, and that is what drives markets higher. The inverse is equally true: If there is oo
much supply in the market, prices wikl fall. The best source of “too much supply™ hitting the
markets is generally in the form of margin calls and other means of forced selling, such as the
Joe Traders of the world throwing in the towel and dumping their position. This is why mar-
kets can erase gains so quickly: they take the stairs up, but ride the elevator down. It is very
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important for a trader te remember this. Yes, the stock may be actling great and its prospects
are bright, but if there are 1.5 million shares being offered for sale all at the same instant and
there are only 50,000 shares being sought by buyers, then that stock is going crash., It isn’t
rocket science. It’s supply and demand at its finest.

Trading the long or the short side is very easy, once a trader learns to ignore his or her
own personal opinions. This means pushing aside any and all prejudices about the market and
focusing on the current supply and demand situation. Once traders understand this, the nexe
thing to work on is their own mental trading outlook and how they process thjs information,
and to fully understand how the human brain naturally and emphatically causes traders to do
things that make them lose money in the markets. Tt could be a whopper of a bad trade like
Joe Trader’s, or a series of smaller bad trades that grind down an account. Either way, it’s the
human brain that’s letting it happen.

And that is what we discuss in the next chapter.



PSYCHOLOGY 101:
WHAT THEY DIDN'T TEACH
ABOUT TRADING IN SCHOOL

Only a fool tests the depth of the water with both feet.

AFRICAN PROVERB

EMOTIONS ARE FINE AT WEDDINGS AND FUNERALS

Trading is the most deceptive profession in the world. Do you know anyone who has recently
walked into an airport, jumped into the cockpit of a jumbe jet loaded with passengers, and
taken off down the runway without any prior training? Yet people will routinely open an
account and start trading without any guidance whatsoever. And that is equally insane. Little
do they know that their emotions and the natural functions of their brain are against themn right
from the opening bell.

Just as a chatty masseur is the enemy of a relaxing spa treatment, emotion is the enemy
of successful trading. Remermber, the markets are set up to naturally take advantage of and prey
upon human nature, moving sharply only when enough people get trapped on the wrong side of
atrade. This sweeps a burst of fear, frustration, und rage into the markets—and creates fabulous
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trading opportunities for the prepared trader. To head into this adventure called rrading without
having a firm grasp of how human emotions move markets, and how human emotions sabotage
your own frading, is like trying to hail a taxi in Manhattan during a thunder shower. In other
words. the overwhelming odds are against you.

The whole idea of this chapter is to kay the groundwork for the setups we discuss later
in the book. With this foundation, traders will be able to understand how to control their
“Inner demon” with respect to trading, This is the creature that mentally blocks traders from
following the parameters of a particular setup once they are in the trade. This is very similar
to the brain freeze that occurred during the river rafiing incident discussed in the introduction.
It is also important to remember that every trader has different dominant personality traits that
they use to absorb information and relate to the world around them. Some traders are more
visual, others more avditory, and still others are more kinesthetic—they relate to the world
based on how events make them feel on the inside. These three traits can have a big impact
on a person’s trading. Traders who are dominantly kinesthetic are doomed from the outset—
until they realize that is how they relate to the world and what impact that has on their trad-
ing. Near the end of the book there 1s a chapter on tips for when trading “isn’t working for
you.” In this chapter there is a personality test that helps to determine what type of personal-
ity you are and the pros and cons for each personality trait. The cons will work against 4 trader
without their even knowing it—until they learn about it and realize what’s going on.

In addition, the trader will realize the importance of utilizing a specific methodology for
each setup. because each setup takes advantage of a different aspect of human emotions. A rrader
cannor apply the same orading rules 1o all setups across the board. This is one of the biggest mis-
takes | see newer traders make. A two-poing stop in the F-mini S&Ps can work well with one
setup but cause nearly every trade to get stopped out in another, Trading five Jots per $50,000 can
work well with one setup but be devastating with another. By understanding the psychology
behind the trade, the individual will also then understand the right parameters and the right allo-
cation to use for each setup. Each setup really is urique, and it has to be treated that way.

The end result of this chapter is for you to develop what | call a professional trading
mindset. Althongh we discuss setups for most of this book, traders have got to have the trad-
ing psychology nailed down or their trading cxperience will be shori-lived and painful.

SHOW ME A GUY WITH A SYSTEM, AND F'LL SHOW YOU
A GUY WHO IS WELCOME IN MY CASINO

This is an old Las Vegas saying that applies equally well to the financial markets. Having a
system gives people a sense of security—nothing can go wrong. Every time 1 walk into
Mandalay Bay or Bellagio in Las Vegas, 1 am reminded that all these fabulous structures were
paid for by people who thought they could beat the blackjack rables. The owners of the Luxor
borrowed $550 milfion aver 20 years to build their place. They were able to pay it off in less
than three. Tell them at the front desk that you have a strategy. and you’ll most likely get a
presidential suite and a private table.

Why don’t the strategies work in Vegas? The reason for this is twofold: The house has
an edge with percentages, and as soon as the system falters a couple of times, the human mind
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gets to work trying to tweak it to make it perfect. This eventually screws up the entire process.
In the casinos, as in trading, it takes only one stupid bet to blow the whole wad. Casino own-
ers know this, and this is why they sell the strategy books right there on the property, promi-
nently displayed in their own gift shops. This elevates the concept of the fox guarding the hen
house to a whole new level.

It’s the same process with the markets. The odds are against the trader surviving
because the market has un edge: It doesn’t have any emotions. Like the river making its way
to the ocean, the markets ebb and tlow with total disregard for the objectives of the people
hanging on for the ride. Humans have a tendency to try to imprint their will on the markets.
This is like trying to get a tornado to shift course by yelling at it.

THE RIGHT MENTAL OUTLOOK FOR THE MARKETS:
DON'T TURN ON YOUR COMPUTER WITHOUT IT

He who conceals his disease cannot expect to be cured.
ETHIOPIAN PROVERE

First traders must understand the psychology, and then they can learn about the setup. It’s like
two pieces of a puzzle, and these two pieces have to snap together snugly in place before the
trader can expect to trade for a living withouwt repeating the same mistakes over and over again.

I've spent a lot of my career focused on trader psychology—not only working on
myself, but working with hundreds of other truders. I've spent a lot of time in large trading
rooms with hedge funds and prop traders, executing orders right alongside hundreds of other
traders, I've watched the fear and the elation and the greed permeate a room and a group of
traders like a disease. I've literally seen money from accounts on one side of a room flow into
the accounts on the other side of the room, as euch group of traders focused on different
setups and parameters. In addition, I've worked with over 106 traders who have come up (o
my oftice to sit beside me and watch me trade, and to have me look over their shoulder while
they trade. ['m the first to say that I"m not a shrink, but let’s just say my experiences have left
me with a clear road map of the process most traders go throngh when they first start to trade.
Every person is unigue, but when it comes to money, the differences are guickly stripped
away. A herd of thirsty cattle will guickly drop all pretenses and stampede Lo get to water.

In addition to my experiences in working with other traders, it shonldn’t be surprising
to hear that 1 leamed a lot of this first hand throngh the best teacher that the market has to
offer: extensive pain and soffering. My stepfather, Lance, a broker with Morgan Stanley, got
me started trading options when I was a sophomore in high scheol. Of course, I'm not sure if
he was infroducing me o a great career or just irying to generate enough exira Commissions
to pay the mortgage—but it all worked out in the end.

He noticed that while [ was at the mall slinging cookie dough and sodas, 1 had built up
a decent-sized coin collection, had my own mail order business, and was actively engaged in
buying and selling rare coins from dealers and individual collectors. This was a small opera-
tion to be sure, but the entrepreneurial spirit was alive and well. He said that I conld do essen-
tially the same thing with household name stocks, but instead of trading the actual stocks, 1
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could leverage my positions by trading options. 1 thought about it for sbout eight seconds and ¢
decided to give it a shot. On my first trade [ bought 10 out of the money call options on INTC
for 50 cents, and I sold them a week later for $1.35, pocketing $850 less the commissions that
were going to help pay our mortgage. My monthly expenses as a sophomore in high school
amounted to about $130. Tt didn’t take me long to figure out that a person could make a liv-
ing doing this. My capital became, in a sense, an emplovee working for me. And it beat work-
ing at the mall. My senior year in high school happened to be 1987, which was quite a year
for trading. By blind luck, I owned puts during the crash on October 19, when the Dow lost
over 22 percent in one day, so I had some money to play with as I headed to college.

I continued to trade actively throngh college, where [ started out studying business in
California, used my trading stake to finance a year abroad studying history in Cambridge,
England, and eventually graduated from the University of Texas at Anstin. During this time, [
quickly developed a very consistent approach to my trading: 1 would routinely urn a $10,000
account into the high 5 or low 6 figures over the course of a year. I wonld then buy myself a piece
of rental property and a couple of nice gizmos. Then I would sit back and decide what other big-
ger and better things 1 wanted to buy. Once 1 figured that out, [ wonld go back to trading. Armed
with these visions of “bigger and better things,” I would dive back into the markets—and
promptly give back the rest of my trading account in less than a month. This happened not once
but three times. The most memorable trade happened right out of college, when I was able to give
back a $150,000 trading account in less than a week. (That’s what happens when you buy 200
OEX puts at $7.20 and sefl them a week later for 75 cents). Luckily I did have enough real estate
at this point to be able to sefl one of the properties to raise a new trading stake.

At this point, of course, 1 had to sit down and figure ont what [ was doing wrong. | knew
1 could make money trading—why couldn’t I keep it? My studies in history had a huge impact i
here. I could clearly see that since the beginning of modern civilization, the world had gone
through a repetition of similar events all driven by human decisions. This insight really
changed my focus and how I looked for opportunities in the markets. [ stopped locking for the
next great indicator and started looking for repeatable market patterns based on human nature.

During this time I also came across a book by Mark Douglas called, The Disciplined
Trader. This book was a real eye opener in that Mark showed how to turn everyday stresstul
trading situations into “normal” successful trading behavior. His follow-up book, Trading in
the Zone, is also excellent. His books have had a huge impact on me, and they are required
reading for anyone I'm working with. Mark’s insights, as well as my long discovery periced,
finally gave me the answer: Whenever I focused on the setups and not the results, 1 did fine.
But whenever I focused on the results and not the setups, I gor killed. Why is this? Once T got
my hands on a decent-sized trading asccount, | would start to think of things like, “l want to
turn this acconnt into a miltion dollars.” Instead of focusing on the setups, I would focus on
making a million dollars. This caused me to jump into the trading habits that ruin all traders:
betting it alf on one trade, not using a stop becaunse the trade “had to work out,” and focusing
on making a million bucks instead of waiting for a high-probability trade setop. Sure, it would
have been easier to just blame it on my meother for hitting me with a wooden spoon once when
I was a kid, but at some point we have 1o step up and take responsibility for cur own actions.

Once this revelation sank in, | started to do two things differently: First, I started wiring
any profits out of my trading acconnt at the end of each week. This kept me focused on pro-
ducing a steady income, as opposed to making a grand killing. 1 also discovered it was a great
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way to protect profits—the market can’t have them if they are safely tucked away out of
reach. Second, I started a competition among the various setups I used. This way I could mea-
sure the performance of every one of my setups at’the end of each month. The setups that
made money | kept using. The setups that lost money. | dumped. This was incredibly impor-
tant to my trading. The only way 1 could keep my competition going was to execute my trade
setups the same way each and every time. Anytime I deviated from a standard setup, [ wonld
mark this down in my trading journal as an “impulse trade’” | kept track of the performance
on these too. After about six months of tracking my impulse trades (wow, this market is going
higher, I have to get in}, I realized that they were not making me any money and were in fact
preventing me from making a hving as a trader,

In working with other traders, 1 see impulse trading as one of the most common rea-
sons for people getting their heads handed to them. They don’t have a plan. They just get
long when that feels right. and they get short when that feels right. I've literally had traders
in my office who have come up to work specifically on their impulse rades—only 10 sneak
in orders when I wasn’t looking. 1ts that powerful an urge to jump in and be a part of the
action. It's like a drug addition, and like most addictions, it never works in the long run, My
method for dealing with them 1s to simply sit next to them and watch them trade—and to do
exactly the opposite of what they’re doing. At the end of the day, or week, we compare our
profit and loss statements. and that usaally tells the story, This is a win/win situation because
it is a great lesson for the impulse traders—there are actually people out there doing the
exact opposite of what they are doing and making money—and it is a profitable exercise for
me. The cure for impulse trading s patience. Patience is such an #mportant quality {or a
trader—both in learning what setups best work for youn, and in waiting for those setups to
occur. Impulse traders who cannot own up to this bad habit need to stop trading and go to
Vegas. The end result will be identical—they will lose all their money. But at least in Vegas
the drinks are free.

If people are stuck in a relationship with an individual who berates their best efforts and
undermines their dreams, then it is time to leave this individual and move on. It is in this vein
that I “broke up™ with my impulse trade. [ liked my impulse trade. i was fun, It made me feel
good. It was exciting. But the bottom line is that my impulse trading undermined my poten-
tial and prevented me from realizing my dreams of being a fuli-time trader. Once this real-
ization took hold, T took immediate steps to cut that cancer ont of my life, This included a
reward and punishment system that [ discuss later in this book, in the chapter on formulating
a business plan.

In the end, I stuck with my friends who believed in me-—my setups that worked when
I gave them half a chance, Once 1 was able to follow my setups consistently, exactly the same
way each and every time, I was able to make the transition to trading full time. A large pant
of my transition was mental and developing what I call a “professional state of mind.”

Before this could happen, however, | went through three very distinct phases in my trad-
ing career. I've found that most traders go through these same phases in one fashion or
another. Unfortunately, by the time they get through Phase 11, they are typically owt of
money. The three phases are as follows:

® Phase I: Destined to Lose
® Phase II: Fear-Based Trading—two to six months
® Phase ITI: Search for the Holy Grzil-—six months to death

six months 1o a year
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Phase IV, of course, represents the time that a trader has become consistently profitable.
Tt is critical that traders understand this process and recognize from which phase they are cur-
rently operating. This is obviously important for a trader’s own development. but there is a ~
more subtle reason why it’s essential to grasp this concept-—so a trader can understand how
to crush other traders who are still stuck in one of these phases. This is the biggest poker game
on the planet, and the money flowing into your account isn’t appearing as if by magic. It’s
coming from someone who is still learning how the markets work, and who most likely fol-
lowed his or her gut and got suckered into taking the wrong side of the trade.

PHASE | TRADING: DESTINED TO LOSE—
TRAITS THAT MAKE PEOPLE A SUCCESS IN LIFE
GETS THEM KILLED IN THE MARKETS

He that lives on hope will die fasting.
BENIAMIN FRANKLIN

It has been said that the path to hell is paved with good intentions, and nowhere is this more
apparent than in the world of trading. 1 have yet to meet one individual who went into trad-
ing with the goal of losing money. Everybody’s intentions are quite the opposite, and the first
thing people do when they enter the world of trading is tap into what has worked for them
successfully in the past. The problem is that the tactics an individual uses to achieve his or her
goals in everyday life do not work in trading, and in fact are one of the main reasons for fail-
ure. While good judgment is critical to an individval who wants to climb the corporate ladder
or start a business, we have already seen why “good judgment” didn’t work in the middle of
the TASR trade. This leads vs to what has to be the most painful lesson ever inflicted on the
optimistic nature of the human species: The tactics an individual uses to achieve goals in
evervday life do not work in trading, and in fact are one of the main reasons for a trader's
failure. The determipation, positive thinking, and stubbornness that made people a success in
one area of their life simply sets them up for slaughter in the markets. It is these types of
traders who obstinately hold on to a losing position, adding to it on the way down, using pos-
itive thinking techniques to visualize this fiasco eventually turning into a winning trade. [
don’t care how many Tony Robbins tapes the employees of Enron listen to; it’s not going to
get their stock back up to $90 a share. The trader who is unaware of this phenomenon is set
up for failure from the very beginning. This doesn’t mean that a person shouldn’t be positive
about their ability to eventually become a successful trader. Far from it. However, a trader will
be much better off assuming that every trade they take is going to fail. This way they learn to
focus on protecting their downside. The upside can take care of itself. Be positive on life, but
pessimistic on your next trade.

Traders who “play the markets” with a mental framework oriented toward how external
society rewards and punishes “good” and “bad™ behavior are set up to lose from day one. For
example, “cutting losses short” is difficult when there is the possibility of the market coming
back to the breakeven point. At breakeven, the trader is not a “loser.” Thus, according to the
henchmarks of society, if traders can exit a position with a gain, they are “successful.” This
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feads to the removal of stops “once in a while” in the hopes of getting out at breakeven—in
order to be a winner in the eyes of society (sigh). This can work 1) times in a row, but it is
the one time it doesn’t work that knocks traders flat on their back. On this particular day, these
traders will be among the many who cause a “riplike movement” in the markets as they pound
their keys in disgust 10 get out of a trade that is killing their account. This habit of removing
stops, even if it is only once in a while, is reinforced by the societal belief of what defines a
winner versus a loser. This habit will destroy a trader’s account faster than anything else. By
}L using hard stops and sticking to thetn, a trader at least has a fighting chance in being able to
do this for a living. If they can’t at least do that, they will not make it as a trader. Period.

What happens to traders in the beginning is that they naturally end up on a cycle in
which they label themselves as a good trader on days that they make money and a bad wader
on days that they lose money. This is an ordinary reaction institled into them based on the
principles that apply to general society. After all, straight A’s mean a student is a success,
while F’'s mean they are a failure, right? If there is anything ! can emphasize in this book, it
would be this: Trading has nothing to do with general society. In fact, the markets are set np
in such a way as to take what most people hold near and dear to their hearts as a means of
taking advantage of them. The markets thrive on taking the rules and ideals that govern gen-
eral society, wadding them vp into a ball, lighting them on fire, and then shoving them down
a new trader’s throat. Any trader who is unaware of this phenomenoen is being played like a
fish right from the opening bell.

General society tells vus that fosing money equates with failure and making money
equates with success. The trader, after a losing day, unconsciously thinks, “I've lost money. 1
can’t do this. If [ would’ve just removed my stop. the market would have come back and got
me out at breakeven, and then I'd still be a contender.”” So what happens is that the trader starts
looking for opportunities to remove his or her stop in order to not end up with a losing trade.
Not on every trade, of course. Just on some trades. And how do traders determine when to do
this? Easily enough, they just use their “judgment” while in a trade. And this is exactly when
professional traders step in for the kill.

This society focus on money traps traders into the very habits that canse their ruination.
Removing a stop in the hopes of getting out at breakeven is one of the worst habits a trader
can develop. Sure, it will work some of the time, but it has to torn into a disaster only once to
wipe out half an account or more. While the rest of the world views losing as a bad thing, in
trading, small fosses are the best sign of success. Nobody outside of trading will ever under-
stand this, so don’t waste a lat of time telling your in-laws how losing only $2,000} yesterday
is part of your success plan. Yes, this means you are doing your job, but as long as the sun
continues to rise in the east, other people will never get it. The only people who understand
traders are other traders. Personally, when F'm at a cockeail party and people ask me what |
do for a hiving, I've found it's just easier to say that I'm a leper. People at least understand
that and can empathize.

The biggest issue for newer traders is 1o reprogram their brains into realizing that, in
trading, fosing is winning. A professional trader’s job is to take small losses. Period. Most
traders don’t realize that there are only a few days each month where big profits can be made.
The rest of the time traders are doing their job if they are keeping their head above water. The
idea is to keep the trading account intact for when the big moves come along. If on Monday
some traders take three small losses in a row and end np down on the day, they are doing their
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job and have the chance 10 be successful professional eraders, because they will have main-
tained the bulk of their account o use on one of the few days when the markets really move.
That is what trading is about. 1t’s abont traders sticking to the parameters that they have set
for themseives and sticking to the setups that they’ve decided o follow. It's not about gut
reactions and chasing the latest sound bite mentioned on CNBC. That is the path to trading
annihilation.

I remember geiting a call from a guy in mid-2003 who was running a $10 million hedge
fund for his family. It was never made clear to me how he qualified for this role, though I think |
he mentioned something about knowing how 1o use the Interner. He sent me an e-mail about |
YHOQ, asking me for my thoughts. I looked at the chart. The stock was trending higher on
nice volume, and | told him about a couple of different setups | would use to get long the
stock. Apparently that wasn’t the answer he was looking for, because he called me the next
day telling me [ was reading the chart wrong. As I listened to him rant on about page views
and price earnings {P/E} ratios, a Light went on. I interrupted him and asked, “Where did you
short this stock?” After a moment of silence folfowed by a cough, the story emerged. He had
shorted it at $12.00 based on a newsletier recommendation. As the stock rallied, the newslet-
ter shorted more, and so did he. By the time I talked to him, he had shorted 400,000 shares at
an average price of $16.25 for a total outfay of $6.5 million.

I asked if the newsletter was stiff short, and he said no. [ checked my guote screen and
saw that YHOO was trading at $22.50 and had just cracked out new 52-week highs. He asked
me if he should short some mare to raise his average cost, “so it won’t have to go down as
much for me to get back to breakeven.”

Here he was down $2.5 milkion on the trade, his family hadn’t seen the statements, and
he was trying to salvage his career as the family financial guru. There was zero rationality in
his thinking. I told him he needed to get out of the trade, or at least buy call opiions for a
hedge. | even said that YHOO was going to keep on rallying until all the people who were
short cried uncle and covered. Apparently that wasn’t the advice he was looking for either. He
ended up shorting another 100,000 shares, and finally caved when YHQO hit $30 for a loss
of $6.25 million. It’s an excruciating story, but this happens all the time with all types of dif-
terent account sizes. This guy didn’t want to take a small loss becavse he didn’t want to look
like a loser to his family. His motto became, “As long as T hold onto this position, it’s not
really a loss.” This is like having blood pour out of your bowels and you choose not to go to
the doctor. “As long as 1 don’t go to the dacter, no one will know 1’m dying.” Trust me, once
you are dead, people will figure it out.

Averaging down on a losing position is like a sinking ship taking in more water. When the
family fund manager kept shorting YHOO as it made new highs. he may as well have been dri-
ving nails into the Mona Lisa. Both are deliberate acts of destruction. Financial planners always
talk about dollar cost averaging. 1 call it dollar loss averaging. Adding to a winning trade is
okay, but adding to a losing trade is insane. If yon canght some of your employees stealing from
you, would yon give them a raise or fire ther and find somebody else? This guy trading YHOO
would have given them a raise, a housing allowance, and a comfortable pension.

As traders approach the end of Phase I, assuming they stifl have any capital left, they
have some solid experience under their belt. They haven’t quite figured out why they are get-
ting hammered by the markets. It’s not like they have lost money on every trade. In fact,
they’ve had some great trades. Unfortunately, they’ve also been knocked down pretty hard on
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a number of occasions, and their account is under water. They started off optimistically, but
now they fust want to be a little more careful. And the bottom line is that they don’t want to
lose any more money. Welcome to Phase 11

PHASE Il TRADING: FEAR-BASED TRADING OR,
"EVERYTHING | TOUCH TURNS TO CRAP”

Many traders think that once they become more cautious, their rading will improve. They
would be wrong.

When traders decide they don’t want to lose any more money, they uvnwittingly turn
themselves into the “late entry” champions of the trading world. They wait and they wait and
they make doubly sure that a trade looks good before they take it. In this scenario, the mar-
kets start to rally, and by the time the trader is absohutely convinced that this rally is tor real,
he or she is jumping in near the dead highs of the move. He or she and the rest of the traders
who did this jost gave the markets the fuel needed to start moving down. Why? Because sud-
denly the market has a lot of stops being placed beneath it, and like wind on a forest fire, these
stops will ignite a sell off, This safe, cautionary entry quickly turns into a loss. The difference
this time is that prudent traders religiously stick to their stops. The problem is that this over-
cautious behavior gives them terrible entries, and their odds of getting stopped out are
extremely high. Yes, small losses are good, but if nearly every trade results in a small loss, the
account will evenwally wear itself down.

Phase II usually doesn’t 1ast very long. Traders in this phase generally don’t lose a lot
of money, but they lose enough. Once traders figure out that they can stick to their stops, but
that their entries are suffering, they reach what alcoholics refer to as a “moment of clarity.” If
the traders” entries are bad, then obviously their indicators are bad. Seo they go looking for
some better ones. And thus begins the search for the Holy Grail.

PHASE HI TRADING: THE SEARCH FOR THE HOLY
GRAIL—HOLDING YOUR BREATH IS NOT ADVISED.

The search for that fail-safe indicator that’s poing to work nearly every time takes a trader
down a path Ittered with corpses, broken dreams. and stuttering fools. Many traders stay on
this search for the rest of their lives. The irony is that individuals in this phase think they are
developing as traders, when in reality their development as traders is dead in the water, hav-
ing been stopped faster and with greater intensity than Monica Lewinsky’s future in govern-
ment. Traders in Phase I are stuck in quicksand, entrenched in a losing game that can last
years, decades, or longer. The end result is a trader who spends this time repeating the same
mistakes over and over again or happily discovering new ones.

The cycle that takes place is one of always looking for the nexl best thing. It's the search
for that oh-so-special indicator or system that is going to give the traders their lodestone reward.
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In a typical scenario. this means diving headlong into a couple of different trading programs or
ideas and endlessly tweaking them until they reveal their magic. One typical scenario relates to
traders who develop a simple set of mechanical rules, which are kept secret, of course, that wilt -
help them attain a substantial profit each year with virtnally no risk and using only a small
amount of capital. They get especially excited when they see that these methods, when carefully
applied to select historical data, work amazingly well. The ones that didn’t work out could eas-
tly have been “filtered out.” This type of trader typically dies with 2 one-page summary of how 3
well the trade works, and a stack of 68 pages that explain when not to take the trade. 1

Other traders stuck in Phase 1 will go 1o seminars and learn about trends, and learn the '
importance of never fighting the trend. They discover the magic of moving averages and how 1
they cross over when the trend changes. Oh, the power! When the market is wending, they
work beautifully. Eventually, though, they get discouraged when they figure out thay 75 per-
cent of the time markets are erading sideways. as professionals chop the Holy Grail seekers
o mincemeat.

This may lead traders to the world of options and they stant looking at spreads to con-
tain risk and writing premium to generate monthly income. This works great when the mar-
kets are chopping around, but then when the markets start trending again, these positions can,
and often do, get killed.

The list goes on and on. At various stages throughout this journey, after traders have :
stndied a number of sysiems, strategies, and indicators, one day they sit down and create what 4
they think is the perfect chart with the perfect indicators. Then they start to use it. It may work
well during the first couple of days. or even the first couple of weeks, bui then the traders gets
burned on what they thooght was a perfect setup. So, instead of using an MACD (Moving E
Average Convergence Divergence) with a seting of 12, 26, 9, they read somewhere that a set-
ting of 12, 17, 10 is fuster. They go in and reformat all their charts with the new seiting and :
eagerly await the next trading day. Their setups work for 2 couple of days or a couple of E
weeks, and then a couple of trade setups don’t work out. Back into cyberspace the traders go.
They are determined. They are focused. They neglect their family, miss the danghier’s soft-
ball game, and lose track of time. But it’s all worth it, because seven days later, at 3:45 in the
morning, they discover wha they’ve been looking for. On their siochastic, they’ve been using
the settings of 14, 3. 3 when they should have been using 15. 3. 1! They put it on a chart and
apply it to historical data. It works much better! The traders once again reformart all their
charts, and, once again, eagerly await the next trading day.

And when this doesn’t work, they go from a |15-minute chart 10 a |13-minute chart.
And when that doesn’t work, they switch from trading the E-mini S&P 1o the E-mini
Nasdaq. And when that doesn’t work, they learn that the euro is the place 10 be. And when
that doesn’t work, they become a gold bug, because, don’t you know, it’s the only real
money? It's always, always, always the next best thing. This cycle repeats uself forever
uniil the trader gets sick of this roller coaster and jumps off at the next siop. Most never fig-
ure this out and remain stuck here for the rest of their trading lives. The kids go from dia-
pers to dormitories, and they barely notice because they’re still lost, tweaking the next best
thing, never realizing they're the chump with the strategy who would be welcomed with
open arms in any casino. Like Duluth, Minnesota, in February, it's a terrible place 10 be.

This whole situation is summed up succinctly by one of the hedge fund characters in
Ben Mezrich’s entertaining book, Ugly Americans: The True Story of the Ivy League Cowbovs

R
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Who Raided the Asian Markets for Millions. “The whole game of arbitrage is spotting who
the asshole is. If you can’t spot the asshole—well. then youe're the asshole”

SIGNS THAT A TRADER IS STUCK IN PHASES 1, 1, OR 1l

Here are a few additional anecdotes and situations that let traders know they are still stuck in
these beginning stages of trading.

Good Till Close

A popular order type for swing traders is called a GTC order, or “good till canceled.” This
means just what it says: “Keep my order in place until my target is hit or until I cancel the
order” My partners and 1, as well as many brokers, refer to GTC orders as “good till close.™”
This is because many traders will keep their “good till cancelled” order in place right up until
price action gets “close” to their order. What happens 1s that the stock they are in is rallying
hard and approaching their GTC sell order. They start looking at the stock and think, “Wow,
this stock is acting great! 1 don’t want to get out of it because it’s going to keep heading
higher” So they call their broker and cancel their GTC sell order. The stock rallies, pushes up
through that order level, and then eventually starts to sell off. The trader has no exit strategy,
and the stock continues to fall and turns into a losing trade. This starts off as a greed play and
turns into a fear play. When enough of these happen to traders. they start to get really fearful
about losing money.

Size Really Does Matter

When traders get scared and start to put most of their focus on not being wrong. a variety of
bad things start to happen. The most common is that the traders get into a new position, and
as soon as they see a small profit, they take it. They buy the minisized Dow at 10100, and it
goes to 10104, Even though there are screaming buy signals in place and there are zero self
signals, they, miracle of miracles, have a profit, and they’ll be damned if they are going to let
the market take it away from them. So they pocket the four Dow points, which amount to $20
per contract, of about $14.00 after commissions. Never mind that the Dow goes on to rally
another 40 points, and then and only then, does it give an exit signal.

What happens is that traders are taking a four-point profit, a three-point profit, a six-
point profit, and then on the last trade of the day it goes 30 points against them. So the traders
have three winners out of four but they are down on the day. And it’s kind of a typical thing
that’]] happen for traders who are int this frame of mind of not wanting to have to go through
the pain of wartching a profitable position go all the way back into the red.

Many brokers actually analyze their client’s accounts in order to predict when they are
going to blow up. This way they can hedge the traders before the losses actually occur, essen-
tially trading against them. The number one indicator that a trading account is going to blow
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up 1s an increase in the frequency of trading combined with the increased use of market orders
instead of limit orders. Firms that hedge see this situation develop, begin to lick their chops,
and fade their customer’s account, taking the opposite side of every trade. In general, traders
who suddenly start taking smaller profits are also trading moch more frequently than they
nsed to. It is important to realize that some firms will see this activity and take specific action,
because 90 percent of the time this means a trader is about to blow up their account. Don’t be
the trader that comes vp on the broker’s radar sereen as a hedging candidate. :

Yes, size does matter. Bigger losses are a lot worse than smaller profits, However, a 3
trader who takes small profits because of fear is not following a plan. A trader who is not fol- ]
lowing a plan, who is only reacting to internal emotions, is going to get beat. Not maybe. Not
probably. Going to.

Greed Is Bad Nourishment for the Brain

There are limitless ways for traders to sabotage their accoumnt, but this is a particularly good ,
one. What happens is that traders get into a comfortable routine. Maybe they are averaging 1
$250 a day trading the mini-sized Dow on a $50,000 account. This, for them, is a reasonable
goal on the capital they are trading. One night they are at dinner with their spouse who asks
how the trading is going. The traders respond that all 1s going great. The spouse is pleased
and says something like, “Well, since your trading is going so well, I've been thinking that
I'd really like to get a BMW. Can we go ahead and get one?”

And so the next day the traders wake up and think, “Okay, if I'm poing to get this
BMW, I"ve gol to step up my trading and start making $750 a day. This way I can set aside
a large down payment, and 1 can get the car in the next six to eight weeks.” The very second
traders utter those words, a trigger clicks in the remote recesses of their mind, and they have
unknowingly entered a period where they will not be able to do anything right. Instead of
sticking to their original parameters, they're going to start reaching for more. What used to
fook like a perfectly good 20-point profit in the mini-sized Dow now fooks puny—it cer-
tainty won’t have much of an impact on the BMW purchase. So the position deesn’t get sold
as the traders sit back and wait for the market to give them more money. The market
mnevitably turns and the traders end up getting stopped out for a loss. In this mindset, what
once used to look like a reasonable profit becomes too small, and this throws the entire trad-
ing plan out the window.

I remember working with one trader who was in almost exactly this same situation, He
was a good trader, but had recently entered a losing sireak, and he couldn’t figure out why. 1
asked him if he suddenly was trying to trade his way into any big, specific purchases. Yes.
Aha. Something for his wife. We talked about this phenomenon for a while, including the
story about the fur coat, which is described in Reminiscences of a Stock Operator by Edwin
Lefevre, a book that is a must read for all traders. My friend paused for a moment, rubbed his
chin. “Well, T think 1 know how to fix this problem.” he said. “I'll just divorce my wife.”

This is the home run mentality, and it’s a downfall to all traders. It’s important for the
trader to remember that the market is not going anywhere. Like an all-you-can-eat-buffet in
Vegas, it's going to be there all the time. There is no reason to try to load up your plate to the
max on your first trip through the buffet line. People can grab their plate, mosey on over to
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the buffet, pick up a couple of pieces of shrimp, and saunter back over 1o their 1able and enjoy
them. Then, when that’s done, they can go back and pick out a few slices of brie. There s no
need 1o be a hog and load up the plate. The buffet is always going to be there. A person can
sit there all day and take little nibbles from the buffet all day long. Remember, in the markets,
bulls can win and bears can win, but pigs get slaughtered.

Speaking of Jesse Livermore

Many traders know that Reminiscences of a Stock Operator by Edwin Lefevre is a book about
Jesse Livermore, the famed trader who made approximately $100 million in 1929 dollars in
the stock market crash (about a billion in today’s dollars}. What many people do not know is
that on March 5, 1934, he filed for bankruptcy, and on November 28, 1940, he blew his brains
out in the bathroom stall of a hotel. Although this may not sound like a strong endorsement
for the book, it is a must read for any serious trader. While this book tatks about the trading
strategies that made hirn his fortune, the book Jesse Livermore, World's Greatest Stock Trader
by Richard Smitten also goes into detail about the years and days leading up 1o his suicide.

1 majored in history and was trained 1o take pieces of historical data and form an opin-
ion, based on facts, about what really happened in the past. From what I've read of Jesse
Livermore's life and eventual demise, my opinion is that he suffered a bout of euphoria after
the 1929 crash. This euphoria caused him to trade recklessly and with huge size, and this
caused him to fose his fortune in less than five years. Although he had gone broke and made
a fortune three umes before, the size of this loss did permanent psychological damage, and
the pressing weight of “trying to make it all back” is what eventually did him in. Let’s take a
look at what euphoria can do to a trader.

Euphoria: Redefining Stupid

Euphoria is the worst emotion for a trader to succumnb to, even worse than greed. What hap-
pens with euphoria is that traders have such a great day in the markets that they proclaim
themselves king of the trading world. Normally let’s say they trade 10 contacts. Well now,
since they are “king,” they are going to start off with 50 contracts, and go up from there if
they feel like it. After all, they are now *‘the world’s greatest trader” and can do no wrong.

This happens to traders frequently, and the resulting act of insanity s just like doubling
each bet on a roulette wheel. People can sit on red and keep doubling up on each bet unti} they
win. This works great right up until the time that they have maxed out their capital on red, and
the color comes up black. Doubling and tripling up on positions just because a trader is feel-
ing confident is yet another sucker’s game. What’s worse is that this strategy always leads to
traders giving back all the fantastic gains that made them euphoric in the first place. This
places added pressure on traders—now they have to trade in order to get back to where they
were. This, of course, causes a muftitude of bad habits,

Increasing trading size just because you are feeling awesome about your trading is like
being in a marriage that is going fantastically well. The conversations are sparkling, the
mutual adulation adoring, and life under the covers is grand. Happiness abounds in spades.
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How can you make this better? Double up! Have an affair. A good idea in theory, but this is
only going to turn out one way—very, very badly,

PAPER TRADING—WHY IT'S MORE WORTHLESS :
THAN AN IRAQI DINAR f

There are a few good reasons for people to paper trade. Paper trading will help a trader learn
a new execution platform. This way they can figure out how to use the software through a
demo account and save themselves costly errors that arise when they try to place orders on an
unfamiliar system. Also, paper trading is good for forward testing a systein or strategy (o see
how it works before committing real money. However. paper trading does have one distinct
disadvantage—it can be worthless in a way because it does not take into account how a trader
will act when there is real money on the line. That is what makes or breaks a trader. It’s ok to
tracke a smaller size, but without real money on the line, a trader won’t understand how they
hold up under pressure. This is also a good way for a trader 1o test how far apart they are men-
tally from “paper trading vs. real trading.” A trader should feel the same trading paper as they
do real money. To the extent that they feel extreme emotions when really trading vs. paper
trading, it will give them a clue where they are on the psychological trading scale. In other
words, how screwed up they are psychologically when they are actually trading real money.
When a trader freaks out on a real trade, it is a red flag that they are trading too big for their
account size. In this case, a trader should keep trading smailer size untii they feel the same
emotionally as when they are in a paper trade,

The most dramatic instance I've seen with this is in working with traders in Asia, specif- :
ically in Taipei. Hong Kong, Tokyo, and Shanghat. Asians are fantastic gamblers, willing to
risk huge sums. This can be a problem with trading and it only takes one bad trade to ruin an
account. One puy T worked with was trading 100 lots at a time in a $100,000 account. Each 1
point move in the S&Ps represented $5,000. The first day he made 5 points ($25,000), and the %
next day he lost 7 points ($35,000). These were normal fluctuations for him, and it showed. ’
He’d get so excited and animated that I thought he was going to implode. 1 had him cut his size
down to 10 lots. At first he was bored, but then a strange thing happened. He wasn’t excited,
0 he traded objectively . . . and he made money. We got him 1o trade in the same fashion as if
he were paper trading, and it made all of the difference. Being able to work with traders over-
seas is a great win/win for me as I get to learn how other people view the U.S. markets, as well
as sec how LS. news is filtered through thetr local news channels. Being able to put yourself
in another person’s shoes brings more understanding of how the world really works. That may
not help you decide whether or not to take the next trading setup that comes your way, but it
does help form a macro view of the world—and it does make life more iteresting.

Good Ideas to Keep in Mind

A trader’s relationship with the market is really like a dance, and it’s best to let the market
lead. It's important not to come into the market with an overly bullish or overly bearish out-
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look. The stronger a trader believes in an idea, the easier it will be to get suckered into taking
the wrong side of a trade. In an upcoming chapter 1 talk about how to read market internals,
and this is a great way to gel a read on what's happenirig in the markets. Instead of coming
into the day a raging bull or a roaring bear, 1 just come in as an interested observer. The “radar
screen” that I watch keeps me in the loop and gives me odds on the path of least resistance,
As long as we're dancing together, 1'd like to know when my partner is going to try to dip me.

And there's a little saying that T always like to remember; it’s called “discipline before
vision,” which is something I first heard from Peter Borish, the former head of research for
Paul Tudor Jones. I might think the market is going to crash today, but I'm still going to have
a stop in place in case I'm wrong. The vision of being short during a crash is a pleasant one,
and the thought of a big move gets traders to do stupid things, like doubling up and adding to
losing positions. Disciplined traders live to fight another day. Through most of 2004 and
2005, I've heard many traders who are “staying positioned for the next, inevitable terrorist
attack.” Afier the evenis of September 11, they saw how that impacted on the market, and they
want 1o get positioned for the next attack. (Yes, this is a terrible way to look at a disaster, but
this is how traders think. If there is a hurricane in Florida, then it’s time to go long lumber
because they will have to rebuild a lot of houses). The funny thing is, this vision of being posi-
tioned for a crash totally clouds their judgment. The only thing the market hates is uncertainty.
The events of September 11 were unexpected, and the market got crushed. However, terror-
ist activity is now a certainty. It is no longer an unexpected event. and therefore the market
has already priced in future terrorist attacks. Sound insane? On July 7, 2005, America woke
up to the news of the London bombings. The Dow at one point was down over 200 points pre-
market open. All of these people got heavily short. The markets rallied and closed positive on
the day, and these “waiting for the next disaster traders™ got crushed. Discipline before vision.

It is also important to remember that there is no need to spend wasted years looking for
complicated setups or the next Holy Grail. There are very simple setups out there to use.
Some of the best traders 1 know have been rading the same setup, on the same time frame,
on the same market for 20 years. They don’t care about anything else, and they don’t want to
learn about anything else. This works for them, and they are the masters of this setup. They
have nothing else coming in to interfere with their focus. If a setup doesn’t happen that day,
then they don’t take a trade.

Other successful wraders I know have learned to celebrate their losses, When they get
into a trade and get stopped out, they jump up and clap their hands. When they get into a trade
and it hits their target, they do nothing. They’re doing the exact opposite of everyone else, and
they’re making money. When Jesse Livermore was in the process of making his fortune, one
of his favorite quotes was, “If I bought a stock and it went against me, I would sell it imme-
diately. You can’t stop and try to figure out why a stock is going in the wrong direction. The
fact is that it is going in the wrong direction, and that is enough evidence for an expenenced
speculator to close the trade.” Small losses make all the difference, and traders must learn to
reward themselves for doing their job in this regard.

It 1s important to remember that a trader is not trading stocks, or futures, or options.
Traders are trading other traders. There is another person or system out there taking the oppo-
site side of the trade. One side is going to be right, and the other side is going to be wrong.
Whoever has the better setup on this trade is going to win. s the trader on the other side of
the trade an amateur or a professional? That trader should be wondering the same thing about
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you. The next tirme you succumb to greed and chase a trade, remember that there is a profes.
sional somewhere else in the world who kas been waiting patiently for this setup and is doing
just the opposite.

[ have found that the most important step to becoming a successful trader is just learn-
ing how 10 accept a loss without any anger or frustration or shame. It's just part of trading.
1t's not a big deal. | take losses every day, and I do it live in front of people all of the time,
It's just part of the process. Okay, this trade just hit its stop. Next. It's like Tom Hanks's char-
acter in the movie A League of Their Own, who screams at his female player and makes her
cry. “Are you crying?” he asks, shocked. “There’s no crying in baseball!”

And there’s no crying in trading and no throwing your coffee cup against the wall or
screaming at your monitor. Losses and missed trades are just part of the deal. On some days
things are just not going to come together. H I'm using a setup and I'm stopped out two times
i a row, then 1 just stop using that setup for the rest of the day. For whatever reasons, i is out
of sync with the markets on that particular day. No big deal. There is no need to reformat the
MACD. It’s just part of trading.

The key is to have two specific sets of rules. First there needs 10 be a trading method-
ology. For this setup, do the traders go all in or scale in? Do they scale out or getall outat a
specific target? Do they trail a stop or leave it7 Where is the stop placement in relation to the
target? These are all things that have to be set in stone before the trade is placed. Once the
trade is placed, there is no room for rational thought. The setup has {o be followed the same
way each and every time, or the traders will never be able to pauge if the setup is going 10
help them or hurt thes in their trading. Otherwise they are just making tmpulse trades. and
those are the sucker trades. Second, there has to be a money management rule. How many
shares or contracts does a trader allocate toward this setup? How much equity s a trader will-
ing to risk on this setup over the course of a day, a week, 2 month, or a year? After traders do
this for a while, what happens is that they develop the habit of following their rules and they
eventually learn 1o trust themselves.

Once traders learn to trust themselves, they can then free their mind to focus on market
opportunities that present themselves, instead of being wrapped up tight in 2 ball of fear, frus-
tration, and doubt. This is whete traders make the transition out of the first threc phases and
begin 10 really have an opportunity to do this for a living. The transition involves focusing on
developing their own trading skills instead of focusing on the money. And the skills are
easy——keep the emotions in check and have the discipline to follow the setups. Don’t focus
o making $1,000. That is what the amateurs do. Focus on developing your skills and exe-
cuting the setups the same way each and every time. It sounds simple enough, but I've worked
with enough traders 1o know that most of thern can’t do it over the Iong haul. They get impa-
tient and don’t want to miss out on the action, so they jump in and chase without a clear setup.
Once they do this, they go back into the barrel with all the amateurs.

Most of trading involves waiting. First, it involves waiting for a setup. Once the setup
occurs, then the professional trader takes it without hesitation. The skill comes in waiting for
it to set up and not succumbing to an impulse trade. Then, once in a setup, a trader has to have
the discipline to wait for the exit parameters to be hit and not cave and bail out too early.
Waiting is the hardest thing for many traders to do, but it’s the waiting that separates the win-
ners from the losers. Even for a daytrade, it can be hours before a setup happens or a para-

%
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meter is hit. And that’s the whole key. Just being patient and waiting. The person who chases
four rabbits catches none.

Also, it is so important to realize that professional traders are not in every move. It is
okay to have the market feave the station without you. Catching every move is impossible, but
chasing every move is the mark of an amateur. This is why it is imperative for traders to have
a set of rules to follow for both entries and exits, as opposed to relying on their own gug feel-
ings to manage a position. Develop a set of rules and have the discipline to follow them; they
exist for your protection.

For me, the biggest difference in my trading occurred when 1 learned to ignore my brain
and just focus on a handful of good setups. Once [ fearmned the setups, the next challenge was
10 have the discipline to follow them the same way each and every time. No thinking, no hem-
ming, no hawing. I did this by recording my trading activity and grading myself on how well
I executed each setup, instead of how much money I was making or losing. Whereas focus-
ing on the P&L automatically encourages the bad habits that plague many traders, a setup-
based approach encourages habits that can push a trader into the realm of consistent
profitability.

In the end, professional traders focus on limiting risk and protecting capital. Amateur
traders focus on how much money they can make on each trade. Professional traders always
take money away from amateurs. Amateur traders start to turn into professional traders once
they stop looking for the next great technical indicator, and they start controlling their risk on
each trade.

You cannot be disciplined in great things and undisciplined in small things.
Brave undisciplined men have no chance against the discipline and valor of other men.
Huve you ever seen a few policemen handle a crowd?

GeNERAL GEORGE 8. PATTON




HARDWARE AND
SOFTWARE—TOP TOOLS
FOR TRADERS

Dress a goat in silk and it's still a goat.

CEeLTiIC PROVERB

HARDWARE—IT'S ALL ABOUT THE RAM

This chapter is about creating a level playing field for all traders with respect to the equip-
ment and software they are using to tackle the markers. If traders can get this part right, they
are at least going to have a fighting chance to compete on a level playing field with everybody
else. If iraders are behind the technology curve, they are going to be trading at a distinet dis-
advantage. In trading, people without an edge in terms of equipment, mental outlook, and
methodology are like young wildebeest trying to snatch a drink at the edge of a crocodile
pond—they’re simply not going to make it. Why would people deliberately create a weakness
in their tradmg plan by having trading software or technology that is ourdated? It would be
like entering the Daytona 500 with a Winnebago. This is the easiest part of a solid trading
plan, and it is 100 percent under a person’s control.

s
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The amount and type of trading equipment that traders have is going to depend a litle
on their own financial resources, and a lot based on the type of trading they are doing. Top of
the line systems with three or four monitors are available from companies like Dell on a leas- -
ing program for less than $150 per month, so cost 1sn't a huge issue. If traders have a com-
puter that is more than three years old, they need to upgrade some of its components or just
get a new one,

The most important component of a trader’s computer is the RAM. This is the amount
of memory available while the computer is running apptications in real time. Traders with
an older computer will definitely need a boost here, as this has a major impact on how fast
they will be receiving their quotes and other live data. This is also the most expensive part
of the computer, though prices continue to drop. As I'm writing this on February 7, 20085,
there are three ads on the Internet that boast top-of-the-line computers for $399, These are
equipped with a nice 2.4 gigahertz processor, a fat 40 Gigabyte hard drive—and a puny 256
megabytes worth of RAM. This is inadequate for a trader. The RAM on a trader’s computer
should be at least 1 gigabyte, and nearly all basic systems come with much less than that.
Realistically a trader is going to spend about $2.500 for a high-performance computer with
at least 1 gigabyte of RAM, multiple flat screen monitors, and a solid muiti-monitor-ready
graphics card. There are companies out there that market “trader computers” for a lot more
money, but exactly the same computer is available at Dell for much less. Dell also has the
best customer service U've ever encountered. I've had monitors go out that have been
replaced for tree by Dell within 24 hours. The same thing happened with another popular
manufacturer and the turn-around time was six weeks. The main thing 1o keep in mind is that
a trading computer should be specifically set up for trading and have a minimum of other
stuff going on. If there are kids in the house, make sure they have their own computer for
Internet surfing and computer games. and tell them not to touch the trading computer under
pain of death.

One question I receive a lot from traders is. “How many monitors do I need?” This
realty depends on what you are trading. 1 personally utilize 10 monitors for viewing charts,
and 2 additional monitors for other tasks such as e-mail, instant messaging, and Internet surf-
ing. These are all set up on four different computers. Most traders do not need this many mon-
itors, and I know of many traders who make a great living with just two. For me, 1 keep my
day trading and swing trading separate, and for these trades T use different accounts, different
monitors, and different execution platforms.

Figure 3.1 shows a snapshot of my day-trading execution platform. This keeps a run-
ning tally of how I'm doing on the day, for each market and with a grand total. On the day
shown in Figure 3.1 the DAX and S&Ps generated a nice upside, while T kept getting stopped
out in the euro. The dots on the chart show my entries and exits. All my swing trades are set
up on a different execution platform,

This strategy of having distinct accounts for day trading and swing trading helps me to
keep the different trade setups separate, because [ could be short the mini-sized Dow futures
in my swing account, but long the same contract in my day-trading account. These are in dif-
ferent time frames and require different parameters. By keeping them in separate accounts,
there isn’t any confusion, and the performance for both types of setups is easier to track. Also,
because I'm writing newsletters and updates during the trading day. | need access to more
data than most traders.
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There is a danger for traders in setting themselves up with information ovecload. | vis-
ited one trader who had 25 monitors shooting data at him from all directions. Shockingly, he
coutd never decide when to pull the trigger to getl into a trade. It is important to remember
that traders don’t need to know everything that is going on in the markets. They just need
enough information 1o be able to decide whether or not w0 take their setup. All of the suc-
cessful traders I know focus on just a handful of setups. They don’t need a confirming move
in crude oil in order to take their buy signal on the S&Ps. H traders have found one or two
setups that really work for thern, then they can, and should, ignore a lot of the data out there.
Laserlike focus on a small part of the markets brings expertise and a better understanding of
when to take a trade.
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FIGURE 32

Day Trades

Aonthly & Daily Intraday Tick Swing Trades
Charts of the  Eamail, Charts. Market Daily & Hourly
Stock Indexes  Internet Internals, Execution Backup Charts, Execution

- \ Laptop

/o

Figure 3.2 shows the computer setup I use for my trading. I do like to have one com-
puter that I use specifically for e-mails, instant messaging, and Internet surfing. This is the
computer that is going 1o get attacked by viruses, so I want to keep it separate from the oth-
ers. In addition, 1 also keep a backup laptop in place that is attached to a dial-up modem.
Thankfully 1 rarely have to use it, but whenever the power goes out or my broadband con-
nection goes down, 1 can slill have access to my accounts and current quotes.

Monitors, Graphics Cards, and Other Gizmos—
What to Get and Where to Get Them

The graphics cards that [ like the best are the Matrox G200 Multi Monitor Series (MMS) cards.
These are available right off their Web site, www.matrox.com, for about $400. They are also
available on eBay (www.ebay.com) for about $120. The dirty little secret in the hardware busi-
ness is that most hardware is available on eBay for half price or less. This used to be where
people could buy products at a discount because of inventory clearance or merchandise that
falls under the semi-legal arena of being redistributed without manufacturer’s approval ur war-
ranty. These days, the conpany #tself typically sets up an alias and sells its own products right
on eBay in order 10 tap into the “auction crowd.” F've always purchased things like graphics
cards right off of eBay, and I've never had a problem with getting ripped off or getting a faulty
product. The most important thing to remember when buying something from eBay is to make
sure the sellers have great feedback. If they have low ratings, or worse, no ratings, then don’t
touch them. I'm not a computer guy, but it was really easy to take out my old graphics card
and slip in the new one. A trader who is unsure how to do this can look in the yellow pages
and find a consultant to do this for a reasonable cost. Have them come to your house or office.
Whatever you do, don’t take your computer and drop it off at some mass-market, nonspecial-
ist dealer, whose employees often have a lesser degree of computer-specific expertise.
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For the actual monitors, one of the best deuls out there for big {iat screens is (as I'm
writing this oo March 13, 2005) the Dell UltraSharp 2001FP 20.1 inch Fat Panel LCD
Monitor available for $679 each. The LCDs are much lighter in weight than the CRTs, by a
factor of more than three © one. Although LCDs cost more than CRTs, the gap is narrow-
ing. Also, for multimonitor setups, LCDs have a thinner “bezel” or rim around the screen
which lessens the gap between adjacent monitors. By going down just a ligtle bit in size, a
perscn can save a lot of money. The same models in 19 inches are $269 each and in 17 inches
are $169 each. The [9s are a great size for traders, and i resources permit, the larger ones
are awesome. The Samsung models are also nice, but they are a litile pricier than the Dells.
I have both, and I like them both the same. Samsung has a very new 20.1 inch L.CD, the
model 2047, that is selling only at a few dealers as of this writing for just under $600. This
model will be widely available by the tdine you are reading this. If you like 10 shop around,
then check them both out. If you just want to get a trading computer as quickly as possible,
then stick with Dell.

Two great places to find deals on monitors, or anything on hardware for that matter, is
www.slickdeals.net and www.techbargains.com. These sites search the Internet for deals and
coupons on anything related to technology, including monitors, hard drives, DVD players,
and so on. There is always somebody having a sale, Also, public companies like Dell will
issue special coupons during the last few days before they close a quarier to boost sales.
These always show up on these two Web sites. A few weeks ago 1 was able to pick up a lap-
top from Dell using a $750 off coupon code [ got from www.slickdeats.net. There is no rea-
son to pay full retail price for anything. This is a good first test for a trader. Pon’t panic and
buy the top.

Another area of interest for traders is setting up multimonitors in such a way that they
fit comfortably on a desk, don’t 1ake up 4 lot of space, and are easy to access. One site 1 like
for this 1s www.lcdarms.com. Here traders can get different wall and desk mounting solutions
for their monitors. In terms of desks and chairs, this is really wide open. A door across two
file cabinets works really well as a desk. There are desks available from medicat supply com-
panies that are inferesting in terms of how they are set up. The desk isn’t that big of a deal,
however. Traders just need a place to put their computer equipment. The chair is a different
story. Traders are going to be spending many quality hours with their posterior region planted
firmly in a chair. Getting a good one is worth the money. My favorites are the Aeron chairs
from Herman Miller.

TAMING THE TECHNOLOGICAL BEAST:
KEY THINGS ALL TRADERS SHOULD KNOW
TO KEEP THEIR COMPUTERS ALIVE AND WELL

Once traders have their hardware in place, it is time for them to turn their attention 1o the sofi-
ware. There are & lot of software choices available for traders, but what this boils down to for
most people is a charting program and an execution package. While this is important, there is
another category of software that is vital to the trader, and this is software aimed at keeping
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a computer in top working order. This 1s by far the most neglected area for traders. Let’s take
a look at this first, and then we will delve into the trading software. Don’t worry, I'm not a
techie so this will be easy to follow, and I'll make it quick.

Trading in and of itself can be one of the most stressful occupations on the planet. One
day’s worth of market activity can determine whether a trader’s kids are going to study abroad
in Oxford, all expenses paid, or are stuck at the local community college making telemarket-
ing calls part time to pay for their books. Technological problems or disruptions increase the
stress factor and cause diains of both real and mental capital. Traders who are stuck behind
the technology curve are at more of a disadvantage than those who are up to speed. From soft-
ware that is outdated to specific tactics used by companijes to dump process-clogging spyware
on the user’s computer, traders who choose technological ignorance are setting themselves up
for disaster. Having a trade go wrong because of technological issues is inexcusable for the
serious trader who js trying to make a living at this profession.

The bottom line is that traders who want to maintain a competitive edge in this business
must first be aware of the technological dangers facing them in today’s world. Once aware of
the hurdles, determined traders must then take 4 proactive approach and take the time to attack
these issues head on. The three main technological problems for traders today are as follows:

N g

Ly

* Computer invaders: The PCs are rraders’ most important trading tool. Being con- 4
nected 1o the Internet, the traders’ computer is being abused without their knowl- :
edge. This causes most malfunctions on computers today, and traders must be
aware of how to first remove the “crud” and then block it so it won’t happen again,

* Process cloggers: Use these steps to maximize computer effectiveness and prevent
crashing.

* General technology problems: What to do when the technology around the trader
fails to deliver—because it will,

Ignoring these preventable issues is like trading without a stop loss. Take the time to
take care of this right now and get on the path to smooth trading.

Strip Away the Crud That Is Slowing Down Your Computer

Traders can have the best software available for trading, but if their computer isn’t properly
cared for, protected, and maintained, then the greatest trading software in the world becomes
worthless, Each day the trader’s computer 1s bombarded and invaded with hidden crud, and it
is traly shocking how dangerous some of this stuff is to the trader’s PC, For the trader who is
serious about making this business a full-time job, neglecting these next steps is the same as
a professional football player drinking a 12-pack of beer the night before he is supposed to
play in the Super Bowl. That would deliberately put his team at a disadvantage. Why give the
other guys out there an edge? In trading, the other guys are trying to tuke your money. There
is no reason 10 make it any easier for them.

The bigpest technical problem facing traders today is one of which most are completely
unaware; staying “spyware-free” It is one of the most important things traders can do to keep
their PC running smoothly and safely. Spyware will crash traders’ computers. ruin their
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Internet conpection, and make Internet surfing unsafe. Spyware is not a cookie, which 1 talk
more about shortly. In a nutshell, spyware is software that companies place on users’ PCs
without their permission. Sometimes it is unknowingly with the users’ permission, if the users
don’t read the fine print in the agreement they accept before downloading a software program.
This spyware software takes over the traders’ Internet browser, and collects data on their surf-
ing habits, generates pop-up ads when the traders visit certain Web sites, and generally slows
down their computer. In addition, a lot of spyware is poorly written and can cause incormpat-
ibility issues, corrupt important system functions, and threaten the stability of the trader’s
compater. Traders who want to keep their computer running smoothly, and keep it from freez-
ing up and crashing, must attack back and get all the spyware off their computer—and then
prevent it from coming back.

The first time [ learned how to do a search for this malicious software, I found over 50
spyware programs on my computer. After they were removed, my computer operated faster
and stopped freezing up on me. This stuff is downloaded “behind the scenes,” so it is invisi-
ble to the computer user. Before T did this, T was certain that | didn’t have any spyware on my
computer, as I don’t do much in the way of Internet surfing. Needless to say 1 was surprised.

There are two excellent spyware removal applications available, and they are both free,
so there is no reason not 1o use them regutarly. The two best applications there are for remov-
ing spyware are SpyBor Search & Destroy and Ad Aware. 1t i1s important that the trader use
both of these applications, since each one finds what the other misses. Computers are not safe
using just one of them. To find out where 1o downloud these, just type them into the search
field on Google (www.google.com), which will provide a list of sites fromn which they can be
downloaded for free.

Once traders have instalfed these two “must have” applications, they then need to keep
them up to date. I would recommend checking for updates weekly, Similar to antivirus soft-
ware, the trader needs 10 stay protected from the Tatest spyware out there. To update SpyBot,
just open the application from the start menu (use the advanced mode option} and select
“search for updates” h will then show what updates are available for download. Always
install all the updates. Another feature that SpyBot has is called “Immunize.” Select this icon
and under “Permanent Internet Explorer Linmunity” select “Tmmunize.” This works in block-
ing new spyware, It also gives the trader the option of locking the trader host’s file against
hijackers, a feature I highly recommend using. To update Ad Aware, just open it and select
“Check for updates now.”

Anything these applicattons find is spyware and should be removed. Traders who
choose not to remove them have no one to blame but themselves when their computer crashes
because of spyware. On a more malicious level, these programs can potentially invade
traders” privacy by recording where they buy items online along with their billing and credit
card information. I recommend doing weekly scans, and, as T have already said, always
remove anything these programs find to keep your PC safe.

Another easy way to block spyware is to stop using Internet Explorer. All spyware pro-
grams are written for this browser, since this 1s what 95 percent of the population uses. There
ts a newer Internet browser available called Firefox, which is made by Mozilla
(www.mozzilla.org). It has more advanced features than [nternet Explorer, is faster, and is a
fot safer to use.
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Cookies and Spam—It's a Bad Idea for Lunch,
and It's a Bad ldea for Your Computer

Ancther device companies use to track information on the truder’s PC is called a cookie. This
is a small text file that can be good or bad. It’s good for visiting a favorite Web site, such as
Amazon.com. With a cookie installed, Amazon will remember who the users are, so they
don™t have to always log in when they visit the site. However, there are also bad cookies
placed by companies such as Doubleclick that track site usage, coordinate pop-up ads, and
generally invade the trader’s privacy. The best thing to do here is 1o start from scratch and
delete all the cookies on the computer. To do this, go o Start, Settings, Control Panel, Internet
Options. Under Temporary Internet Files, there is a button that says, “Delete Cookies.” Click
this. After the cookies are deleted, go to Privacy, Advanced. Once there, check the box that
says “Override automatic cookie handling” Below that I check “Prompt” for First Party
Cookies and “Block™ for Third-Party Cookies. This way when the trader goes to Amazon, a
message pops up asking if the trader wants to accept the coukie, | say yes because that is a
site [ visit often. Any third party cookies like “doubleclick™ will automatically be blocked.
This will prevent pop-up ads and keep the trader’s computer running in top form. If I am
asked to accept a cookie from a site | rarely visit, 1 will say no and the cookie will not be
planted on my computer.

Spam is typically a big problem for everyone. Mail Washer Pro (www.mailwasher.net)
and Cloud Mark (www.cloudmark.com) used together are the best solution I've ever seen for
spam protection. Mail Washer Pro stops spam before it ever hits your mailbox. For stuff that
does get through. identify those to Cloud Mark. and they won’t get through again. Both these
programs together will cost about $80. T use Microsoft’s Outlook program to handle all my
e-matl, and these programs can work directly with it. T used to rouninely get 100 spam e-mails
a day. Once 1 installed Cloud Mark, they all disappeared. It was truly a miracle.

Finally, it is critical that everyone have virus protection software. Norton Antivirus is
good, but it takes up a lot of resources. Another one that is good is Trend Micros PC-cillin
{www.trendmicro.com) Internet Security. For miscellaneous software, T like Copernic
{(www.copernic.com) desktop search. This free software provides a great, easy way to search
tor e-mails and files on a computer. This saves time in trying to find that missing e-mail or
file. All a person has to do is type in a word or the name of the file and the software will find
it in seconds. This is instead of sifting through e-mails in Outlook or trying to search with the
windows function, which takes forever. During market hours, a trader does not have a lot of
time to spend on little things like searching for a missing file. This speeds it up.

These are the basics for the general computer software. Let’s take a look at how to keep
a computer running smoothly, and then we™11 start looking at specific trading software.

TURBO CHARGING THE TRADING COMPUTER

There are three things traders should be doing on a weekly basis to ensure that their computer
is running at maximum efficiency. The first two of these involve deleting files on the com-
puter that are unnecessary. To do this. first go to the Recycle Bin. which is an icon located on
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the desktop. Right click, select “empty recycle bin,” and delete the files. Every file the com-
puter user deletes is not really deleted-—it is just moved to the Recycle Bin. To really get it
out of the computer and free up memory, the trader needs to empty the Recycle Bin.

The second place where memory is gobbled up is in what is called the cache. This
“catchis” all the Web sites the trader visits for faster downloading of the site next time it is
visited. With the advent of broadband, this is an unnecessary feature. To “clean the cache” go
to Start, Settings, Control Panel, Internet Options. Under “temporary Internet files” chick
“delete files”” A pop-up box will appear asking if the user wants to delete all offline content.
This is important to do, so the trader should click the box to indicate yes. Hit “ok™ and sit
back. If the computer user has never done this, it can take five to ten minutes to delete ali the
garbage on the computer—-or longer. It may appear that the computer is frozen. It's not. Watk
away and come back later. The serious trader should do this at Jeast once a week.

Finally, once these two things are completed, the serious trader will want to defrag his
or her hard drive. Disk fragmentation slows the computer down and is oflen the cause of a
variety of other problems such as hangs, crashes, and errors, Fragmentation accumulates
rapidly through normal computer use, and program access time continues to increase, prob-
lems worsen, and the productive life of a computer will be shortened by years. Defragging the
hard drive puts all the pieces back together again, making the computer run much more effi-
ciently. Traders should do this weekly, if not daily. Go to Start, Programs, Accessories,
System Tools, Disk Defragmenter. Make sure the hard drive is highlighted (usually this is
drive C) and click “Defragment.” This can take 20-30 minutes if this has never been done
before. There is also a program called Diskeeper that eliminates fragmentation automatically
SO i 15 never an issue.

THE BACKUP PLAN:
WHAT TO DO WHEN YOUR COMPUTER CRASHES
OR THE POWER GOES OUT—BECAUSE THEY WILL

Once a trader’s computer is in top working form, there are stil] other techniical problems that can
oceur. In my experience, there are four main problems that all traders should be prepared for:

1. Black- or brownouts that cut off all electricity.

2. Cable or DSL goes down.

3. Difficulty in contacting a broker,

4. Data feed goes down or the trading platform goes down.

These are problemns that can happen at any time. Serous traders can prepare themselves
for all these eventualities.

A black- or brownout will occur when it is least expected. The last ope happened to me
when three other traders had booked appointments to spend the week trading next to me at
my office. That is hard to do when there isn’t any power. The point is that the timing is never
good. I've personally been involved in half a dozen of these through the last two years for a
variety of reasons. This can relate to the weather, a power grid going out, of a car accident
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involving a telephone pole. It can happen out of nowhere. and traders will suddenly find them-
selves without power, losing their ability to view the market and execute trades. To combat
this situation, the serious trader must have the following in place:

& Battery backups on the computer: These are available at any major office supply E
shop. In the event of a loss of electricity, these will give the trader around 30 min-
utes of power, which is plenty of time to close out positions or reset parameters in
case the power is going to be down for a long time. This also gives the trader time
to manually shut down the computer, which is much safer than having it go out
suddenly because of a power loss.

® Noncordless phone: These are the old-fashioned phones that have a cord attached
to the headset. When the electricity goes out, so does the cordless phone. With the
old-fashioned corded phones, a trader wifl still be able to make a phone call to his
or her broker. Obviously a cell phone would work in this situation—but those
things run out of juice at the worst possible moments. Corded phones can be pur-
chased for less than $20 at any department or electronics store.

® Dial-up backup: Cable or DSL. can go out even when the electricity is still on.
This usually happens at the absolute worst time, so the astute trader will want to be
prepared. The best way to combat this is to have a fully charged laptop connected
to a phone hine. This way the trader bas Internet connectivity if the DSL or cable
goes down—and the trader will also have a backup in case the electricity goes out,
By having a laptop that is fully charged and ready to po. attached to a phone line, a
few hours of valuable time can be gained.

Another technological trend in the indusery is for brokers to let compaters do all the
work. Although this provides for efficiencies and cuts costs, the bottom lige is that if 1 have 4
problem. 1 had better be able to get hold of my brokers right away. if 1 call my brokers and
can’t get hold of them, I start foaming at the mouth-—a sigpal that it is time for me to switch
brokers. If I want to be on hold, I will call the airlines, not my brokers. My suggestion here
is to take advantage of technology and get the broker or brokers hooked up on an instant mes-
saging program. This is an incredibly effictent way to stay in touch throughout the day. If my
data feed goes down, I can IM (instant message) my broker for 2 guote. My expectations for
my brokers are that I can contact them via phone or istant message right away. If they are
not available, then | have the number and instant message as a backup. In trading, there is no
excuse for not being able to get a live person to help out with an order or question right away.
What else do we pay them all the commissions for?

If the trader’s data feed goes down, much of what already has been discussed will help.
Being able to contact a broker to get a gquote or place a trade in this situation is imperative.
Yahoo Finance is also a great site to get free quotes on stocks, options, and futures.

Finally, the most neglected aspect of any computer user’s life is the backing up of data.
I recommend getting a Maxtor One Touch drive. These are available at places like Best Buy,
or online at www.maxtor.com. Once it is hooked up, all a trader has to do is touch a button
and the entire hard drive will be backed up. It seems like a pain to set up until that one day
when the computer finally does crash.

Trading successfully requires an edge. Traders who choose to remain in ignorance about
what is really going on with their computer, or are “outta luck”™ when the power goes out, are
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leaving themselves at a decided disadvantage with traders who are prepared. By staying up to
date on the technological front, the trader has an advantage over those who don’t. And having an
advantage over other traders is the only thing that will make the trader a wanner in this business,

NOT ALL QUOTES ARE CREATED EQUAL

Now that we've beaten the nontrading technical issues to death, let’s look at 1ssues geared
specifically for trading. This typically comes down to three areas:

1. Quote software
2. Trade execution software
3. Market-related subscriptions and services

Let’s look at quote software first. Much of the decision to use a specific charting software
package typically comes down to “whatever 4 person has stumbled across™ as he or she began
the trading journey. For most traders, this is not a good thing. [ remember when I first started
trading onhine in the late 1980s, and I had to hit “refresh” every time I needed a new quote. 1
was charged a fee each time I hit “refresh” if I didn’t trade enough. [ stayed with that brokerage
for about three weeks, and that was three weeks too long. It is important for the trader to have
a quote system that is robust, is in real time, and has the flexibility to easily add a variety of indi-
cators and tools. The ultimate goal of traders is to develop a trading style that best fits their own
personality, A flexible quote system gives people the ability to try different things until they find
the setups and techniques that work best for them. There are only a few quote vendors who fit
this bill, and there are many who do not. The bottom line is that good quotes are not free and
can easily run a few hundred dollars a month. Skimp on the desk, not on the quotes.

The two main quote systems [ use are TradeStation (www.tradestation.com) and
eSignal (www.esignal.com). TradeStation makes it possible for me to easily add my own indi-
cators and studies, and 1 like its chart functionality and ability to back-test specific setups and
data. I like eSignal because it has fast reloading time and is robust and easy to use. Although
I like having two quote verdors in case one is having problerns, for my own trading it is a
must, For example, I follow the German DAX market, and I rely on real-time put/call ratios
throughout the trading day. As of this writing, eSignal carries data on the German DAX, while
TradeStation does not. And, to top it off, Tradestation carries data on the put/call ratio, while
eSignal does not. It's important to find out everything a quote vendor offers before signing
up. Obviously, if all a trader follows is the DAX, then TradeStation is not going to be a big
help. At some point TradeStation will cave in and add it, and who knows, it may have already
added it by the time this book hits the shelves. I’ll also continue to bug eSignal about adding
the put/call ratio, because at some point it will have to bow to pressure from the trading com-
munity and offer it up. Interestingly enough, most quote vendors do not offer the put/call
ratio, which is a hugely important reading of current market sentirnent.

Another good source I use for quotes is the market data available at the Chicago Board
of Trade’s (CBOT) Web site, www.cbot.com. There are of course other good quote systems
available. The key is to utilize a robust and flexible version that best fits a trader’s needs. For
the most part, traders will get what they pay for in this area. The best way to find a good quote




system is to first and foremost ignure any marketing material that is put out by the company
itself. This is like believing that a can of seda is good for you because it says “diet” on the
label. One of the biggest marketing gimimicks in trading is “free level H data” Level il data
are worthless and shouldn’t be watched in the first place. Larger traders use Leve] I 10 trick
and fool smaller traders by putting up fake size and using every method at their disposal to
hide what they are really doing. It also causes traders 0 overtrade, which is the number one
way to gel out of this business in a hurry. Traders will save themselves a lot of frustration sim-
ply by turning this off. In sum, ignore the marketing and ask other traders who have been
actively slinging stocks and futures for at least five years.

A BAD EXECUTION PLATFORM CAN INFLICT
CAPITAL PUNISHMENT ON YOUR ACCOUNT

In the late 1990s and early 2000s, it was all about faster executions. A trader who had an exe-
cution platform that was faster than the others had an edge. Online Web-based brokers caught
on and started out offering “60-second guarantees” on fills. Those of us who were using direct
access laughed in their face. Sixty seconds might as well have been a week. Today, nearly
every broker has adapted and everybody has lightning fast executions. So what platforms have
the edge?

‘Think back to what [ say about wrader psychology in Chapter 2. Most of the mistakes
traders make are emotional. I've watched traders get flustered, especially in futures trading,
and make mistakes with their orders. They go long five contracts of the mini-sized Dow and
then make an error in trying O place their stop that ends up liquidating their position. Other
times they put a target in place and end up doubling up on their position because of a mechan-
ical error. Or, worse, they don’l fee] like going through the entire process of placing a stop,
then placing a target, and then remembering to cancel the remaining open order once either
the stop or the target is hit—so they don’t place a stop or a target. These are the traders who
“rely on their judgment while in atrade” and create great opportunities for the rest of us when
they inevitably freak out. Manual order submission and trade management is a tedious, error
prone process. Coupled with heightened emotions, it is a recipe for trader blowoat. Maybe not
today, and maybe not tomorrow, but that day is always lurking on the horizon.

In addition, some traders simply are not computer savvy. They are not comfortable on
comyputers, and it is easy for them to fumble an order, The best computer users are kids, and
it’s because they have grown up playing video games on their PCs, Some traders I know have
deliberately learned to play “cne person shooter” games on their PCs in order to improve their
speed on the keyboard. The most popular of these is called “Call of Duty” This game places
you in various battles during World War I1, and i1t is literally act fast or die—kind of like trad-
ing. By the time people get through this adventure, their eye-hand-mouse-keyboard coordi-
nation will have improved exponentially. My trading partners and I have all gone through the
game, and it improved our hand-eye coordination considerably. This game is avaiable al
stores like Best Buy for $30.

Trading execution software today has evolved to help traders protect themselves from
. . . themselves. Think of a typical trade. Let’s say I go long 0 contracts of the mini-sized
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Dow futures at 10814. I place 2 20-point stop. and I want to exit half my position on a 10-
point move o 10824, and for the rest of my position I wall trail my stop—every time the Dow
moves [0 points, 1 will move my stop up 10 poims. This requires active trade management,
with the pressing of a lot of keys and many mouse clicks. One mistake and I can turn this win-
ning trade into a loser.

What if, each time I bought the mini-sized Dow, my trading execution platform knew |
would be using a 20-point stop and a 10-point target on the first half of my position? K it knew
that, then it could place the orders for me automatically, and | wouldn’t have to do z thing.
What if it also knew that when my first target was hit, I wanted to bring my stop up to
breakeven? And it also knew to change the number of contracts in my stop from 10 to 5 when
the first target was hit? What if it also knew to then trail the stop? What if I had a target, and
it knew to cancel my stop order once my target was hit? All automatically? So all T had to do
was get into the trade. and after that I could essentially walk away because the software was
managing the trade for me according to my specifications? The purpose of my day would be
to sit back, relax, and focus on finding high probability entries, instead of having to scramble
around once P'm in the trade and actively manage it—a process that can be mentally strain-
ing and cause many emotional fluctuations.

That is the kind of software that is available 10day. Al traders have to do is wait and be
patient for an appropriate entry level, take the entry, and then the software can manage the
trade for them according to their own specifications. This process removes a ot of the men-
tal stress involved in trading and helps to prevent traders from making the common rmistakes
that ruin many of them. This type of functionality is not readily available with many brokers,
but I'm sure they will catch on and the improvements in this field will continue to roli along.
Today this type of software is available through third-party vendors who create the code. and
then brokers elect, or not elect, 1o offer this plaiform (o their customers,

Three of these platforms that I'm familiar with in this category are TradeMaven
{(www.trademavenllc.com), Strategy Runner (www.strategyrunner.com), and NinjaTrader
(www.ninjatrader.com). In my experience they are all fantastic leaps in trading technology.
TradeMaven is memory-intensive and can slow down & user’s computer, so it is important to
have a fast, stand-alone system when using this. Strategy Runner is also good, and I used it
for a while, but it does charge a per-trade fee that can quickly add up. NinjaTrader has a jow
monthly fee and is easy on system resources and also has a smal per-trade fee. This is the
one that [ currently use. Figure 3.3 shows how it works.

Figure 3.3 illustrates a shot of the “Strategy Manager” window, where traders can enter
in their predetermined trade entry and exit points. The Strategy Manager is open and the
Position Strategies tab is selected. The strategy that is highlighted is called TradeTheMarkets,
which is a strategy I created. In the position type box (Pos Type), | have selected the bottom
choice (Stop/3T). This means that this strategy will have three profit targets and one stop
order. In other words, T can buy six lots of the E-mini S&Ps and scale seH out of my position
two lots at a time, at predetermined exit points. The details are entered in the middle of the
screen. For this trade, when I get in long or short, the software will automatically place a 2-
point stop, and it will automatically place orders so that I can scale out of two contracts when
I’ up one point, another twe contracts when I'm up two points, and the final two contracts
when I’'m up three points. In addition, once I am out of my trade, the open stop order is auto-
mafically canceled.
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FIGURE 33
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This screen focuses on my “target exit strategy.”” My “stop exit strategy” is different,
and you can see that a stop strategy called “JohnCarter™ is selected. (See Fig. 3.4.)

The “Stop Strategies” tab alfows the trader to create a single stop or a trailing stop. The
trailing stop will automatically move based on the parameters put into this screen. As the var-
ious profit targets are hit, the stop loss will move up a specified amount, ensuring that an
increasing portion of any profits are protected.

Traders may have just one setup that they use, or they may have half a dozen or more
that they have created over the years. Each setup that a trader uses should have a different set
of rules for exiting the trade. Some of the setups may utilize a 3:1 risk reward ratio (risking 1
point to make 3) while others utilize a 1:2 nisk reward ratio (risking 2 points to make 1). Some
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FIGURE 34
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of the setups may vse trailing stops and multiple targets, and some may have stationary stops
and single targets. All the various exit and stop strategies can be created for each setup, on
each market in which it is going to be utilized, and matched together. Once these are all cre-
ated, all traders have to do is tell the software which setup they are about to take, on which
market, and then focus on the entry level. Once they enter the trade, the software does the rest
of the often very tedious and error-prone work. What is also nice is that a trader can have a
couple of plays running simultancously in different markets and not get frazzled watching
after all of them, This type of technology automatically brings discipline and focus into the
trader’s life and generally makes the trading day smoother and more deliberate, leaving a
trader refreshed at the end of the day instead of worn out.
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FIGURE 35
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What is also nice 1s that, once the trade is placed, all these orders are easy to follow and
are marked visually on a screen of the market being traded.

In Figure 3.5 the screen shows that an order was filled for six contracts on the E-mini
S&Ps at 868.75. The total nomber of contracts being traded is displayed at the top of the col-
umn. On the left side of the column there are the three profit target orders, two contracts each,
placed at one, two, and three points above the entry price (869.75, 870.75, and 871.75, respec-
tively). Down below the entry price is a stop order for six contracts at 866.75, which is two
points below the entry price. A single mouse click was vsed to place the market buy order at
868.75. All these other orders were simultaneously and antomatically placed by the software
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as specified in the selecied strategy. In addition, since these are OCO orders (one cancels the
other), as each profit target is reached, the stop loss is reduced by the appropriate number of
contracts and trailed accordingly. ’

This represents the new generation of trading software, and al} traders should sericusly
consider such a system. Many brokers do not offer these features. For example, 1 love
TradeStation’s charting ability, but its order execution is a little behind the curve in regards to
this type of trading technology. They are working on it, to be sure, and they may have canght
up by the time this book is released. For now, it is software programs like NinjaTrader that
are leading the pack.

OPINIONS ARE LIKE BELLYBUTTONS;
EVERYBODY HAS ONE

This section isn’t about recommending good financial market subscription services that are
available. 1t’s about how to treat them. There are many market-related services, newsletters,
and internet chat rooms that are operating today. These services typically offer opinions on
the markets, and they usually charge a fee for accessing their information. They offer thoughts
on market direction and, sometimes, specific market picks. 1 used W be a newsletter junkie,
and still am to some extent. These days I'm much less interested in individual opinions and
am more interested in Web sites that offer a quick synopsis of the current state of the markets
through a variety of technical data. To that end, one of the best sites on the Internet is Decision
Point, run by Carl Swenlin (www.decisionpoint.com). Ths sue allows traders 1o get a quick
feel for the markets and offers an endless amount of drill down detail, which 1 like to peruse
on Sundays. I’s the best $20 a month ever spent. | also like to read comments by John
Mauldin in his weekly newsletter, Thoughts from the Frontline (www.2000wave.com). His
writing is lucid, far reaching, and entertaining. My favorite newsletters for staying on {op of
world economic trends, particularly Asia, are found at www.gavekal.com. The founders are
Anatole Kaletsky. Charles Gave, and his son, Louis-Vincent Gave.They have offices in vari-
ous parts of the world, stay on top of what’s going on economically, and actively discuss
implications and trends, and they write about ail of this in an entertaining and interesting way.

I also find it useful to read and balance the views of the people who think the Dow is
going to 3,000 versus the views of the people who think the Dow is going to 30,000. There
are both rational and ridiculous arguments lor both cases. 1 personally doni’t have an opinion
where the stock market is going to be by March 27, 2023, I"m more focused on where it is
going to be by the end of next week. Also. it is important 1o take these views with a grain of
sale. With Wall Street, if everyone is expecting the same thing to happen, then it’s not going
1o happen. It is certainly important to stay on fop of the major trends affecting the world today,
namely, an aging population, rising crude oil prices, and the explosive economic growth of
China and India. These are real trends that affect nearly everything in our lives, Where there
are trends, there are opporiunities w0 make money.

The main thing to keep in mind 1s that everyone is offering an opinton, especially if it’s
regarding a specific trade recommendation. The writer may sound absolutely convinced it is the
best trade on the planet, and this conviction can easily pass into the brain of the reader. The bot-
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tom line is this: If traders take a recommendation from a subscription service, they still have to
set appropriate risk parameters and decide how much they are willing to lose on the pick. Just
because a guru thinks the market is going to crash doesn’t mean that it is going to. Pve heard
more stories about people blowing out their accounts because “they put it all on a newsletier rec-
ommendation,” There is a tendency for traders o feel more confident in a wade because it is
being recommended by somebody else. A tip! In reality, it’s just a trade setup like any other, and
it is important that a trader not get lured in with a false sense of security that this particular trade
is going to work out exactly as planned. Whether traders found a setup for themselves or
whether they are following a trade setup recommended in a newsleiter, the ultimate responsi-
bility is on the trader. Don’t get overconfident just because you read about something online.

ESTABLISHING PRIORITIES: IF YOU ARE GETTING
INTERRUPTED DURING THE FIRST TWO HOURS
OF THE TRADING DAY, iT IS YOUR FAULT

1 talk more about this at the end of the book when I discuss the business plan, but it does ouch
a little on technology here. The bottom line is that a trader needs focus and concentration in
order to be successful in this business. The most critical hours in the stock market are gener-
ally the first two hours of the trading day. This is where most of the setups occur. It is up to
the traders 10 communicate to colleagues, or, if they are trading from home, to their spouse
and children, that they cannot be disturbed. When I am trading, 1 am not checking e-mail, 1
am not answering the phone, and 1 am not accepting upinvited visitors. i my wife wants to
be dropped oft at the gym before the trading day starts, she knows the deadline. If she lets me
know after the deadline, my answer is always the same, “Honey, you know I love you. The
trade is on.” Chick. (1 vsually remember tlowers on those days.)

It can be hard to communicate things like this directly. You’ll find it is helpful o write
out a fully developed trading plan and then share it with the people in your life. Once they
understand that this is important to you and that you are serious, they will generally respect
any boundaries that are clearly outlined in what they are reading.

In terms of communicating with people throughout the day, for anyone who deesn’t uti-
lize instant messaging software, this is an incredibly efficient way to stay in touch. People can
call at exactly the wrong moments during a ttade. With instant messaging, people can type in
a question and the traders can get back to them at their leisure. Jnstant messaging was built
for traders. This is free software, and I utilize the three most popular programs: MSN, Yahoo,
and AOL.. 1 also utilize a software program called Trillian {(www.ceruleanstudios.com) that
ties all three of these together into one application. The key with instant messaging software,
however, is to block everybody except for people traders have specifically permitted to their
list. If everyone knows yob are online, then everyone will bug you. Instant messaging for
traders is appropriate between their brokers and other traders. It is inappropriate for anyone
else who could interrupt a trader’s workday, and this includes family members and clients.
There are very few people who are on my list, but they are all important 0 my trading day.
My wife did make the cut, however, and it has proved to be a useful way to stay in touch when
the markets are moving.
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WHY WATCHING HARRY POTTER ON DVD AFTER
12 NOON EASTERN IS BETTER THAN WATCHING CNBC

I am bringing this up because I"ve seen too many traders who quit their jobs and follow what
I call the “"CINBC setup.” They are excited becanse they are able to finally trade fulltime. They
feel they've been at a disadvantage all these years, getting quotes from the Internet, sneaking
trades onto their computers in between meetings, and hearing about key news events only
after the markets have already closed. So what do they do? They plop 2 TV down right next
to their computers, turn on CNBC, and glue themselves to the screen. looking for trading
opportunities.

CNBC has a very specific job: (o provide enough entertainment to viewers so they tune
in and watch. With a lot of people watching, the network makes more money from the com-
mercials. [t's as simple as that. CNBC is fun to watch, and when things get serious, it does a
great job of reporting. | found out about 9/11 as it unfolded live before my eyes from Mark
Haines. I flipped to some of the other channels, but ended up parking it onn CNBC that day
because it did, hands down, the best job reporting about . Who can forget Maria Bartiromo
reporting about the event, covered in ash and soot just after the first building collapsed? It was
a gut-wrenching experience to watch, and the reporters and the network did a great job.

That said. traders must realize that they cannot make a living “trading the news” off any
financial news channel. By the time 1t appears on television, i 1s way too late to react. Trading
floors have already heard the news, and by the time it makes i to the public, the floor traders
are clusing their positions, ideally to suckers who just saw the headlines. 1f anything, CNBC
can be used as a fading wol—taking the opposite side of the news. Once it runs out of stories
and starts repeating the same things over and over, I turn down the volume and either turn on
a commercial-free music radio station or, once in a while, plop in a DVD. Who can pet tired
of watching Gladiator?

Traders who do this for a Hving spend their days waiting for specific setups to take
shape. Yet one of the biggest weaknesses for most traders is a need to be in every move. If the
markets start running away, many traders just can’t help but jump in. fearing they may be
missing something big. This is a fatal flaw that will roin any traders who can’t control this
habit. If there 1s anything I can hammer into your brain as you are reading this book, it s this:
It is okay to miss moves. Professional traders miss moves; amateur traders 1y to chase every
move. By listening to music or keeping a DVD on in the background, traders have something
to pass the time while they wait for their specific setup to take shape. This makes them less
prone to impulsively jump into trades just because they are bored or because they can’t stand
missing out on a move. The goal is not to catch every move in the market. The goal is o take
the specific setups that a trader has outlined as a part of their business plan. Otherwise he or
she 1s just a gunslinger. and sooner or later all gunslingers get killed.
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I wrote this chapter specifically for stock traders who have never ventured beyond
these borders into the world of bonds, stock index futures, currencies, grains, gold, oil, and
so forth, My goal is to provide a straightforward guide to these markets from a trader’s per- -
spective. I do not try to talk a person into trading these markets—more individual traders get
caten for lunch in these markets than anywhere else (which of course provides numerons
trading opportunities). [ also do not attempt to discuss how all these markets interact with
and influence one another on a global level, That wounld involve a macro discussion of how
the world works and is not within the scope of this book. 1 just want o show you how I frade
them for a living.

For people who are interested in a more macro view of how all the financial mar-
kets are tied together, the upcoming trends these interactions are creating, and how to
get positioned for these trends, pick vp a copy of John Manldin’s book, Bull’s Eve
Investing (John Wiley and Sons, 2005). John shows the trader two important things with
this book: first, what to expect in the years ahead and how to prepare for it. He does this
with a unique perspective, as his sources of information are extremely far reaching.
Second, for people who realize they should have a portion of their funds managed by a
professional, John takes the reader through a process of how hedge funds work, finding
the right funds, and how to perform due diligence. It’s a great book with fascinating
research.

For traders who are already readily familiar with these other markets, feel free to
skim through this chapter and move on to the next—though I would read the next sec-
tion as well as the part that compares trading the mini-sized Dow (YM) to the E-mini
S&Ps (ES).

Although I say in the introduction I won’t be focusing on basic trading terminology
such as uptrends, | do want to explain the other markets outside of stocks that I reference
in this book. The reason for this is that most traders I've met are stock traders only. Some
might have a little experience with the E-mini futores, but for the most part the focus is on
actual stocks and that’s it. To put this in perspective, there are roughly 25 million stock
brokerage accounts in the United States. There are only 450,000 futures accounts, For peo-
ple who are familiar with only stocks, contracts such as the 30-year bond, soybeans, S&Ps,
euro, and gold often seem nebulous, scary, and out of reach. But are they?

Figure 4.1 shows a very good reason for knowing how all these various markets work,
and that reason is as follows-—there are always going to be some markets that are trending
and some that are stuck in a trading range. In general, trending markets provide more trad-
ing opportunities. While the figure shows a range-bound Dow over most of early 2005, the
30-year bonds were in a clear, tradeable downtrend, and the gold, euro, and soybean mar-
kets were in clear, tradeable uptrends. Although the mini-sized Dow (YM) is one of my
favorite markets to trade, there are plenty of times when it is stuck in a trading range, going
nowhere. Although Figure 4.1 is based on a daily timeframe, this same thing happens on all
intraday time frames as well. While one market is chopping, ancther market is trending. |
have setups for both types of markets that I review later in this book. While choppy mar-
kets do provide specific setaps for traders to take, these are scalp trades only, generate more
transactions and thas increase costs, and won’t result in a potentiatly bigger move available
in a trending market.
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MARKETS ARE A REFLECTION OF THE PEOPLE
WHO TRADE THEM: IS YOUR COMPETITION
WIRED ON STARBUCKS OR METHODICALLY
FILLING IN A CROSSWORD PUZZLE?

In addition to traders exposing themselves to a wider variety of potential trending markets, it’s important to at
least understand how these other markets work for three reasons. First, these other markets affect stock prices.
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A lasting rally in bonds can force large funds to start buying stocks in order to readjust their
allocations. A surge in oil prices can place downward pressure on stocks. Rising lumber and
steel costs can hurt some companies’ earnings while help others. Second, there are going to be
times when the stock market is dead in the water, and these other markets will provide oppor-
tunities for traders to continue making a living. Third, each market has its own personality.
Traders who have been exposed only to stocks are betting it all that this is the market which
best suits their personality. There may be another vne out there that fits like a glove, so to
speak, which makes the traders’ job that much easier.

In the end, all charts and all markets are the same. They always have been and they
always will be, because all chart patierns depict the same thing—emotional reactions and
decisions made by human beings, Even if it is a mechanical system that is making the trades,
it was still written by a human. A trader is always trading other traders, no matter what the
market.

Yert each market is made up of different types of traders. What are these traders like? If
they are S&P traders, then it's pussible they are wired on Starbucks and are super aggressive.
If they are trading bonds, it’s possible they are busy methodically filling in a crossword puz-
zle in between trades. If they are trading corn, it is possible that they are napping at their desk.
Which type of trader would you rather trade against? Compete against? One of the key dit-
ferences between most successful traders and unsuccessful traders is this: Successful traders
are in markets where their personalities shine,

A stark example of this can be found in a friend of mine who trades 10-year notes. He
routinely makes just over seven figures a year trading this markel. A few years ago he got
bored and decided to start trading the S&Ps. He liked the excitement and the action, and
wanted 10 be a pant of that game. Result? 1t was a struggle from the first trade, and he lost
hundreds of thousand of dollars. Licking his wounds, he went back to trading 10-year notes
and making just over seven figures a year. Boring is not necessanly a bad thing. [ can’t
emphasize enough the importance of trading the right market for your personality.

Also keep in mind that many firms realize there are many newer traders out there who
are buying the latest software packages in order to “beat the markets.” These firms buy the
same software and use 1t to trade against the newbies. This is in addition to these firms hav-
ing a full-time research staff and access to tons of information. These types of firms usuvally
focus on the S&P futures. Are you prepared to trade against these guys in the S&Ps and make
a living off their occasional nmistakes and bad judgment?

I started off as a stocks and options trader. 1 liked these markets, did wel] in these mar-
kets, and continue to trade in these markets. However, 1 was always curious about the other
markets that were available. For a long time I didn’t do much about this coriosity, Why?
Frankly they seemed scary. Yet [ really just wanted to see how these other markets worked
and at least to see how 1 did trading them. Maybe I would find something I liked better than
stocks. However, 1 felt thar futures and foreign exchange currency trading (forex) were soited
only to traders sitting behind a desk at a large bank or institutional trading firm, so it took me
a while to finally venture into these markets. This isn’t so much the case today becavse these
markets have become more accessible. Ironically, however, some of these same institutional
traders now visit me at my offices to learn the various trade setups [ utilize 1n these markets,
They had no problem trading these instruments with the firm’s money, but when they left to
try it with their own money, the psychological factors kicked in and they struggled.
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I eventally worked with some traders in these markets in the mid 1990s, and they helped
to strip away the myths, showing me how these markets worked and how to reduce risk and
create solid trading opportunities. In my search to ondeistand the futores and forex markets, [
had to pull bits and pieces together cver the course of several months from different scurces to
finally understand how all these trading instruments worked. Most of the information was elu-
sive at best—a more apt description would be worthless. I never was able to find a consistent,
easy-to-understand surmmary that told me all | needed to kmow about trading these instruments,
and this process was frankly frustrating and annoying. As a trader, [ just want to know the
basics—how do | trade them, how much money do 1 need to trade them, and how does the price
movement affect my P&L? T'll use the rest of this chapter to create the summary information
I wish I'd had then. In the end, I'm glad 1 tried these other markets out, as it is these other mar-
kets that allowed me to make the jump to trading fulltime for a hving.

FUTURES 101

Think of this as a guick blurb designed to help a trader better understand the futures markets.
This account is by no means comprehensive—there are entire books written on the subject.
However, to an individual who has traded only stocks, the futures markets are probably a
mystery and maybe even a little menacing. Yet traders who have already learned the impor-
tance of strict money management will appreciate what futures trading has to offer. Typically,
once people try trading futures, they simply stop trading stocks. The ease of entry on both the
fong and the short sides, ability to focus on a few markets instead of hundreds of stocks, and
the lack of market maker games makes ther a refreshing change from the world of stocks.
Let’s begin.

First off, there are many types of futures contracts. A person can trade anything from
copper to coffee, from stock indexes to silver, or from pork bellies to palladium. It’s not
important to worry about most of these contracts in the beginning, but it is important to under-
stand a core group of these contracts and how they work, 1 know many traders who focus only
on one of these comracts and are doing quite well. However, it took them time 10 find the right
market and the right setup within that market that was best suited 1o their persenality. This
can be an often long and perilous journey. but once they found the right fit, they never looked
back. These are the main futures markets that I follow and trade outside of stocks:

Mini-sized Dow {(YM)

E-mini-S&P (ES)

E-mini-Nasdaq (NQ)

E-mini-Russell (ER)

Full-sized 100-0z. electronic gold (ZG)

Mini-sized gold (YG)

Full-sized 30-year bond (US—pit, ZB—electronic)
Ten-year notes (TY—Pit, ZN—electronic)
Soybeans (8)
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® Com {C)

® Wheat (W)

® Eurc currency (EC)

® Crude oil (CL)

® Mini crude oil ({QM)

® Various single stock futures (referred to later in the book as §SFs)

Note that some of these are mini and some of these are fullsized. The letters in paren-
theses next to-the names represent the symbol that is used to get a quote. There are full-sized
contracts on the Dow (DJ), S&P 500 (SP), and Nasdaq (ND) but these are pit-traded and I
prefer to trade the smaller mim electronic contracts. Why? Because orders from the pit take
lenger to process, and market orders often result in fills that, in the real werld, would result
in a search warrant.

The mims on these stock indexes have huge volume and great liquidity. The new full-
sized 100-0z. gold (Z(3) contract is a refreshing change from the pit-traded gold (GC) con-
tract. Again, 1 much prefer to trade the electronic version of these contracts over the pit-traded
versions. There are also mini-gold (YG) and mini-silver (YI) electronic contracts which are
good to trade. Pit-traded products like the grains are fine to trade. However, the trend is that
the volume is flowing out of the pit contracts and into the electronic contracts. The electron-
ics are where the action is, and that is where you want to be wrading.

To get charts on these, traders will have to instruct their quote vendor that they want o
add quotes from the CBOT (Chicago Board of Trade) (for the mini-sized Dow, bonds, 10-year
notes, gold, and grains), CME (Chicago Mercantile Exchange) (for the E-mini $&P, E-mini
Nasdag, E-mini Russell and euro), and NYMEX (New York Mercantile Exchange) if they want
guotes on oil and pit-traded gold. There is an “E~mim only” gquote feed that is cheaper, but a
trader will want the full version to get quotes on the full-sized contracts. It will cost around $80
a month for both full versions of the CME and CBOT. By the way, the word £-mini is branded
by the CME, which is why the YM is called the mini-sized Dow instead of E-mini Dow because
it trades on the CBOT, which is a different exchange.

IN A NUTSHELL—WHAT TRADERS NEED TO KNOW

When traders buy a futures contract, they are not physically buying anything. This is simply
a way of participating in the price movement of the market of their choice. If they think a mar-
ket is poing to move 10 points, they can buy a futures contract, long or short, and make money
on the move f it goes in their direction. They can also obviously lose money on the move if
it goes against them. Also, if they own a stock index futures contract that expires, they are not
going to get a bunch of stock certificates dumped on their doorstep. The expired contract will
be converted to cash, and they will see the cash deposited in their account. Other contracts
like soybeans are “deliverables.” meaning that a person can be the proud owner of 5,000
bushels of soybeans per contract upon expiration. Is this really a worry? Brokers never like it
when a contract expires in a trader’s account. They will call and badger a trader to get them
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to close it out, so there is little worry of forgetting. If for some reason it still happens, there
won't be a truckload of soybeans dumped on your doorstep. It’s all handled on the brokerage
end and people there can get the account back to normal.

For price movement, if a trader has one contract in the E-mini S&P futures, for exam-
ple, and it moves one point (i.e., from 1032.75 to 1033.75) that translates into $50 on his
P&1.. For the Nasdag, a one-point move equates to $20. For the mini-sized Dow, a one-point
move is $5. Therefore, if a trader buys three E-mini S&Ps and catches a two-point move, that
is $50 X 2 points ¥ 3 comtracts = $300. There is leverage here, indeed, but it is more man-
ageable than most people think. Where traders get in trooble is when they trade too many con-
tracts in relation to their account size, something I talk more about later. By the way, when
the S5&P moves a point, the Dow moves roughly 10 points, so these two contracts are nearly
tdentical to trade. 1f traders say they just made 50 points in the YM {(mini-sized Dow) that is
Just like making 5 potnats in the ES (E-mini S&Ps).

Figure 4.2 shows a mini-sized Dow trade with 10 contracts. The chart reflects a 27-
peint move., which is worth $1,350 o a trader’s P&L. T summarize all these contract spec-
ifications for bonds, euro, soybeans, and so on, at the end of this chapter. Of course, these
price fluctaations go both ways so money management 18 the absolute key 1o trading
futures. It is imperative that traders know their stop before they enter the trade, and that they
stick to it and not play any psychological games. In futures, as in stocks, hoping and pray-
ing can, and does, lead to ruin. However, the nice thing about futures is that they are so
quick and the fills so clean that a trader can get stopped out, and then a few moments later
get right back in. A trader can’t be afraid to take small losses, pertod. Reentry is only a
comImission away.

In addition. electronic contracts were set up specifically for traders: They are super lig-
uid, and fills are instantaneous. There are no market maker games such as those that happen
daily with individual stocks. And with electronic contracts a trader is out of the pit, where out-
siders can sometimes be treated little better than a cockroach. Here are a few other things I
like about futures:

® [f traders think the market 1s going to break out, they can buy a stock like INTC
{Intel Corp) and watch it sit there while the market roars on without them. They
were right on the market—but their stock pick didn’t move with the market. With
the stock index futures, a person is trading the marker instead of warching the mar-
ket. 1t is what it 1s.

® A trader can short on a downtick-—this makes a huge difference in trying to get
filled during a breakdown. If traders try to short the stock KLAC (KIL.A-Tencor
Corp) “at the market” on a breakdown, they may not get filled for 20 cents until it
has an uptick. If they short the futures “at the market” on a breakdown, they geta
quick £l at the current market price. Recently this is becoming less of an issue as
the exchanges continue 1o see the wisdom of allowing more and more stocks 10 be
shorted on downticks.

® ] used to be a big trader of OEX (S&P 100 Index) options for day trades. After
trading futures, I stopped trading QEX options. The spreads and premiam of OEX
optiens now look ridiculous. Where else can a person be dead right on an intraday
move and still lose money? The OEX options market! Although 1 do use OEX
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options for swing trading, I wouldn’t day-trade them with my mother-in-law’s trad-
ing account. Not when the mini-sized Dow and E-mini S&P futures are so clean
and efficient.

® A person can do most of his trades “at the market” and get good fills, unlike stocks
and especially unlike options.

® For stocks, a person needs $25,000 to day-trade. For futures a trader can open an
account with $5,000 (or less) and day-trade. There are no day-trading rules or clas-
sifications. That said, I recommend that people start with a larger-sized trading
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account, but 1 also realize that everyone has to start somewhere. My first trading
account was $2,000. Can people guit their job and open up a futures account with
$5,000 and trade for a living? Absolutely . . . not. I 1atk more about this later,

To buy one of the futures contracts discussed in this book, traders generally need about
$2.000 in their account. This varies by broker, and can be lower, but this is an average. This
money is called margin, and a trader can think of it as placing a 4 percent down payment on
a $50,000 house. By placing the down payment, the trader controls the house, so to speak,
and benefits from any price increase, and loses on any price decrease, on the house itself. So
if traders have a $10,000 account, they can buy five mini-sized Dow contracts (five $30,000
houses) and sometimes more by utilizing lower intraday margin rates. However, for money
management purposes, [ heartily recommend giving some thought to how many contracts are
traded in an account. This is a critical part of your trading plan, and something 1 discuss in
more detail at the end of the book. You can certainly choose to trade five contracts in a
%10.000 account. You can also choose to visit India without getting any shots in advance-—
but that doesn’t mean it’s a good idea. (My assistant, Priyanka, is from India, and she keeps
daring me to visit.)

I typically {rade one contract for every $10,000 to $15,000 that is in my account. This
way the account swings will not be as severe, and 1 can trade with a level head. One trader
friend of mine trades one contract for every $50,000 in his account. He makes money and is
never stressed out. Conversely, I've seen programs that say to take a $5,000 account and trade
five contracts, and by doing this a trader can make six figures a year. This is insane, and
traders would be better off donating that $53,000 to charity, because they will lose it afl trad-
ing it that way. There are few guarantees in the futures industry, but losing alt of your money
trading with this much “maxed out” margin is the one sure bet available 1oday. Other key
points about futures:

® There are also now futures available on stocks. Called single stock futures, they are
great to use as swing trades in combination with index futures. Although some of
the symbols have low actual volume, the “real volome” is based on that of the
underlying stock. (1 talk more about single stock futures in the chapter on propul-
ston plays.}

& With futures, at the end of the year traders don’t have to list each individaal futares
trade like they would have to do with stocks for their tax return. They get a 1099
form from their broker with their total profit or loss for the year. All they have to
put on their tax return is that number on the 1099. That is much easter and much
fess ime consuming than listing every trade. Tax treatment 1s also favorable. For
stocks, a trader has to hold them over a year to get classified at the cheaper “long-
term gain” rate. For futures, a trader gets a 1099 that says, for example, $20,000 in
gains for the year. Of this, 60 percent of the money is treated as long-term gains
{lower tax rate), and 40 percent at the short-term rate. This is the 60/40 rufe. This
rule holds true even if you go flat at the end of every trading day. This applies to all
futares contracts except single stock futures, which are treated as stocks in this
regard.

® [t is possible to trade futares in an IRA or retirement account through a trust com-
pany. 1 don’t recommend this unless traders have already developed a proven track
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record in their own speculative accounts. And, if this is the case, T recommend that
they then allocate no more than 15 percent of any retirement funds to these vehi-
cles. Traders have no business starting out in futures using their retirement funds,
This is bike deliberately choosing to go into battle without a bulletproot vest, or, for
that matter, a weapon.

Each stock index futures vehicle has four contracts that are traded each year: March
{H), June (M), September (L)), and December (Z). A trader will want to trade the closest
month, because that is where the volume is concentrated. For example, if today is February
15, 2005, then the closest month is the March 2005 contract. To get a quote for the March
2005 contract on the mini-sized Dow, a trader would enter in the symbol, month, and year. In
this case, that would be YM (symbol), H (month = March), 05 (year = 2005). The full sym-
bol would be YMHO5, This is for TradeStation. For eSignal it would be YM H3. Each guote
service is a little different. When one contract expires, just start trading the next contract out.
The four times a year that the contracts expire are always a little goofy.

Just remember that although the E-mini futures expire the same day as options expira-
tion, on the third Friday of the month they are being traded in, the volume actoally jumps into
the next contract month on Thursday of the preceding week. For example, in March 2005
options and futures expiration was on the third Friday, which was March 18, The volume
Jumped imo the June stock index futores contracts on Thursday, March 10. Bonds actually
switch three weeks early. Each contract is a little different. If traders aren’t sure, they just need
to ask their broker, write it down, and put it next to their PC. Also, becaose these are futures
contracts, there is always a price difference between two contracts. While the March 2005 con-
tract will say 10686 for the mini-sized Dow, the June contract will say something like 10698.
A trader shouldn’t be confused by this too much. Futures contracts really are based on “future
prices,” which accounts for the difference. Just remember that each contract is its own entity,

Also note there is usually a 10- to 20-point difference between the mini-sized Dow
futares price and the Dow Jones Industrials cash price. There is a very complicated explana-
tion for this, involving “basis”™ and “future price projections™ and so on that are not really
important to the short-term trader, It’s just something to be aware of so traders don’t think
something is wrong with their quote systems.

That sums up the basics with regard to the mechanics of trading futures. The key is just
to get contfortable with a futures execution platform and how it works. Buying a mini-sized
Dow contract is just like buying IBM (International Business Machines) or GOOG (Google)
in terms of mechanics. 1 also recommend starting off trading one lot at a time. A new futures
trader will make mistakes, and a mistake on one lot is much cheaper than a mistake on ten
lots or more. A trader who has never vsed a futures broker before should talk with other
traders to check out rates, levels of service, and so forth. On the Web, you can check
www.razorfutures.com for a list of different trading platforms and execution systems.

THE MINI-SIZED DOW VERSUS THE E-MINI S&P 500

Now that we have covered Futures 101, I'd like to review some of the basic differences
between the mini-sized Dow and the E-mim S&P. I'm focusing on these two contracts
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because, in my experience, these are going to be the contracts most of the people reading this
either currently trade or will consider trading. I do trade both contracts actively, but the mini-
sized Dow does have a few advantages over the E-mini S&P that I want to point out. This
applies even more for newer traders.

. THE YM Has Better Spreads Than the E-mini S&P
i and E-mini Nasdaq

The mini-sized Dow (YM) has the same specifications as the popular E-mini S&P (ES) contract:

® One point in the E-mini S&P equals about ten peints in the mini-sized Dow.
® One point in the E-mini S&P equals $50; ten points in the mini-sized Dow equals $50.

Figure 4.3 shows movement on the Dow and S&P over exactly the same time frame. The
Dow has moved 13 points lower (from the high at point 1 to the low at point 2}, and during this
same time, the S&P has moved 1.5 points Jower. The Dow moved lower in 13 one-point incre-
ments. However, the S&P made a similar move in six quarter-point increments. To break this
down more simply, when the Dow moves 10 points, it does so in 1) one-point increments.
When the S&P moves an equivalent one point, it does so in foor quarter point increments, This
is a 60 percent difference in the spread. People who are trading the YM over the ES are putting
that spread differential right into their pocket, Commissions and spreads are a cost of doing
business, and anything that can be done to reduce costs will improve a trader’s bottom line. The
spread on the NQ is even wider than on the ES.

Another interesting phenomenon is that nearly all setups on the ES also can be executed
identically as the YM. In fact, [ often warch the ES for trade setups, and then take them on the
YM. However, by using the YM instead of the ES on these setups, a trader will get picked off
on stop runs less frequently. Why is this? It goes back to the spread. A Z-point stop on the ES
is the same as a 20-point stop on the YM. There are many times when the ES will run 2 points
on a stop run, and this moves the YM 18 or 19 points, missing the stop. The YM has 12 extra
places to place a stop or target over the ES in a 20-point move. Because of this, I prefer to do
my pivot trades almost exclusively in the YM.

LIQUIDITY IS KING

When the mini-sized Dow first came out, it was trading very little volume, However, the con-
tract caught on fast, and today it rades volume in the six figures nearly every day. The ES is
still the big boy when il comes to volume, This is something to consider for some traders.
There are wraders who are doing a lot of size, or are trading extremely fast, and the extra vol-
ume in the ES is going to be a benefit. For most individual traders this is not an issue.
Although perfect for the smaller retail trader, the YM has caught fire and now has the liquid-
ity to move size. In trading, volume begets volume, and the YM will continue to expand even
meore as traders, commodity trading advisers, and managed funds take advantage of the trad-
ing advantages of this contract.
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Staying on the Path of Least Resistance

A trader can watch the 30 stocks in the Dow to get a very good idea of how the index is act-
ing of is going to act. I like to place all 30 Dow stocks in a window and have them automat-
ically sorted from strongest to weakest each day on a Net % Change basis. Getting a feel for
all 500 stocks in the S&P 500 at a glance is impossible. By doing this with the Dow, I can
look at my sorter list and see at a glance that, for example, 26 out of the 30 of the stocks are
red (down on the day).




CHAPTER 4 Markets 101 —Understanding the Basic Mechanics of the Markets Discussed in ’lhi_s Book 67

Figure 4.4 shows all 30 Dow stocks sorted from worst to best on a Net % Change basis.
I can walch the list and see that 4 stocks are up on the day at this moment in time, while 26
stocks are down on the day. Later in the day I might see'that 1§ are up on the day and that 19
are down on the day, and I can 1ell at a glance that the Dow is getting stronger—even if the
index 1s still chopping around, Tf the individual components of the Dow are getting stronger,
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the entire index will eventually make a run higher. This filter gives me a clean downward or
upward bias to the market as | can watch more stocks going red or going green, as the mar-
kets start to fall apart or try to improve. This type of “at a glance” analysis s very difficult to
do with 500 stocks that make up the S&P 500 index.

Also, with the Dow components, it is easy to see which ones have more weight. 1f CAT
(Caterpillar, Inc), IBM (International Business Machines), MMM (3M Co), and UTX (United
Technologies Corp) are all down on the day, this is going tc have more of an impact on the
Dow than if INTC (Intel Corp), SBC (SBC Communications Inc), PFE (Pfizer Inc), and HPQ
(Hewleu-Packard Co) were alt down on the day.

Figure 4.5 shows a listing of all of the Dow stocks and the current percent weighting
each has within the index. Again, this would be very difficalt to do with all 500 stocks of the
S&P 500.

Easier to Trade Than Stocks

If traders currently are in an individual stock, they can have all kinds of outside influences
move the price. Maybe insiders are dumping their own stock. Maybe an analyst has just
issued an upgrade while the analyst’s trading department is dumping shares off to an unsus-
pecting public. Maybe the company is giving positive forward guidance as its last hope to
stave off bankraptey proceedings. The factors affecting an individual stock are endless.

However, when investors in general want to sell stocks, the Dow reacts by heading
south. If they want to buy, the Dow spurts green. The “Dow effect” encompasses individual
investors, hedge funds, program traders, and arbitrage traders. In addition, the Dow moves
actively in all buy and sell programs. It is supply and demand at its finest, and this is what
makes the mini-sized Dow futures contract such a great instrument to trade. Even better,
while an individual stock may be halied, the ¥ M trades on. Even on days where the YM could
reach a daily price limit-which is currently a 10 percent move in the entire index—this could
still be offset in the cash market using the Dow Exchange Traded Funds (DIA). If traders have
a stock halted that they own, there is nothing to do but wait——generally for pain.

Newer Traders Do Better with the YM

It is not an assumption that new traders do better with the Y M. This is based on my obser-
vation of watching hundreds of traders go through a process in which they move from trad-
ing stocks and jump mto the futures markets, They start trading the ES, and they lose
money. Then they switch to the ¥YM, and things start taking shape and they make money.
I've even watched newer traders start off in the YM, and then try the ES, then the NQ, and
then the ER—and they always come back to the YM. Why is this? Part of the reason is psy-
chotogical-—it just sounds better to take a 13-point profit as opposed to equivalent 1.25
points in the ES. I"'ve watched ES traders let a “small” 1.25 profit tum into a loss, whereas
a YM trader with an equivalent 13 points will antomaticaliy and unhesitatingly sell off a
couple of contracts in order to cash in some profits. Finally, it is important to realize that
the best traders in the world are trading the ES. As a newer trader, it is not the best idea to




ing other traders.
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FIGURE 453
COMPANY NAME SECTOR SYMBOL % WEIGHTING
13M Co Diersified Industrials MMM 60455
2 Alcoa Inc Aluminum Al 2 1499
3 Altria Group Inc Tobacco MO 4 6293
4 Amerncan Express Co Consumer Finance AXP 36151
5 American International Greup Inc Full Line Insurance AIG 36186
& Boeing Co Aerospace BA 4 1747
7 Caterpillar Inc Commercial Vehicles & Trucks  CAT 64027
§ Citigroup Inc Banks C 3 1691
9 Coca-Cola Co Soft Drinks KD 29389
10 £ 1 DuPort de Nernours & Co Commeodity Chemicals D 36101
11 Exxon Mobil Corp Integrated Oil & Gas XOM 4 3005
12 General Electric Co Diversified Industrials GE 25152
13 General Motors Corp Autorobiles GId 2 0887
14 Hewlett-Packard Co Computer Hardware HPG 1.5419
5 Home Depot Inc Home Improvement Retailers HD 26705
16 Honeywell Intermational Inc Dwersified Industnals HON 2 6279
17 Intel Corp Semiconductors INTC 16342
18 international Business Machines Computer Senvices IBM 64233
1§ Johnson & Johnson Pharmaceuticals JHJ 4 7479
20 JPMorgan Chase & Co Banks JPR 24325
21 McDonaid's Corp Restaurants & Bars MCD 22017
_ 22 Merck & Co Inc Pharmaceuticals MRK 22948
23 Microsoft Corp Software MSFT 171314
24 Pizer Inc Pharmaceuticals PFE 18573
_ 25 Procter & Gamble Co Nondurable Household Products PG 37365
_ 26 SBC Communications Inc Fixed Line Telecommunications SBC 16804
_ 2T 'United Technclogies Corp Aerospace UTX 7 1691
_ 28 Venizon Communications Inc Fixed Line Telecommunications VZ 24993
29 Wal-iviart Steores Inc Broadline Retailers WNT 34794
30:'Walt Cisney Co Broadcasting & Enteriainment  DIS 20298

£0 up against these people. i you are just starting out in Tai Kwon Do, do you want 10 spar
with a beginning white belt or an advanced black belt? The YM doesn’t have the same
intensity of the ES crowd. Remember, traders are not even trading a markel—they are trad-

This may seem hike I'm knocking the ES—!'m really not. It's an awesome coptract 1o
trade, and later in the book there are plenty of setups in which I utilize this contract. However,
this is a2 contract for professionals, and 1 do think it is better for newer and intermediate traders
to stick with the YM in order to improve their odds of success.
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CONTRACT SPECIFICATIONS—WHAT A TRADER
NEEDS TO KNOW TO TRADE KEY MARKETS

1 want to spend a little time going into the contract specifics for some of the markets I just
discussed. The most confusing thing about futures contracts for newer traders is that, unlike
stocks, each futures market has different pricing specifications and trades in different months.
This makes it tricky to figure out how much a move is worth to a trader’s P&L., and it is a pain
to try to figure out how to bring up a quote. (Note that I have listed all the month codes in the
chapter on propulsion plays, but I will also review sore of them here. )

If a stock trader is buying IBM or RIMM, each still works the same, even though they
are different stocks. A move of §1 in either stock has the same impact on a trader’s P&L.,
Unfortunately, that’s not how it works in the futures markets. Again, if you are already Famil-
iar with these, feel free to skim. My intention for newer traders is that you’ll be able to use
this as a quick reference guide now and down the road as you look at trading additional con-
teacts. Please note that all times discussed are based on the Easiern Time Zone.

Mini-Sized Dow (YM)}—the YM trades on the CBOT until 5:00 p.m. and reopens again
for trading a litthe over 3 hours later at 8:15 p.m. The contract months are March (H), June
(M), Septernber (1)), and December (Z). The YM moves in increments of one point, which
equals $5 per contract. Catching a 30-point move using one contract would equal $150.
Traders need around $2,000 in their account to be able to trade one YM contract. Although
this contract trades nearly 24 hours, I usually focus on it only during the regular cash market
session from 9:30 a.m. to 4:15 p.m. Quotes on TradeStation for 2005 contracts: YMHOS,
YMMO5, YMUO35, YMZ05. @YM is the continuous symbol. CQuotes on eSignal for 2005 con-
tracts; YM H5, YM M5, YM U5, YM Z5. YM #F is the continuous symbol. On eSignal there
is actually a space in the quotes as indicated. Confinuous means that the contract will auto-
matically change from March to June to September, and so on, on rollover days. For 2006,
just change the 05 to 06 for TradeStation and 5 to 6 for eSignal, and so on for following years,

E-mini-S&P (ES)—the ES trades on the CME until 4:15 p.m., then reopens |5 min-
utes later at 4:30 p.m. to start the next session. There is also a shutdown period from 5:30 p.m.
to 6:00 p.m. The contract months are March (H), Yune (M), September (U), and December
(Z). The ES moves in increments of (.25 points, which equals $12.50 per contract or $50 for
a full one-point move. A three-point move in the ES using one contract would equal $150.
Traders need around $2 000 in their account to be able to trade one ES contract. Although this
contract trades nearly 24 hours, I usually focus on it only during the regular cash market ses-
sion from 9:30 a.m. to 4:15 p.m. Quotes on TradeStation for 2005 contracts: ESHOS, ESM05,
ESU05, ESZ05. @ES 1s the continuous symbol. Quotes on eSignal for 2005 contracts; ES
HS5, ES M5, ES US, ES Z5. ES #F is the continuous symbol.

E-mini-Nasdaq (NQ)—the NQ trades on the CME until 4:15 p.m., then reopens 15
minutes later at 4:30 p.an. to start the next session. There is also a shutdown period from 5:30
p-m. to 6:00 p.m. The contract months are March (H), June (M), September (U}, and
December (Z). The NQ moves in increments of (.50 points, which equals $10 per contract or
$20 for a full one-point move. A three-point move in the N using one contract would equal
$60. Traders need around 32,000 in their account to be able to trade one NQ contract.
Although this contract trades nearly 24 hours, 1 usually focus on it only during the regular
cash market session from 9:30 a.m. to 4:15 pan. Quotes on TradeStation for 2005 contracts:
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NQHOS, NOQMO3, NQUOS, NQZ05. @NQ is the continuous symbol. Quotes on eSignal for
2005 contracts: NQ H5, NQ M5, NQ U5, NQ Z5. N #F is the continuous symbol,
E-mini-Russell (ER)—the ER trades on the CME until 4:15 p.m., then reopens 15 min-
utes later at 4:30 p.m. to start the next session. There is also a shutdown period from 5:30 p.m.
10 6:00 p.m. One of my favorite ways to use the Russell is as a leading indicator. 1t will often
time break down or break out before the other three indexes discussed above. The contract
months are March (H), June (M), September (U), and December (Z). The ER moves in incre-
ments of .10 points, which equals $10 per contract or $100 for a full one-point move. A
three-point move in the ER using one contract would equal $300. Traders need around $2,000
in their account to be able to trade one ER contract. Although this contract trades nearly 24
hours, 1 usually focus on it only during the regular cash market session from 9:30 2.m. to4:15
p.in. Quotes on TradeStation for 2005 contracts: ERZH05, ER2MO05, ER2UG5, ER2205,
, @ER2 i5 the continuous symbol. Quotes on eSignal for 2005 contracts: AB HS, AB M3, AB
U5, AB Z5. AB #F is the continuous symbol. I have no idea why these quotes are so differ-
ent from one another on these quote vendors. This contract is attractive as it has the largest
daily P & L range of the four electronic stock index contracts.

German DAX—I want to include a brief note on this index, because I've seen a lot of
press on this contract in recent months. (I'm writing this on March 29, 2005.) This is the
German equivalent of the Dow. This is a good market to trade, but it is not for beginners. I've
seen many traders who normally trade 10YM or 10 ES lots, which are interchangeable, jump
in the DAX and also wrade 10 lots. They heard it was like the Dow. because it bas a trading
range similar to the Dow, and it’s made up of 30 big stocks like the Dow, so they go ahead
and use a 20-point stop, just like they would on the Dow. When their stop is hit, they think
they should only have lost $1,000 but it ends up being $6,500. The bottom line is that the
DAX is a large contract. It trades in a similar range as the YM, but instead of $5 a point, it’s
worth 25 euros a point. Today (March 29, 2005) the exchange rate is 1.2937, which makes
each point worth $32.34. This is like trading a little over 6 YM or ES contracts. In the 10-lot
example, it would be the equivalent of trading 65 lots on the YM or ES. This is obviously
important to know. The DAX trades from 2:00 a.m, until 1:00 p.m. EST in the winter. With
daylight savings that changes from 3:00 a.m. to 2:00 p.m. EST. To get quotes on this contract,
you have to sign up for Eurex with your data feed, which runs about $9 a month. The con-
tract trades March, June, September, and December. Currently quotes are not available
through TradeStation. The symbol for the June 2005 contract in eSignal i$ entered in as fol-
lows: AX M5-DT. The CBOT is considering launching a $25 per point electronic Dow prod-
uct, which would make a nice replacement to the DAX.

Full-sized 100-0z. electronic gold (Z(;) and pit-traded gold (GC)—I’'ve talked a 1ot
about the stock indexes futures, so let me talk briefly about gold, By trading gold, you will
be in good company. No other market in the world has the universal appeal of the gold mar-
ket. For centuries, gold has been coveted for its unigue blend of rarity, beauty, and near inde-
structibility. Nations have embraced gold as a store of wealth and a medium of international
exchange, and individuals have sought to possess gold as insurance against the daily fluctua-
tions of paper money. Gold is also a vital industrial metal, as it is an excellent conductor of
electricity, is extremely resistant to corrosion, and is one of the most chemically stable of the
elements, making it critically important in electronics and other high-tech applications. That’s
all well and good, right? But as a trader, all I really care about is if the market in question pro-
vides good trading opportunities. Over the last several years gold has become a great market
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to trade with plenty of volatility and trending price action. The electronic contract trades on
the CBOT and the pit-traded contract trades on the COMEX (Commodity Exchange Center
Inc) division of the New York Mercantile Exchange (NYMEX), I personally switched overto ~
the electronic contract when it opened for trading in late 2004, but it is important to know
when the pit session is going strong. The pit starts trading at 8:20 a.m. and ends at 2:00 p.m.
The CBOT electronic version, on the other hand, trades from 8:16 p.m. to 5:00 p.m., Sunday
through Friday. The contract months for gold can get complicated. The official months are
“the current month, the next two months, and any February, April, Aogust, and October
falling within a 23-month period and any June and December falling within a 60-month
period.” For the setups [’m using, 'm looking at the front month or the next month out, which
means that every month is in play. The rest of the available wading months are for people
looking at hedging many years into the future. I like to establish trades in this contract during
pit session hours. Gold moves in increments of 10 cents, and each 1{} cents is worth $10 per
contract. A full $ move in the price of gold is worth $100 per contract. Traders need around
$2.000 in their accousit to be able to trade one contract. Quotes on TradeStation for 2005 con-
tinuous contracts are: @ZG and @GC.C. Continuous quotes on eSignal for 2005 contracts are
ZG#F and GC #F, Note that to get quotes on the pit-traded contract, traders have to be signed
up for COMEX data through their quote vendor.

Mini-sized gold (YG) —this is the same as regular gold, except that there isn’t a pit-
traded contract. Y trades on the CBOT and is one-third the size of the regular contract. A
€.10 move is worth $3.32 per contract. A full $1 move is worth $33.20 per contract.

Full-sized 30-year bond (US—pit, ZB—electronic)—interest rate futures were pio-
neered by the CBOT in 1975 in response 10 a growing market need tor tools that could pro-
tect against sharp and frequent swings in the cost of money. U.S. Treasury bond futures were
introduced first, followed by futures on 10-year, 5-year, and 2-year U.S. Treasury notes.
Over the past two decades, contract volume has exploded, reflecting the growth of the under-
lying instruments and profound changes in the marketplace. If you focus primarily on the
stock market, it is critical that you become familiar with bonds. The bond market dwarfs the
equity markets. Therefore, it ks important to know when money is flowing out of bonds or
into bonds. The bond markets and the stock markets also have an interesting refationship.
Sometimes they move directly opposite each other, during periods of portfolio reallocation.
This happens when huge funds have to sell stocks and buy bonds to readjust the percentage
of capital invested in each. During these times, new highs in the bond market lead to new
fows in the stock market, and thus bonds become a great leading indicator. The pit contract
trades from &:20 am, to 3:00 p.m., Monday through Friday. The electronic version trades
until 5:00 p.m. and reopens 3 hours later at 8:00 p.m., Sunday through Thursday. I always
trade the electronic version. The contract months are March (H), June {M), September (U},
and December (Z}. The bonds move in increments of 1/32, which is called a tick, and are
worth $31.25 per contract. 32/32 equals one full point, which is $1,000 per contract. Traders
need around $2,000 in their account to be able to trade one bond contract. Quotes on
TradeSeation for 2005 contracts: USHOS, USMOS5, USUGS. USZ05. @US is the continuous
symbol. Quotes on eSignal for 2005 contracts: ZB HS, ZB M3, ZB U5, 7B Z5. ZB #F is the
continuous symbol.

Ten-year notes (TY—pit, ZN—electronic)—10-year notes trade on the CBOT and
are the same as the 30-year bonds in terms of trading hours and trading months. The notes
move in increments of 1/64, which are called a tick. and are worth $15.625 per contract.
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Traders need a little less than $2,000 in their account to be able to trade one note contract.
Quotes on TradeStation for 2005 contracts: TYHO05, TYMOS, TYUO0S, TYZ0S5. @TY is the
continuous symbol. Quotes on eSignal for 2003 contracts: ZN HS, ZN M5, ZN U5, ZN 75,
ZN #F is the continuous symbol.

Soybeans (8)—my appreciation of the grain markets came about as an accident. | own
a 1.000 acre farm in Palisade, Nebraska, and because of that | started watching the grain
futures prices. I liked how they traded. and, once I learned about the contract specifications,
I realized they trade very similarly to the E-mini S&Ps and mini-sized Dow. Soybeans trade
in the pit from 10:30 am. to 2:15 p.m., Monday through Friday. There 1s also an efectronic
session that runs from 8:31 p.m. to 7:00 a.m. The symbol for this is ZS, but I don’t watch this
session or trade it. This is one of the few contracts I trade in the pit. Soybeans move in incre-
ments of % cent, and each ¥ cent is worth $12.50. A full cent is worth $50. This is just like
the E-mini S&Ps where they move in quarter-point increments worth $12.50, and a tull point
is worth $50. An 8-cent move in soybeans is just like an 8-point move in the ES or an 80-point
move in the YM and is worth $400. To buy one contract, a trader needs a little more than
$2,000. Quotes on TradeStation and £8ignal are just like the E-mini S&Ps, except they use S
instead of ES. Soybeans trade in September (1J), November (X), January (F), March (H), May
(K), huly (N), and August (Q). There are also mini-soybeans (YK), but I don’t trade them as
they are very small and illiquid. Spybeans are the most volatile of these three grains. They
generally trade in a range equal to 1% times the ES and YM.

Corn (C)—everything with corn is the same as with soybeans except the contract
months are December, March, May, July, and September. This is the quietest of the three
grains. A one-cent move is worth $30, just like soybeans. To buy one contract, a trader usu-
ally needs less than $1.000. Quotes on TradeStation and eSignal are just like the E-mini
S&Ps, except they use C instead of ES. It's generally a very steady market that trends well,
and its daily range is generally half that of the ES and YM. There 15 a saying in trading cir-
cles that goes, “If you can’t make money trading, then trade corn.”

Wheat (W)—everything with wheat is the same as with corn, and a one-cent move in
this market is also worth $50. One contract uswally costs under $7,000. Quotes on
TradeStation and eSignal are just like the E-mini S&Ps, except they use W instead of ES. The
volatility in this market is right in between soybeans and corn. There are other, smaller €5,
exchanges that also trade wheat, but I just trade the CBOT contract. Note that all quarter-cent
moves in grains are recorded as eights. So a price of 3414 actually means 3.41% (3.41 and
4/8) and 3416 means 3.41% (3.41 and 6/8).

Euro FX (EC)—this contract is traded on the CME, as are futures in the British pound,
Japanese yen, Swiss franc, and other currencies. I just focus on the curo. This is not the same
as trading the euro in the forex markets, which I talk about in a moment. Also, I discuss the
euro and compare euro futures to forex in later chapters. For now, all 4 trader needs to know
is that there is a pit-traded session from §:20 a.m. to 3:00 p.m. and an electronic session that
is 24 hours, shutting down from 5:00 p.m. to 6:00 p.m. The euro FX moves in increments of
1/100 of a cent which are calfed ficks, and each tick is worth $12.50. The euro FX trades in
March, fune, September, and December. Quotes on TradeStation for 2005 contracts: ECHOS,
ECMO035, ECUQS, BECZ035. @EC is the continugus symbol. Quotes on eSignal for 2005 con-
tracts: 6E HS5, 6E M5, 6F U5, 6E Z5. 6E #F is the continuous symbol. Note that you can get
a quote on eSignal using EC, but this will be the pir-traded contract only, while using @E(
on TradeStation does capture the electronic volume.
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Crude oil (CL)—o0il has become a big focus for stock prices ever since it shot above
$40 a barrel and kept on going. This is not a market for beginning traders, but it is helpful
to understand how it works from a trader’s perspective. This contract trades on the NYMEX
(New York Mercantile Exchange). Oil moves in increments of | cent. A 1-cent move equals
$10 per contract, so a full $1 move in the price of oil equates to $1,000 per contract, The
pit opens at 10:00 a.m. and closes at 2:30 p.m. After hours trading starts at 3:15 p.m. and
goes through until 9:30 a.m. There are contracts for each month for many years out.

Mini-crude oil (QM}-—the contract for mini-crude oil is the same as for the big con-
tract, except a l-cent move is worth $5 per contract, and a full $1 move is worth $500 per
contract. For oil, be aware that contracts expire early—a September contract will expire in
August.

VYarious single stock futures—these are discussed in detail in the chapter on propul-
sion plays. One contract represents 100 shares of stock, so a 1-point move with one contract
represents $100 to a trader’s P&L.

That is the basic information for the trader on these futures contracts. One important
thing to keep in mind is how all these contracts translate in terms of price movement with
respect to the risk management technigques traders choose to utilize in their own trading plan.
Let's take a look at an example stop loss taken in the NQ.

Figure 4.6 shows a 12- point loss that was taken in the NQ, which equates to a loss of
$240 per contract. If a trader wants to use a monetary stop of approximately $240 for every
trade in every market, then it is helpful to create a reference sheet of how this translates into
other markets. This way a trader will be less prone to making a pricing error when it comes
to figuring out appropriate stop losses in various futures markets. In this chart, we can see that
a 12-point stop in the Nasdaq is equal to a 4.75-point stop in the S&Ps, which is equal 10 a
48-potnt stop in the YM, which is equal to a 2.40-peint stop on the Russell, which is equal to
an 8-tick stop on the 30-year bonds, which is equal 1o a 19-tick stop on the euro. This also
equals a 24-cent stop on crude oil, a 48-cent stop in mini-crude oil, 2 2.40 stop on gold, a 7.20
stop on mini-gold, and a 4%-cent stop on the grains.

Easy enough? Let’s take a quick peek at the forex markets.

Forex for Newbies

Again, this section is geared toward traders who are not familiar with the forex markets, so
experienced forex traders should feel free to skip ahead, though the part on “How to Hedge
Your Own Life in the Forex Markets™ might be of interest. This section started off very, very
long—as any section that starts with the phrase, “In the beginning” will inevitably be. A fel-
low forex trader, Todd Gordon, helped me to go through this several times and cut it down to
the bare essentials.

The Foreign Exchange market, also referred to as “forex” or “FX” is the largest
financial market in the world, with a daily average turnover of well over I trillion dol-
lars—30 times larger than the combined volume of all U.S. equity markets. “Foreign
exchange” is literally the simultaneous buying of one currency and the selling of another.
Currencies are traded in pairs; for example, euro/U.S. dollar (EUR/USD) or U.S.
doliar/fapanese yen (USD/IPY). The most liquid of these currencies are called the majors,
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and make up more than §5 percent of all daily transactions in this market. The majors are
made up of the following:

USD = U.S. dollar
IPY = Japanese yen
EUR = euro

GBP = Bntish pound
CHF = Swiss franc

CAD = Canadian dollar
AUD = Australian dollar

Forex trading begins each day in Sydney, and moves around the globe as the business
day begins in each financial center, first to Tokyo, then 10 London, and finzlly to New York.
This is truly a 24-hour market, and investors can respond to currency fluctuations caused by
economic, secial, and political events at the time they occur-—day or night.

One thing 1 like about the forex markets is that the 24-hour trading day includes four
major market opens that offer the same volatility and liquidity found in the one-time-per-day
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9:30 a.m. EST stock market opening. First is the Japanese open at 8:00 p.m. EST, then the
Eurozone opens at 12:00 am. EST, third is London at 3:00 a.m. EST, and bringing up the rear
is the New York open at 830 a.m. EST. Although I generally stick to the New York open and
sornetimes the Japanese open, there are many traders [ know wheo trade all the opens or whose
schedules are dictated by their work, which for some people can include odd hours. With the
availability of these four opens, a trader can fit at least one of these times into any schedule.

The FX markets are also the deepest, most participated-in markets in the world, Daily
turnover equates to over $1.2 trillion, 16 times the volume of the Nasdaq and NYSE com-
bined. (See Fig. 4.7.)

The forex markets are one of the most techmical markets in the world, meaning they
respond well to most technical analysis studies. It is not uncommon to see a 300-pip break-
out move stop and change trend at a technical level to within 5 pips. A "pip” is to forex as a
“point” is to the stock index futures.

A trader also doesn’t have 1o worry about contract rollovers in the forex market. It is
possible to buy a few lots of the EUR/USD, GBP/USD, and AUD/USD, place a stop. and for-
get about it for months at a time. FX dealers antomatically roll your position from one day to
the next for you as o prevent the event of delivery.

In addition, most FX dealers offer a negative balance protection guarantee that ensures
that your account will never reach a position of negative equity, which can happen in both the
stock market for traders who are maxed out on margin as well as the futures market. There is
an interesting way to lake advantage of this. People can open up FX accounts at different deal-
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ers and deposit a small portion of their overall trading capital. They can go long a currency in
one account, short the same currency in another account, and just leave both accounts alone,
with no stops or targets. While the two positions are open, they will offset each other equally,
so it's a perfect hedge. If the currency then gets into a prolonged move, one of the accounts
will get closed when the account equity gets to Zero. At this point the trader is still breakeven
on the trade because the losses in one account are offset by gaing in another account. If the
currency then continues to trend in the open account, the trader benefits from already being
“in the move,” 1 don’t do this personally, but a few traders 1 know have done this and have
had instances where accounts in the neighborhood of $20,000 have turned into accounts in
the neighborhood of $400,000 on the backs of a couple of great moves. The key is they take
the positions and literally forget about them for six months. The currency just has to trend one
way or the other. This obviously invelves some Tuck, and [ wouldn’t call it & “core strategy of
any wise retirement plan.” My favorite reason for trading the forex markets is that they trend
better than any other markets. Once a market gets going, it can easily trend for weeks and
months in a nice steady march higher or fower. Unlike the stock market, which has been con-
solidating for the past few years. there are real trends happening all of the time in the forex
markets. Stock market traders tatk of missing the big moves of the dot.com days. Today the
dot.com moves are happening in the forex markets.

The biggest complaint I've heard people say about forex is that the FX dealers are tak-
ing the other side of their trade. [ usually hear this from people who have overtraded their
account and have lost all their money. This is really true in any market—somebody is always
taking the other side of your trade. In my experience with forex, however, it is the high-fre-
quency day traders who don’t last. On the other hand, the traders who place smaller positions
and let them work out over the course of a few days to a few weeks or longer do well. As in
any trade, market makers can mess with a position in the very short term, but over the course
of a swing trade they have no power. When George Soros was short the British pound and was
told that the British government had allocated the equivalent of 2¢ billion LS. doliars 10 sta-
bilize the currency, he shrugged and said, “That will help them for 30 minutes, Then what are
they going to do?” He made over a billion dollars on that trade.

THIS IS HOW MOVES ARE MEASURED

Forex trading, like many new things, is confusing yet simmple. If a guote for the EUR/USD is
1.23, it simply means that | euro is equal to 1.23 U.S. dollars. A guote for the USD/IPY at
109.50 simply means that | U.5. dollar is equal to 109.50 Japanese yen (sec Fig. 4.8).

Forex markels move in what are called pips. A pip (price interest point) is the smallest
unit of price for any foreign currency.

® EUR/USD trading from 1.2300 to 1.2301 = a gain of 1 pip

& USDAPY trading from 108.01 to [08.09 = a gain of 8 pips

& GBP/USD trading from 1.8302 to 1.8311 = a gain of 9 pips

o EUR/USD trading from 1.2300 to 1,240} = a gain of 101 pips

A full one-cent move in the currency is equal to 100 pips.
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FIGURE 48
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Calculating Pip Values
First, we start with the complicated way of how pip values are calculated, which is as follows:

& (One pip, including decimal point/current exchange rate) X (notional amount)
® For the EUR/USD this translates into:
(.0001/1.2935) X (E 100.000) = Euro 7.73096
® But, we want the pip value in 1.5, dollars, not euro, s0 we go one step further:
7.73096 X current exchange rate (1.2930) = $10.00 per pip.

What this boils down to is this—any forex contract that ends in USD is worth $10 per
pip. or $1.000 for a {full one-cent move (100 pips). The cure, for example, moves in a range
of 80 to 150 pips per day. This $10 per pip calculation would include the euro (EUR/USD),
pound (GBP/USD). etc. These are the contracts most people trade. It gets a little trickier
when this is not the case. For example, on March 29, 2005, a USD/APY congract and any
additional contracts that end in JPY are going to be worth $9.35 per pip. Op this same day,
any contract that ends in CHF is going to be $8.29 per pip. The EUR/GBP is going to be
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$18.70 per pip, and so on, based on the various exchange rates. Again, most traders seem
to focus on currencies that end in USD, so the $10 per pip has become a universal number
when ralking about forex. There is also a mini-version of these contracts in which each pip
is worth 81,

What Happens to Currencies When Prices Change

If a quote for the USD/IPY is at 108,00, it means that 1t takes 1 U.S, dollar to buy 108
Japanese yen. If the price moves to 109.00, this means that the yen has weakened against the
dollar, because it now requires more yen to obtain the same one U.S. dollar. If the EUR/USD
is trading at 1.20, this means that one euro can buy 1.20 U.S. dollars. A move to 1,22 means
that the euro has strengthened against the U.S. dollar because it requires more USD to obtain
the same one euro.

HOW TO HEDGE YOUR OWN LIFE
IN THE FOREX MARKETS

There are many trade setups for forex that work in smaller time frames, and I talk more about
these setups later in the book. However, the fascinating thing about the forex market is traders’
ability to parficipate in world events on different scales and essentially “hedge their life.”

For example, my wife and 1 visited Spain, France, and Italy from December 18, 2003,
through January 14, 2004. (Yes, it’s colder then, but there aren’t any lines.} Excluding airfare,
I added up estimated costs in euros. On the day we booked this trip on September 30, 2003,
the exchange rate was 1.1675. Based on this rate, | estimated that the trip would cost U.S.
$15,000. This cost would fall if the euro fell, but would increase if the price of the euro also
increased. I pulled up a chart (see Fig. 4.9).

In this figure, point 2 shows where the markel was trading on the day we bocked the
trip. Point 1 shows the all-time highs at 1.1932 that were hit on May 27, 2003. For our trip, |
wanted the euro to fall so our costs would also fall. However, just because I wanted the euro
to fall didn’t mean that it would. If the euro took off, our trip could get considerably more
expensive. Since a regular contract represents $100,000 worth of U.S. currency, it was much
too large to use as a hedge. The minis each represent $10,000 worth of U.S. currency, so this
is where I looked to set up a position.

Leoking at the chart on this day, 1 decided to place a buy stop order for two mini
EUR/USD contracts at 1.1933, one pip above the all-time highs, This buy stop order means
that | will get into the market only when it trades up and through 1.1%33. Instead of gelting
stopped out of a short position, | would be getting stopped into a long position since [ was
currently flat.

[ decided 1o do this at this higher level, instead of at the immediate price, in case the euro
did roll over and fall. If it fell from when we booked our tickets, it would be a plus for us, as our
trip would get cheaper with each decline. However, if the euro broke out to new highs, it could
ignite a huge rally and really inflate our trip budget. One mini-contract represents $10,000, so 1
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FIGURE 49
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was essentially hedging $20,000 in U.S. currency with the two mini-contracts. Since | underes-
timated how much the trip would cost, this actually worked out perfectly in the end.

On Novemnber 18, almost two months later, my buy stop was hit at point 3. By the time
we left for our trip at point 4, the euro had moved over 500 pips from my entry. By the time we
got home at point 5, I closed out the position at 1.2665, a gain of 732 pips. Two mini-contracts
equaled a gain of $1.464, which paid for the increased exchange rate we had to pay while we
were over there. Had the euro hit my buy stop and then sold off to 1. 10, [ would have lost money
on the trade, but this would have been offset by the money saved during the trip because of
the more favorable exchange rate. Had 1 set this up as a “normal™ trade using five regular-sized
contracts, a 732-pip move would have eqgualed $36,600.

There are many other ways people can “hedge their life” in the forex markets. For peo-
ple who think the value of the U.S. doliar is going to continue to decline and are worried about
the value of their savings deteriorating against other world currencies, they can hedge their

o<
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savings accoufit by going long the EUR/USD. If a person has $240,000 in savings, he or she
can buy two regular contracts and four mini-contracts, and have a perfect hedge.

FOR TRADERS, THIS IS ALL YOU NEED TO KNOW

The biggest question traders always ask is, “How much money do I need to buy one con-
tract, and what happens after I buy it?” For forex, it can vary based on your broker, but in
general to buy one regular-sized contract, a trader will need about $1,000, and to buy a mini-
comtract, a trader will need about $100. This depends on the leverage being offered by the
broker. A typical scenario is that traders will epen up a small mini-account with $300 and
get 200 to 1 leverage. They will then buy two mini EUR/USD contracts, and this will cost
themn $130. Their $500 account now has $371 in available equity, after the $129 in margin
has been deducted. In the worst case scenario (which can happen), the trade goes completely
wrong, It will have to move 185 pips against the traders (which wipes out their $371 in
equity) before their position is closed out by the dealer—provided they have zero balance
protection. The $130 in margin that was used to establish the position is returned to the
account, bringing the balance down trom $500 to $130. If the trade works out and gains 55
pips on two mini-contracts and is sold, then this $110 profit is put into the account, along
with the initial margin, and the total balance then becomes $610, less transaction costs. If a
trader is using the big contracts in this scenario, everything is the same except it is times 10.
F How much does this cost in terms of transaction fees? Well, the spread is typically three
pips wide ini the EUR/AUSD for most FX dealers, which is what the tzader pays instead of com-
missions. It’s still a transaction cost—anyone who calls this “commission free” trading should be
hanged. For the minis it equates (o $3 per side, and for the regular contracts its $36 per side. The
spreads will continue to narrow, and this will get cheaper. This isn’t much different from trading
the ES. In this case, the spread is $12.50. Add, say, an $8 round turn cost and now you are really
trading $20.50 a round turn. A trader should always add the spread into their transaction costs.
1 personally spend most of my time watching the following 8 camency pairs. In paren-
thesis 1 have listed their TradeStation quote symbol, eSignal quote symbol. and the nickname
many traders use when referring to the contract:

1. EUR/USD (Euro) TS: EURUSD eSignal: EUR AQ-FX

2. GPB/USD (Cable) TS: GPBUSD eSignal: GBP A0-FX

3. AUD/USD (Aussie) TS: AUDUSD eSignal: AUD AQ-FX

4. USDAPY {Dollar Yen} TS: USDIPY eSignal: JPY AG-FX

5. USDICHF (Swissy) TS: USDXCHF eSignal: CHF AQ-FX

6. USD/CAD (Loonie-—reference to the Loonie Bird on the $1.00 Canadian coin) TS:
USDCAD eSignal: CAD AQ-FX

7. EUR/GBP (Furo Sterling) TS: EURGBP eSignal: FURGPB AQ-FX

8. EUR/IPY (Ruro Yen) TS: EURJPY eSignal: EURIPY AQ-FX

Although there are mmany other minor currency pairs, these eight will provide plenty of
trading oppertunities, and all tend to move together. It is also important to have a chart of the




82 PART ONE Trader's Boot Camp

dollar compoesite index ($DXY on TradeStation, $DXC on eSignal). In general, if the doHar
index is moving higher, then USD/IPY, USDYCHEF, and USD/CAD are also moving higher,
This action will push EUR/USD, GPB/USD and AUD/USD lower. When the financial news -
networks mention that “Warren Buffett is short the dollar” he is really long EUR/USD,
GPB/USD and/or AUS/USD as well as short the USD/CHE, USD/APY, and/or USIYCAD. If
the dollar goes lower, then the first three currency pairs will move opposite of the dollar and
go higher, and the last three currency pairs will move with the dollar lower. There isn’t a
straight “dollar currency” to go long or short. They all trade in pairs against each other. For
more advanced information on the forex markets and how they work together, visit
www.tradethemarkets.com or www.razorforex.com.

Now that we understand how all these different markets work and the trading opportu-
nities they represent, let’s jump in and review what I start looking at with the opening bell of
the regular stock market session.



THE STOCK MARKET IS
NOW OPEN—SEVEN KEY
INTERNALS TO GAUGE
INTRADAY MARKET
DIRECTION

Unless you enter the tiger's den you cannot take the cubs.

JAPANESE PROVERB

MUSICIANS KNOW HOW TO READ MUSIC;
TRADERS MUST KNOW HOW TO READ THE MARKETS

For anyone who trades individual stocks, ETFs (exchange traded funds) such as the QQQQ
{Nasdag 100 Trust), DIA (Dow Diamonds Trust) or SPY (Standard & Poor’s Depositary
Receipts for the S&P 500), or stock index futures intraday, this is probably the most important
chapter in the book. Not understanding this chapter and then going on to trade these instru-
ments intraday is like not knowing how to swim and then trying to qualify for the 100-meter
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backstroke. Although [ will swing trade almost anything, a large percentage of my intraday
trading is confined to instruments that reflect the movement of the stock indexes. There is a
good reason for this—there is a ton of data available during the trading day that will show
a trader what is bappening behind the scenes in the stock markets. By understanding how to
read and interpret these data, a trader will have a better feel if the predominant pressure in the
markets is on the buy side or the sell side and can make trading decisions accordingly. There
are plenty of traders out there who have only the vaguest idea of how to interpret these tools,
and an even larger group of newbies that has no clue they even exist. This represents a large
pool of cash that is ripe for the plucking, and knowledge of this information gets traders closer
10 the front of the handout line.

There is another critical reason for thoroughly understanding this material. Every single
rading day is going to present setups on the long side as well as setups on the short side. By
understanding how 1o accurately interpret these internals, a trader will know the following:

# Which days to ignore all short setups.

* Which days to ignore all long setups.

* Which days to focus on setups that do best in choppy markets.

® Which days to focus on setups that do best in trending markets.

This knowledge is critical and has a big impact on whether a trader is going to have a
winning day or a losing day, and, as the weeks and months progress, an upward trending
equity curve or something, well, less amusing. Let’s get started.

TICKS—THEY CAN RUN, BUT THEY CAN'T HIDE

The NYSE (New York Stock Exchange) ticks (TradeStation symbol $TICK) summarize the
number of stocks on the NYSE that are increasing in price versus those that are decreasing in
price from the previous price quote. Many times this is not purely buying and selling as an
uptick may represent only that the ask was hit, while a downtick may represent only that a bid
was hit. This type of information is like learning that Britney Spears might be pregnant. In
other words—who cares? Yet I've watched traders stare at the ticks, mesmerized by a move
from 300 ticks to +200 ticks, and think this was a positive thing for the markets. 1n reality,
this type of move is not positive—it’s immaterial, and the information is useless. This brings
us to the first rule 1 follow when watching the ticks:

Any tick reading that is below +400 or above —400 is noise and should be ignored.

I start paying attention to the ticks on any readings that are over +600 or under —600.
These types of moves tell me that there is sustained buying or selling pressure hitting the mar-
kets. This doesn’t signal any actions on my part, but it does give me a heads-up. If the ticks
continue and hit +800 or —800, this does trigger specific action on my part, because only a
sustained buy or sell program can move the ticks to this level. This brings us to my next rule
in using the ticks for day trading:
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If I'm long intraday and my stop hasn’t been hit and the markets generate a ~800 tick
reading, [ will close out my position at the market. Conversely, if I'm short and the
markets generate a tick reading of +800 and my stop hasn’t been hit, I will close
out my position at the markel.

Readings this high are telling the traders loud and clear that, on an intraday basis, they

are either right or wrong, depending on their position. If Fro short, and the market is telling

| me T'm wrong with a +800 rick reading, I take the hint and close our my trade. This also has

l the nice benefit of increasing a trader’s risk to reward ratio, as it is possible in many instances
to get out of trades early that would otherwise have been stopped.

I want to make one thing perfectly clear before I move on: [ never exit a trade early just
because “I think 'm wrong.” 1 have learmned the hard way over many vears of doing this to stick
to my original parameters---unless I have designated a specific, measurable event that alerts
me {0 get out of the trade early. A reading of +800 or —800 ticks is one of these specific events.
My deciding to get out of a trade early has nothing to do with gut feel or interpretation—I"ve
already discussed in Chapter 2 how woefully inadequate human beings are at making objec-
tive decisions while in a trade. Luckily, there is no way around a tick reading of +800 or -800.
The markets either hit that level or they don’t. There is no emotion involved.

I’'m emphasizing this point because I've had the opportunity to sit next to many traders
who come to visit me at my trading office. We trade next to each other, side by side, for one
week. For the first two days it's straightforward and low key. 1 do my trades; they do their
trades. It may seem relaxed and laid back, but there is a very specific reason [ do this—I can
fearn more about people in one day watching them trade live, with their own money, than 1
can learn about them through normal conversations over the course of five years. In mere talk-
ing, people put their best face forward—the 1mage that they think they are or should be.
However, with their money on the line, this fagade lasts about 12 minutes, and the underly-
ing, dominant personality springs forth. Sometimes this ain’t pretty.

In working with this many other traders, I've seen firsthand the reason most pecple
never make i in this business. In the final analysis, most traders are atrocious at managing
their exits. This is indisputably the one thing that prevents most people from making a living
as a trader. To put it simply, many traders manage their exits by how they feel about the trade.
Worse, if they are down on the day, they will manage trades differently from the way they do
when they are up on the day. and they don’t even realize this. To illustrate this point, there are
also many limes when | will take a trade, and they will take it with me. We will get into the
same trade at exactly the same time, and five minutes later [ will see them selling out half their
position, Of course, P'm perplexed by this because they said, “}C, I'm going with you on this
next trade.” The ensuing conversation goes something like this.

ME: Steve, | thought you said you were going to follow me on this one. Did you just
sell some of your position?

StevE: Uh, well, no, [ . ..

f ME: I heard the software execution platform say “sell.”

f Steve: Oh, that, yveah, well, Pm selling some here to book gains.

Mz: Why?
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StevE: Dide’t you say it was a good idea to scale out of your position as it goes
your way?

ME: Yes, but I said only #f you had to have a specific exit strategy. You can’t exif a
trade based on your gut feelings. So why did you sell?

STeVE: Uh, the ticks were going higher, and T wanted to sell into strength.
Mg: The ticks are only at +300.
STEVE: But they were at +284.

This goes on for some time. As a matter of faith I let these traders try to convince me
they are justified in their actions, but my eventual goal iy to get them to admit to what they
are doing—selling because they are nervous or scared or excited or whatever, and that surge
of emotion is what made them push the button. In other words. there was shsolutely no ratio-
nal reason te take the action that they did.

Trading is an extremely private world for most people, with friends and spouses kept
totally in the dark of the emotional ups and downs that traders feel and experience each and
every trading day. Getting a trader to admit to what's really going on internally is like trying
to pry open a walnut with your fingers. [t's challenging because most traders are masters at
masking what they are really feeling. Whether a trader is up $25,000 or down $25,000, many
times the outside world will never know. I've been there and know the feeling. Armed with
this knowledge, I go on the “friendly attack™ and eventually get most of them to fess up. 1
don’t pull any punches. I tell them that no one is ever going to understand their trading jour-
ney like another trader. Speak now or be stuck in vour rut forever. Usually this works, and it
gets traders to open up and confront their trading demons—trading therapy 0. Let’s look at
the rest of the tick reading rles I follow,

The next thing I'm locking for in the ticks is if they hit +1000 or —1000. This is the most
tmportant reading of the day for two reasons: First, this usually represenis the maximum
amount of sustained buying or selling pressure the market can handle. It’s like a sprinter get-
ting to the end of 2 100-yard dash and having to stop and gasp for breath. Second, it repre-
sents a spectfic new trading opportunity. These extreme readings set up a “fade” play that 1
follow. #f we get a reading of +1000 ticks, I will set up a short. If we get a reading of —1000
ticks, 1 will set up a long. 1 discuss this play in detail in Chapter 9.

This brings me to the next rule 1 use with the ticks:

If { am long and the markets hit + 1000 ticks,

I will use that as a signal to exit the remainder of my position,
If I am short and the markets hit 1000 ticks,

T will use that as a signal 1o exit the remainder of my position.

Figure 5.1 is a snapshot of the ticks from March 29, 2005. This is how 1 have them set up
on my TradeStation charts. 1 use z five-minute chart, but the interval is not important—the key
for me is I want to be able to see a full trading day’s worth of data. (Side note—all the charts
you see in this book have a white background. This is for printing purposes. When I'm watch-
ing these on the screen, I set the background to black, and the chart colors are usually blue or
green on up moves and red on down moves.)
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In this chart we can see at points [ and 2 that there are horizontal lines placed at +1200,
+1000, +800, and +600 ticks, as well as at ~1200, —~1000, -800, and -600 ticks. These hori-
zontal lines serve a very specific purpose, which brings me to my fourth rule in using ticks:

I set up audio alerts at all the key tick levels.
This way I don’t have to stare at the chart, and I never miss a move.

These audio alerts are a key part of my trading plan. | can be on the phone, down the
hzll, or in the bathroom, and I will hear if the ticks make a move. Remember that at the 800
and 1000 levels 1 take action, so I don’t want to miss them, no matter what I'm doing. Yes,
there have been times when Pve had to initiate a new trade with my pants around my ankles,
as I'm stumbling out of the bathroom. 1 spend z lot of time staring at computers, so I like to
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make these alerls halfway entertaining. When ticks hit +1000, I hear Daffy Duck screaming
“I'm rich! I'm rich!” and when the ticks hit —1000 I hear the Wicked Witch from the Wizard
of Oz crying, “I'm melting! I'm melting!™ Visiting traders raise their eyebrows when these
alerts first start to hit, but they get their attention—which is the whoele idea.

I want to point out that 1 specifically use a bar chart or candlestick chart for anything
having to do with audio alerts. Another popular chart, the “line on close,” is also good when
waltching the ticks, because it helps to show a trader when they are rolling over or “hooking.”
However, these types of charts can, and do. miss many audio alerts because the line is liter-
ally created on the close of the bar, and misses the high and low fluctuations—which is what
sets off the audio alerts,

In this chart we can see thar at point 3 the ticks hit +800. On this day 1 had a short in
the mini-sized Dow with a 20-peint stop. When the ticks hit +800, 1 covered my short for
a nine-point loss. When the ticks hit + 1000 ticks 25 minutes later, I heard the audio alert
for this level, and 1 set up a new short in the YM. (This is a trade setup that is covered in
Chapter 9.}

Between about 10:30 a.m. EST and 12:30 p.m. EST nothing happened. The ticks were
twitching back and forth like a freshly caught tuna on a boat deck, At around 1:30 p.m. the
action picked up enough to the point where the ticks registered a reading of —800, and they
even hit 1000 later in the day. Let’s take a lock at this same chart with the actual market
action overlaid on top of it (see Fig. 5.2).

1. 'The ticks are usually quiet at the open, and at point 1 we can see that the ticks just
flopped back and forth for the better part of an hour. The markets did a whole lot
of nothing during this time.

2. By 10:25 a.m. we get the first notable tick reading at +600, and this drives the
markets higher with ticks eventually hitting +1000. (Remember, this is a shorting
opportunity that is discussed later in the book.)

3. The mini-sized Dow futures hit 10542 when the ticks move over +1000, and this
ends up being their dead highs of the day.

4. 1 like to watch how the markets react when the ticks start stair-stepping and
making higher highs or higher lows. The ticks shot up to +600 at around {2:00
neon, EST, but the markets did not move higher. Yet when the ticks started mak-
ing lower lows, so did the market. This is key information. If high ticks of over
+600 can’t move the markets higher, then that is a tip-off that the selling pres-
sure 1s predominant.

5. This series of Jower lows in the ticks leads to an eventual steep sell off. The market
generally works up to “abrupt” rallies or sell offs—the ticks can clue a trader in
which way the “out of the blue” move is likely to be.

6. Here we see the ticks make higher highs, forming an uptrend.

7. Yet when the ticks made higher highs, the YM made lower highs. This is a bearish
divergence and a signal that the rally can be sold because there isn’t enough
“juice” to get things rolling.

There are rare days in which the markets rocket higher and keep on going, or gap down

and keep on selling. On these days consistent extreme tick readings are generated, usually in
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the neighborhood of 1200 to 1400. These consistent high readings are rare, but when they
happen. T don’t fight them. This brings me to my last rule regarding the ticks—this is some-
thing 1 take into account after §0:30 a.m. EST and watch throughout the day:

When the ticks spend 90 percent of their time above zero
with repeated extreme high tick readings,

1 ignore all day trading short setups and focus on longs.
When the ticks spend 90 percent of their time below zero
with repeated extreme low tick readings,

[ ignore all day trading long setups and focus on shons.
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The ticks are a great way to see what is going on “underneath” the price action. The
charts can tell you if prices are going higher or fower, but they can’t tell you if the buying or
selling pressure is merely fleeting or unreleating. Leave that job to the ticks.

TIKI-WHEN ONLY THE FASTEST HEADS-UP WILL DO

The tiki (TradeStation symbol $TIKI) is similar to the ticks, but it measures the net upticks
versus downticks on the 30 Dow stocks instead of the entire NYSE. Because this reading fol-
fows only 30 stocks, it is the first thing that fires off when a buy or sell program hits the mar-
kets, (See Fig. 5.3.)

Tiki charts are filled with noise and at first glance they look useless to watch. The key
with them, however, is to set up alerts in the same fashion as the ticks. On the tiki, | set up
alerts 1o fire off at +26, +28, and +30 on the upside, and 26, 28, and -30 on the downside,
When buy or self programs hit the markets, these alerts fire off instantly. In general, small pro-
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grams generate the 26 levels, medium programs hit the 28 levels, and massive programs hit
the 30 Ievel-—meaning that all 30 Dow stocks are moving in the same direction. These read-
ings are rare and highlight significant and sustained periods of buying or selling.
Surprisingly, I don’t use these signals for any actionable exit strategies. If I'm short, and
a +28 ki level is generated, 1'm probably wrong on the move, but | will wait until the ticks
get to +800 before T exit. This is because a buy or sell program can be swift and over in a
blink, causing the tiki movement to be erratic. This brings me to my first rule with the ki:

For exits, tiki readings are only the heads-up; ticks are the confirmation.
Figure 5.4 shows the tikis on March 29, 2005. When comparing this to the ticks, the

first thing that is evident is that the tiki looks like it’s all over the place and hard 10 read.
However, upon closer inspection, immense value can be found.
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1. Talways like to see what type of program hits the market first—a buy or sell program.
This represents the first real “try” of the day, and [ want to see how it pans out. In this
chart, the first program of the day is a buy program that hits at 10:25 am. EST.

2. This sends the Dow to new highs.

3. The next program is also a buy, and it hits at 11:30 a.m.

4. However, this time the Dow does not make new highs and in fact continues to
drift lower. This is a heads-up that “even a buy program’ is not able to move the
market higher.

5. There is another buy program at 12:45 p.m., and this one 1s after the first sell pro-
gram hit the markets.

6. This buy program causcs a small pop in the markets, but this buying dries up quickly.

7. Atpoints 7, 8, 9, and 10 a series of sell programs hits the market, and cach time a
sell program hits. the markets make new Jows. When this happens. the next oppos-
ing signal is a fading opportunity.

8. Atpoint 11 there is an opposing signal with a buy program—an opportiunity to
go short.

This brings me to the next and last rule | use in following the tiki:

If buy programy are driving the markets to new highs,
then the occasional sell program is a buying opportunity.
If sell programs are driving the markets to new lows,
then the occasional buy program is a shorting opportunity.

I like to see where most of the programs are hitting. Are they mostly buy or mostly sell
programs? This is important because most of the time markets are doing nothing. They are
chopping back and forth. If most of the programs on the day are buy programs and these pro-
grarns are pushing the markets up to new highs, then I want to use the guiet selling oppor-
wnities to get long. This way 1'm geuting into the market when it’s quiet, before the next
move higher, instead of chasing it higher. A good example of a setup that works well in this
siluation is the pivot plays 1 discuss in Chapter 7.

TRIN—LIKE HIGH SCHOOL, IT'S ALL ABOUT PRESSURE

The trin (TradeStation symbol $TRIN), also known as the Arins Index pamed after its creator
Richard W, Arms, measures the relative rate at which volume is flowing into advancing or
declining stocks on the New York Stock Exchange. To calculate the 1rin, the following for-
mula is utilized: {advancing issues/declining issues)/(advancing volume/declining volume). If
more volume goes into advancing issues than declining issues. the Arms Index falls below
[.0. If more volume goes into declining stocks than advancing stocks, the Arms Index rises
above 1.0, Most educational material on “how to use the trin” tells traders that “over 1.0 is
bearish, so consider shorting, and under 1.0 is bullish, so consider buying.” That staterment
is annoying and misleading, and it brings me to my first rule when using the trin:
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I don’t care what the current reading is.
I only care about the current reading in relation to where it has been.

In other words, what [ care about is not the trin reading itself, but the trend of the trin.
A reading of 1.50 might seem bearish, but if the reading started the day at 2.00 and we are
now an hour iato the trading day and 1.50 is the low, this is bullish. This means that volume
is flowing into advancing issues and that there is sustained buying pressure in the markets.
Conversely, a reading of 0.85 might seemn bullish, but if the reading started the day at 0.45 and
we are now two hours into the trading day and 0,85 is the high, this is bearish, This means
that volume is flowing into declining issues and that there is sustained selling pressure in the
markets. Let’s take a look at Figure 5.5,
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1. Figurc 5.5 is a shot of the mini-sized Dow on March 29, 2005, the same day we
used for the tick and the tiki. At point | we can see that the trin started the day
near 1.40. The first 15-20 minutes are volatile as listed issues open on a delayed
basis on the NYSE. Because of this, | dismiss the first five-minute bar but 1 like to
note the opening levels based on the start of the second five-minute bar,

2. The trin settles in, and by 10:40 a.m. it is trading near its Tows of the day at 0.8].

3. The YM hits its highs of the day in correlation with the low trin reading.

4. By 12:00 noon the trin has been in a steady uptrend. making new highs on the day
{having discounied the first five-minute bar).

5. The YM is quiet and choppy, and it is trading in the middle of the day’s range.
However, even though the markets are quiet, the trin continues to rally. This is the
key action I'm looking for—which way is the tnn trending? A trend higher indi-
cates that volume is flowing into declining issues, and this means that when the
market actually does break, the odds are strong that it will be to the downside. As
we can see on the chart, a little later in the day the market breaks down.

6. The YM tries to rally here, but it is in vain as the trin is staying in a nice uptrend.
The YM soon rolls over and drifts down into the close.

This brings me to my next rule for the trin:

If the trin is trending higher and making higher highs on the day,
I will ignore all long setups,
If the trin is trending lower and making lower lows on the day,
I will ignore all short setups,

Let’s take a fook at another multi-day chart and the trin action (see Fig. 5.6)

Figure 5.6 shows a good overall representation of what various trin patterns mean. On
the first day, February 22, 2005, the trin started off low. Some would call this bullish. Yet the
trin then proceeded to rally all day long, and the Dow fell more than 120 points. The rule of
“no longs on this type of day” serves a trader well. Conversely, if 1 am in a short and the trin
is making new highs, I realize there is no reason to cover, as the eventual market break has a
high probability of being in my favor.

On February 23, 2005, the trin started off high, but then proceeded to tend lower all
day long. Although many traders will get caught up in the previous day’s selling and use this
initial strength as a shorting opportunity, they would realize the folly of this idea if they
knew to follow the trend of the trin. With the trin heading tower. the markets stabilized early
in the session, and a modest rally ensued. Because the trin continued 1o make lower fows on
the day, I just focused on long setups. On February 24, 2005, the trin started off high once
again then proceeded to spend the rest of the day grinding lower. Based on this, 1 ignored
short setups on the day. The YM broke nicely higher later in the day. On February 25, 2005,
the trin once again started off high and spent the day working lower. Finally on February 28,
2005, the trin started off high—but moved higher. While it was making new highs on the day,
lignored long setups and focused only on short setups. During the last two hours of the trad-
ing day, the trin reversed and the markets rallied into the close. The most budlish days are
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gap ups where the trin starts off fow, say around 0.50, and stays at that ievel all day long. On
this day it doesn’t trend lower because it can only go so low-—it won’t make it to a zero
reading. The sustained lower reading looks like a consolidation pattern on a chart, and is
extremely bullish. On these types of days, T ignore all short setups, and a breakout to new
highs is a buying opportunity.

The key with the trin is to watch to see if 1t is making new highs on the day or new
lows on the day. Whenever this is happening, 1 just ignore the opposing setups. I've read
where some people recommend to use levels such as 1.50 as “oversold” and start looking for
a bounce, or 0.50 is “overbought” and start looking for a sell off. T am not a fan of oversold
or overbought, and I generally ignore this with most indicators, and the trin is no exception
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itraday. The biggest rallies take place when the trin hovers under 0.50 all day long. Just
because something is overbought doesn’t mean its going to reverse. For reversals, T will look
only at price action, and I discuss these types of setups in later chapters.

Although ' not a big fan of overbought and oversold in general and [ don’t worry
about overbought or oversold readings intraday on the trin, 1 will pay attention to where it
closes on the day. This closing number actually is valuable when it comes to gauging an
extreme overbought or oversold reading. These readings are rare and happen about a dozen
times & year, and this brings me 10 my next rule when using the trin:

If the trin closes above 2.0,

the market has an 80 percent chance of rallying the next day.
If the trin closes below 0.60,

the marker has an 80 percent chance of selling off the next day.

The moves the next day won’t necessarily be big moves, but they will generally be
opposing moves. 1 will keep this in mind as 1'm viewing my setups the next trading day. If
the previous day’s close was over 2.0, then the next day I'm going to focus more on long
setups and ignore short setups. Here’s where it gets interesting—if after a 2.0 reading the mar-
kets can’t rally the next trading day, then the markets are in deep trouble and are setting up
for a major slide. This happencd during the first week of July 2004 (see Fig. 5.7).

On this daily chart of the trin and the mini-sized Dow, the trin closed on July 1,
2004 with a reading of 2.80 (point 1). The next day the markets tried to rally carly in the
session but ultimately collapsed and ended lower on the day. This is always an ominous
sign, and the Dow went on to lose 673 points before bottoming out on August 6, 2004.
On July 6, 2004, the trin closed at 2.12 (point 3) and the Dow managed to rally the next
day (point 4) but the bulls” moment of glory was short lived. This same scenario unfolded
during the second trading day of 2005 on January 4, when the trin closed at 2.53. The
next day, the markets couldn't rally, and they ended up selling off 410 points through the
rest of the month.

TRINO—THE TRIN FOR THE NASDAQ

The tring (TradeStation symbol STRINQ} is just like the trin, except that it’s for the Nasdag.
The same rules apply here——all I'm interested in is the trend of the tring.

Figure 5.8 is the same chart we were looking at on March 29, 2005, but Uve added the
tring as well as the Nasdag, With the tring going higher, the Nasdaq is going lower. In gen-
eral I place more weight on the trin, but [ like to see what is happening in the Nasdag as well.
There are times when the tring will be the leading mover, making new highs or new lows
before the trin. On days where the tring is mixed and the trin is trending, [ will pay more atten-
tion to the trin. The strongest moves in the market oceur when both the tin and the tring are
moving more or less in alignment.
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PUT/CALL RATIO—THE KEYS TO THE KINGDOM

As a trader, what would you give to be able to know what the rest of the market participants
are doing at any given time? If a broker told me he or she could provide me that informa-
tion each and every day, I'd be so appreciative T might even let him or her charge me $25 a
round turn for an E-mini futures contract. While a secret report is not going to magically
appear in your in-box, the put/call ratio (TradeStation symbol $WPCVA and referred to
during the rest of this section as PC) is as close to actually having this information as a
trader is going to get.
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The PC ratio measures how many put options are bought versus call options. The for-
mula is very simple to calculate—take the volume for puts and divide by the volume for calls.
(For anyone who is not familiar with options, buying a put is making a bet that the market is
going to fall, and buying a call is making a bet that the market is going to rise.} If there are
50,000 puts sold and 100,000 calls, the ratico is 50,000/100,000, or 0.5. If there are 125,000
puts sold and 85,000 calls, the ratio s 1.47.

There are three main PC ratios that are generated throughout the day—the equity PC
ratio, the index PC ratio, and the combined equity/index PC ratio. The equity PC ratio is
generally very low, which reflects a retail crowd that has a tendency to favor the long side
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{more call buying). The index PC ratio is usually very high (more put buying), which
reflects an institutional mindset that wants to stay hedged for any unexpected move lower.
The combined equityfindex PC ratjo reflects both of these groups and gives a trader the best
gauge of what the overall market participants are thinking, and, more importantly, where
they are placing their bets. It is this combined equity/index PC ratio that | watch during the
trading day.

To ilustrate how | use this indicator, let’s assume that the market is made up of exactly
100 participants. Let’s further assume that all 100 of these people are bearish on the markets,
and because of this prevalent feeling, they have established short positions in stocks, ETFs, and
index futures, as well as through the buying of puts. With all 100 market participants bearish
and now short, a very interesting turn of events takes place—there is nobody left to sell. With
nobody left to sell, the markets don’t have any downward pressure, and they start to drift
higher. This drifting eventually hits the first set of stop orders placed in the market by the 100
market participants who are short. Within any given group of traders. some will be using tight
stops, some medium stops, and some wide stops. The group of tight stops gets hit first, and this
generates fresh buying pressure in the form of short covering that drives the markets higher,
right inte the next range of stops. This next series of stops kicks oft yet another short covering
spree, which, once wiggered, drives the markets even higher into the next range of stops, and
so on untl all the stops are taken out.

At this point the 100 market participants get bullish, and start buying stocks and index
futures, as well as call options, Once they all scramble to establish their positions, a very
curious thing takes place—there is nobody left to buy. With nobody left to buy, the markets
begin to dnft lower and take out the first set of tight stops, which in turn creates enough
selling pressure to drive the markets down to the next set of stops, and so forth. It's a
vicious cycle.

Obviously this is a simplified scenatio, and in the real world not every single market
participant is going to be bullish or bearish at exactly the same time. However, the amount
and intensity of bullish and bearish bias does fluctuate regularly, and this shift in attitude
causes markets to move in a fashion related 10 the “oversimplificd scenario™ just described.
This brings me to my first rule regarding the PC ratio:

If the combined equityfindex PC ratio gets over 1.0 intraday,
I will ignore all short setups and start looking at long setups.

A PC ratio of over 1.0 represents extreme bearishness and put buying, and, as a result
of the scenario described above, places a floor in the markets, Not an immediate floor. The
ratio doesn’t go to 1.0 and suddenly the markets stop declining and then immediately rally.
It’s a process, and a visible support level does 1ake shape because of the simple fact that there
are 100 many bears in the market—and lots of buy stops sitting overhead, just waiting to be
taken out. These 1.0 readings usually happen when the markets have fallen for a number of
days in a row, or bad earnings or economic data hit the tape. suddenly infecting many market
participants with a bearish outlook. In fact, many times a market will continue falling until
the PC ratio gets over 1.0. The opposite extreme is also true, which brings me 10 my next rule:
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If the combined PC ratio falls under 0.60 intraday,
I'will ignore all long setups and start looking at short setups.

A PC ratio of under 0.60 represents extreme call buying and puts a ceiling in the mar-
kets. This represents a scenario in which there are too many bulls and very few people left to
buy. Now there are lots of sell stops sitting beneath current levels, just waiting 1o be hit. This
usually happens after the markets have rallied for a number of days in a row, or seemingly
great earnings or economic news hit the tape. Also, people who have missed the move start
chasing in the fear of being left behind. In fact, many times a market will continue rallying
until the PC ratio gets under 0.60.

Figure 5.9 1s a I5-minute chart that shows the mini-sized Dow overlaid on top of the
equityfindex PC ratio. On February 22, 2003, the PC ratio stayed low most of the day, dipping
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below 0.60. This represents a bullish outlook and the buying of stocks, index futures, and calls.
This placed a lot of stops below the markets, and the Dow subsequently sold off over 120
peints to clear them out. On February 23, the PC ratio spent a little time over 1.0, which rep-
resents a beanish outlook. the establishment of short positions, and the buying of puts—and the
placing of many stops above the market. This was enough to kick start a modest rally into
the close as the overhead stops provided the fuel for the market rally, On February 24 the PC
worked itself 10 an extreme high reading, while the markets gapped down and stayed under
pressure early in the session. However, with so many people bearish and with so many buy
stops sitting above the markets, the market had little choice but o rally. On February 25 the PC
started the day low but quickly rallied and stayed near 0.80 for most of the day. On February
28, the PC started off low and spent nearly an hoor under 0.60. This means that everyone was
excited and buying calls because of the rally on February 25, and now, with so many sell stops
in the market resulting from all the fresh long positions, the markets drifted lower and ook
them out.

To reiterate, the main thing I'm Jooking for in the PC ratio is whether or not it is af an
extrerne range. This indicator doesn’t spend a lot of timme in the extreme ranges, but they are
hit enough to have an impact on the markets. What about when the PC is not generating an
extreme reading?

The PC actually spends a lot of time in what | call “neutral” territory. This is between
070 and 0.90. During these pericds, the PC is generally a nonfactor in my trading decisions,
However, there is another aspect to the PC that [ will watch during the day. and that is the
“rend” of the PC. And this brings me to my next rule:

If the market is rallying, I want to see the PC rallying to confirm the move.
If the market is folling, I want to see the PC falling to confirm the move.

If the PC is rallying, this means that more people are getting bearish, and they are short-
ing stock, shorting indexes, and buying puts. This means people don’t believe in the rally, and
they are using the strength to establish short positions. Little do they know that their act of
shorting merely adds fuel to the next leg higher, as the market now has a series of stop orders
sitting overhead, just waiting to be ripped through. If, however, the market is rallying and the
PC is falling, this is because people believe in the rally and are chasing it—a sign that it has
run its course. Naturally, the opposite is also true. H the market is falling and the PC is falling,
this means that more people are bullish and they are using the market weakness to buy stocks
and buy calls. They are merely providing fuel for the market to continue on its downward path
in the form of new sell orders placed below the marker. I the market is falling and the PC is
rallying, this means that people are getting scared and are chasing the market lower—a sign
that the decline is about to end (see Fig. 5.10).

1. On March 29, 2005. the mini-sized Dow futures gap down and try to push lower.

2. The PC rallies as people scramble to establish short positions and buy puts.

3. This increases put buying. Even though it doesn’t push the PC above 1.0, it is
enough to get the markets to reverse course and take out the overhead stop orders.

4. Traders view this rally in the YM as a positive thing, and they stant buying calls as the
market pulls back. This call buying intensifics, driving the PC ratio to under 0.65.
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5. With the aggressive call buying, the YM drifts lower for a few hours, and then
cracks, falling over 120 points.

6. With the decline, traders start to worry that they are going to miss the down move
and they start shorting stock and buying puts. This drives the PC ratio to its highs
on the day.

7. Although the markets don’t rally into the close, they stabilize, as a high PC ratio
starts to establish a floor in the markets.

Figure 5.1t shows the markets the next day. With the markets closing near their lows
on March 29, people get bearish the next morning, and on the gap up they start shorting
aggressively and buying puts for the “inevitable” move lower. The PC ratio gets very high as
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the traders race to get positioned on the short side. How does the market respond? By closing
over 140 points higher than that of the previous day’s close.

I do want to point out that [ largely discount the PC ratio until after 10:00 a.m. EST.
There are a lot of listed stocks that take time to get opened, as well as a lot of overnight option
orders that take time to get executed. This causes a lot of crratic movement in the PC ratio.
Also, I ignore the reading on options expiration day, as it tends to get out of whack with all
the specific options-related activity.

The PC ratio is a valuable intraday trading tool. As of this writing, there are many data
feeds that do not carry this indicator. On TradeStation, you have to be permissioned for “opra”
in order 1o receive the PC ratio, For example, while it is available on TradeStation, it 15 cur-
rently not available on eSignal. More quote vendors will supply this information if their cus-
tomers ask for it. Also, this information is available for free at www.cboe.com in its “Market
Data” scction. These numbers are updated every half-hour.
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SECTOR SORTER LIST—
BEAUTY IS NOT ONLY SKIN DEEP

The sector sorter list (S81) is a simple tool 1 use to gauge what is going on “beneath the indexes.”
L List all the key sectors and have them soned automatically every few seconds through the trad-
ing day based on their Net % Change. This tells me at a glance which sectors are leading the mar-
kets higher or lower, and this brings me to my first rule regarding the sector sorter list:

Any move without the banks (BKX), brokers (XBD),
and semiconductors {SOX) is suspect and most likely will not last,

On April 1, 2005, the only sectors up on the day, for the most part, were energy, hous-
ing, and gold. {Sce Fig. 5.12.} One of the worst sectors of the day was the semiconductors,
and not far behind them were brokers and banks. I like knowing where these sectors are in the
mix for three reasons: First, the giant money center banks represent the biggest (or almost
biggest, depending on current prices) market capitalization sector in the market. The markets
need participation from this index if they hope to make any headway. Second, brokers are a
great market proxy. As go the brokers, s0 go the markets. Third, everyone participates in the
sermiconductor stocks. They have a strong following by both retail and institutional investors
alike. If I see a decline with these three sectors leading the way lower, [ am confident that the
decline is going to last. The reverse 1s also true.

The other way 1 like to use this list i1s when the markets are quiet and choppy. Often
there are stealth moves in the markets. This happens when the overall indexes are restricted
i a tight range, but underneath the surface a couple of key sectors are deteriorating or firm-
ing. This often is not picked up in the index itself. This brings me to my next rule;

During these quiet periods in the market, the more sectors that go red,
the greater the odds are that, when the market finallv does break, it will be to the downside.
Conversely, the more sectors that go green, the greater the odds are that,
when the market finally does break, it will be to the upside.

Like a doctor’s relationship to a patient’s medical chart, the sector sorter list helps a
trader gauge the overall health of the current market environment.

THIS IS HOW YOU KNOW
IT'S GOING TO BE A CHOPPY DAY

One of the most frustrating things for traders is dealing with a tight range, choppy day in the
stock indexes. Choppy days occur when the stocks indexes spend most of the day trading in
a slow, narrow range, providing minimal volatility. Most traders don’t realize that the trading
is choppy until about halfway through the day. They can tell by looking at the chart, and they
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FIGURE 512
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can tell by the amount of losing trades they have taken. In addition, there are specific trade
setups that work great in choppy markets. If a trader relentlessly pursues a setup that works
best in wending markets, they are going to get killed. Two of my favorite choppy market
strategies are described in Chapters 7 and 9 (pivots and tick fades).

My goal is to identify what type of market it is going 1o be as early as possible in the
trading day. To do this, 1 set up a five-minute chart of the E-mini S&P 500 futures, and the only
indicator I place on this chart is volume. Once this is done, 1 place a horizontal line at the
10.000 level on the volume chart (or as close to 10,000 as | can place it).
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In Figure 5.13 we can see that the trading during the first hour had the vast majority of
volume bars going over 10,000, This means that over 10,000 contracts were traded every five
minutes. The range on this day was wide, in the neighborhood of 14 points (or 140 Dow points).
In Figure 5.14 we can see that volume was at or under this 10,000 market right from the open-
ing bell, with one spike higher that took place in response to a news report. The resulting
range for most of the trading day was confined to between 1209.00 and 1206.00, a range of
three pownis {or 30 Dow points). This brings me to my rule for watching this volume chart:

If the first six bars on a five-minute ES chart have most of the volume
at or well under 10,000 contracts, expect a choppy, tight range session.
If the first six bars on a five-minute ES chart have most of the volume
at or well above 16,000 contracts, expect a more volatile session with better trends.
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This is a simple way to determine early on if the markets are geing 1o be choppy or
more volatile on the day. This allows traders to choose the setups that are more appropriatc

for these types of markets early in the day.

PUTTING IT ALL TOGETHER—SIZING UP
THE TRADING DAY FROM THE OPENING BELL

It is easy to get overwhelmed by too much data, and the key for reading all of these data is 10
do it in such a way that your brain can take in the information as quickly and as efficiently as
possible. I do this by looking at this data in a certain order, in two columns, top to bottom,

left 1o right.



108

Figure 5.15 shows how I tie all this information into a single screen. The trin and the
tring are in the upper left, and these are what 1 fook at first. Then my eyes go below this to
the PC ratio, which is what 1 look at second. Afier this I look at the ticks, which are at the bot-
tom Feft of the screen. From here my eyes jump to the upper right and to the sector sorter list.
Finally. I look at the tiki. I don’t even have to look at a chart to know that the market has been

selling off stcadily ail day.

Figure 5.16 shows these key indicators against the backdrop of a strong market. At a
glance | can see that the trin and tring are trending lower, and that the PC ratio started off well
at over L4 on the day. I can sec that the ricks are spending a lot of quality time above zero,
and thal most of the sectors are in positive ternitory. I can also see, with the tiki, thai there
have been a lot more buy programs than sell programs. On this type of day, | want to focus

on long setups and ignore short setups,

FIGURE 515

;s*szr 1€ mn NESE Lo fh fsRrG 35 me nespea L [y Symbol " WerChy  Netwchg /1 ;
. 10 1 sosxx C w0

[ f& 146 ; !:] 130 2 sTRaN 72
i |:]J[ ‘ 3 sovex 1258
4 *ﬂ L 26 Hl [] ';] 1 & EHGxX 7
i [:]ﬁ] l J * 5 SETKX TEr
i [:]T 120 & SKBD.X S
H D 1 1o 080 37 SHGX A7E
:II_.' 3 SGSM X 257
e e 1saE [T T e 1sas | 19 SoTvx =02
B e o e — e (110 550X X ER
FISHPCVE 1S mn OPRA L« 8736 <D3150 47 84% BeGOOTO A0 0. h 11seen . T
i ] ——— ﬂtﬂ'd..,..,_ 12 SOFX X 26253 -2 32
. "ﬂ’m Il».._ i ’l...,*.c‘-‘ﬁu o 7500 13 SRLXX s232 -£38
i tesson (114 sem X 155 22 14z
; 15 SHOIX £25,82 B
228 b1ae 1200 ta4§ 'mEB 1030 4315 1500 | 16 SGEV.X 1312 17
17 SORG X BTES 277
18 S X 14436 NET
............................................................ bicooop {13 SMSHX 453 £Z -3.88
_______________________ 20 SHWX X 3525t .15

60030

-200 G0

80000

1000 00

o rIHR sectors (Dow ) Futures /[ i _

H

tres 134k aRg 8200

Radar Screen 2 ;( tdoving Averages {Copy) f




CHAPTER 5 The Siock Market is Now Open—Seven Key Eniernals io Gauge Intraday Market Direction 109
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In addition to being able to get a solid feeling for whether the market has vpside or
downside pressure, this will also help a trader understand when the markets are in “chop
: mode.” This wilt happen when these different indicators conflict with one another. For exam-
| pte, the trin is making new highs (bearish}), but the ticks are spending all their time above zero
(ballish). One of my favorite ways to see whether or not we have a choppy market is also the
most simple. [ look at the sector sorter kst, and if about half the sectors are green and half the
sectors are red, well, it can’t get more neutral than that,
I don’t include the ES five-minute volume chart on this layout simply because there is
not enough room. I watch this on another screen.
I created this layout in TradeStation. You can recreate it by looking at Figures 5.15 and
5.16, or by going to www.tradethemarkets.com and downloading a copy complete with all the
audio alerts.
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LISTENING IN ON THE FLOOR—THE VALUE OF PIT NOISE

There are feeds available from people who are standing just outside of the S&P futurcs pit at
the Chicago Mercantile Exchange. They will sit there and call out the current bid/agk prices
and make comments on the market action. T like to have this playing quietly in the back-
ground. One of my trading partners, Hubert Senters, likes to play it loud as he pays attention
to all the nuances coming out of the pit. Hubert introduced me to pit noise and the first few
months 1 listened to it, the noise drove me crazy and | hated it. So I'turned it off. After 3 days
1 realized I was struggling in figuring out which way the market was going to go-and 1 real-
ized | had subconsciously taken in the pit noise. These days I won’t day trade the stock index
futures without it. Here is how it works and how 1 use it:

First off, it’s important to understand what the people in the pits are talking about. All
day long a trader is going to hear the bid/ask being quoted, and it typically goes like this, “six
twenty by a half, six twenty by a half,” and sv on. This is a quote for the big S&P contract,
which is quoted in tenths instead of guarters like the E-minis. This means that the current
bid/ask is 1136.20 by 1136.50. The quotes just focus on the last few numbers instead of the
entire price,

The person doing the talking will frequently refer to “paper versus local.” Paper com-
ing into the market means it is & retail order and can be placed by brokers such as Goldman
Sachs, Merrill Lynch, and so forth. “local market” means that the Jocals are trading among
themselves; this happens when the action is slow and the volume is light. Hubert and I have
listened to many pit broadcasters and by far the best one is Ben Lichtenstein with www.real-
timefutures.com. He absolutely loves what he does and this comes across each day in his
broadcasts. In July 2005, Hubert and I held a four-day seminar in Chicago at the Sears Tower.
We had Ben come in for an hour and talk about how he reads the tape and what listeners
should key in on. Then, the next day, we took the group of 50 seminar attendees down to the
CME so they could waich Ben in action calling out the pit noise live. They saw exactly what
he was looking at and what he was calling out and why he was doing it It was an amazing
experience, and we received permission from the CME to bring in a film crew and capture the
floor event—in addition to filming the entire serninar. This was amazing in and of itself
because the CME is notorious for not allowing film crews on their floor, and 1 have thanked
them profusely for letting us capture the event on film. Of course, the guys in the pit gave Ben
hell because he led the floor tours—and part of that was captured on tape as well. By the time
this book reaches the shelves, there will be a DVD available of the entire seminar, and a sep-
arate DVD available that focuses on Ben, pit noise, and the visit to the CME. For people who
attended the seminar, it was the experience of their trading lives. We now work closely with
Ben. Anyone who wants to sign up for his service, you can mention that you were referred by
me and receive a 40 percent discount from the price listed on his website. I have no financial
ties with Ben'’s subscription business. 1 just love his service and am more than happy to 1ell
people about it. Let’s look at more things o key in on when listening to pit noise.

A “thin top” means that there are not a lot of bids at these levels—Iook for the market
rally to fail. If Ben mentions a scale buyer or scale seller, 1 pay attention to what the seller is
doing and at what levels.
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When Ben mentions a “top tener” this means one of the 10 biggest guys in the pit is
doing something. Once in a while you will hear that a "top tener” is stuck short, and these
provide great opportunities to jump in on a trade as théy are forced to cover hundreds of the
big S&P contracts to get out of their position. This is information you can’t leam from watch-
ing a chart.

I alse like to listen o the overall noise level. ks it quiet and slow, or loud and fast? I the
noise explodes, it s almost like the ticks reaching the +1000 level. This level of activity is
unsustainable, and the markets will reverse, If the sound is quiet and then it gradually gets
louder, ¥ will go in the direction of the market ontil the noise “explodes,” and then §’1] get out.

My favorite way to use the noise from the pit is to listen and figure out f the noise is
londer on the up moves or the down moves. i a market is raltying, and the pit noise is loud,
and then the market pulls back and the pit noise is quiet—this is a erystal clear signal that the
momentar is higher and | will aggressively buy all pullbacks on these days. The reversal is
also true. Once 1 got used to this. I found it very hard to look at a chart without having this
“pit noise indicator” in the background.

There are many other ways to use pit noise. If someone is above or below the market
with size and the locals fill it, go in the direction of that move. This means the locals are push-
ing the markets instead of fading the markets.

' If the pit moderator tells you what the low 1s and that low is below the lows of the day
you see on your charts, the market is going lower and is about to make new fows on the
day. H the pit moderator says look for a stop run at | 136, pay attention to that number if you
are below it

The most important thing with pit noise is not to get caught up in the excitement, It is
easy to think this is the Holy Grail when you first get it. But it’s not. It’s just another tool.
Traders who get caught up in the exciternent of the pit buy the highs and sell the lows, just
like any other amateur.

It will take about two months of solid listening to get used to it. After you get used to
it. it’s hard to trade without it. We put together the DVD to shorten the learning curve, and
on it we explain in a lot more detail about how to use this tool. Information on the DV 1s
available at www.tradethemarkets.com.

It is important to realize that the markets spend the majority of the day consolidating
and resting. Traders who wait for a move and then have to chase it will always be at a disad-
vantage with traders who get in before the move 1akes place. The way to do this is to watch
these internals and look for clues as to the path of least resistance. When the markets are quiet,
get postioned for the next move in this direction, Once the move takes place, the amateurs
will chase it and you can sell your position to them.
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Be not afraid of going slowly;
be afraid only of standing still.
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THE OPENING GAP: THE FIRST
AND HIGHEST PROBABILITY
PLAY OF THE DAY

TRADING WITHOUT A SPECIFIC SETUP IN MIND IS LIKE
HIKING IN THE AMAZON WITHOUT A COMPASS

Before we jump into the first of the setups, the opening gap play, [ want to quickly review one
absolute truth about this business. That truth is as foltows—when it comes to trading for a liv-
ing, all investors fall into one of three categories:

E. Those who have a system they follow each and every day.
2. Those who are developing a systern and are on the lookout for the Holy Grail,

3. Those who never believed in utilizing a specific system and trade just on instinct—
and are still explaining to their spouse how they lost all their trading capital.

The point of this, of course, is to emphasize the importance of facing each trading day
with a game plan and of establishing a trade setop from a three-pronged approach. In addi-
tion to the actual setup, there also needs to be a foundation from which to operate the setup,
This foundation consists of the following: the trading methodology, the money management
technique, and the knowledge of the best markets to trade for that particular setup. In other
words, it’s a lot more than just “what’s the entry?” Do traders scale into a trade or go all in?
Do they scale out of go all out? Is it better 1o use a tight stop and bigger size, or a wider stop
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and smaller size? Does this trade work better on the mini-sized Dow or the euro? Each mar-
ket is unique. Each setup is unique. Each timeframe is unique. Without these additional data,
traders are destined to fail, and are only kidding themselves into thinking they can do this for
a living. They may have a lot of fun for a few months or a year, and they may get an incred-
ible high out of a great trade, but it won’t last over the long haul. The idea is to create a situ-
ation that allows a person to do this for a living—each and every day.

This section focuses on a series of setups for the active trader, and is a collection of
strategies that | currently use in my own trading. Specific markets are highlighted with exact
entry, exil, and stop loss levels, focusing mostly on intraday setups. Swing trading setups are
also discussed, and these are noted as such. In general, any setup that is used on the stock
index futures can also be vsed on individual stocks. Exceptions to this guideline are noted. [
like to use day-trading strategies in one account and swing-trading strategies in another
account. This keeps everything separate and easy to track. 1 chose to show setups that had a
successful resolution in order to demonstrate how to manage the exits on these setups. In
instances where these setups get stopped out, and that does happen, that is an easy exit to
manage —the stop was hit. As a trader, it is irnportant to realize that not every trade will work
out. It is quite possible to get stopped out two or three times in a row before catching a suc-
cessful move. This is a normal part of trading, and it is important that a trader not get frus-
trated. A typical scenario I've witnessed with traders is that they get stopped out of a setup,
and then hesitate to take the next one, which of course turns out to be a winner. Or they get
stopped oul of a setup, so the next time it oceurs they take profils too fast. The point of this
is that a trader needs to become like a machine and just do the setups. On any given day, [ will
take five intraday setups, One of these will get stopped out, two will be scratched, and two
will be winners. On days where my first three trades are winners | will usually stop for the
rest of the day and book my gains.

I utilize a variety of specific setups in my daily trading routine. [ started off trading
stocks and stock options, so most of the setups focus on some aspect of the stock market,
whether it’s through individual stocks or the mini-stock index futures. There are also setups in
other markets I discuss, particularly in the euro and bonds, as well as some forex setups. Some
of these I developed myself, and some of these have been developed by other people whom 1
trade with, The purpose of this section is to give you specific setups that you can utilize the
next trading day. It should also give you a blueprint for developing and tweaking your own
setups. For me, the biggest difference in my trading occurred when I learned to ignore my brain
and just focus on a handful of good setups. Once 1 learned the setups, the next challenge was
to have the discipline to follow them the same way, each and every time. [ did this by record-
ing my trading activity for over a year and focusing on the results for each serup. If 1 deviated
from the setup, if I tried to outthink it and got out too early or in oo late, I noted this in my
data and marked it as an “impulse play.” After a while I noticed that these impulse plays didn’t
make me any money. | saw the light, so to speak, and suddenly my trading focus took a dra-
matic shift, Instead of focusing on the potential gains of a trade or worrying about missing a
move, I focused on executing a flawless setup. That is the key between a trader who can do this
for a living and a trader who lives a life of quiet frustration. It is very hard to do. But it’s the
difference between life and death.

It’s like quitting smoking. Either people choose to light up another cigarette or they do
not. They take it one day at a ime. For euch day they don’t light up, the better the odds they
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will never smoke again. It is no different in trading. For each day traders can actually be
totally disciplined and foltow their setops exactly as planned—even if it means standing aside
when the market is racing away without them—the beter the odds they will make it in this
business. If you want thrills, go to Disneyland.

Although I car’t stand over your shoulder and help you with your discipline, I can show
you the setups that 1 use to trade for a living. I have loosely organized these in the order that 1
Took at them throughout the trading day. As you try these out on your own, you will find that
you naturally gravitate toward some rather than others. Key in on this. as a trader will tend 1o
move loward setups and markets that seemmn Lo fit their personality. fet’s jump right in with the
first setup and one of my favorites—the opening gap play.

NOT ALL GAPS ARE CREATED EQUAL

I find gap plays to be the best way to start off my trading day. Not only are they the first trades
of the stock market session, but, more importantly, they can also tell a person a fot about the
upcoming market action for the day. Because of this, I spend more time tatking about this
setup than the others.

Gaps are contrarian plays, or “fade plays™ as I like 10 call them. Opening gaps create a
lot of excitement and emotion in the market participants, and [ like to step in and take the
opposiie side of this emotion. The play is completely against the crowd, which 1 like, and is
one of the lowest-risk trades available. What exactly is a gap? Gaps occur when the next day’s
regular cash session opening price is greater or lower than the previous day’s regular cash ses-
sion close, creating & “gap” in price levels on the charts, similar 1o that space we see each
night between David Letterman’s two front teeth. It is important to note that traders will not
see this gap on their charts unless they specifically set up a “gap” chart. With a 24-hour chart.
traders will not see the gaps. This is discussed in more detail shortly.

When it comes to gaps, not all markets are created equal. Gaps in “single item” mar-
kets do not act the same as gaps in “multi-item” markets. Examples of single-itern markets
include bonds, currencies, grains, and individual stocks. These gaps typically fill at some
poini, bur not necessarily on the same day. For this play, I'm specifically interested in gaps
that have a high probability of filling on the same day they are created. For these single-item
markets, a news item controls the entire order flow for that day, instead of affecting just a
small portion of an entire index.

This 1s especially true of individual stocks. Individual stocks are like politicians, in that
cach day they can produce a fresh skeleton from the proverbial closet. Earnings announce-
ments, corporate scandals, and insider deals can create gaps in price that never get filled. Ken
Lay and Bernie Ebbers certainfy wish their Enron and Worldcom stock would filt their over-
head gaps. Unfortunatcly, the odds of this happening are about the same as getting the
European Union to agree on a unified constitution. In other words, it's never going 1o happen.
Because of the unpredictable nature of individual stocks, they make poor candidates for gap
fills. The exception to this is gaps on individual stocks that are gapping with the market and
not on any particular news. How does a person tell this? If a stock is gapping 10 cents for each
one-point move on the S&Ps and there isn’t any news on that stock, then that stock can be
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played as a gap play. For example, if KLAC (KLA Tencor Corp) gaps up 42 cents and the
S&Ps are gapping up 4.00 points and there isn’t any specific news on KLAC, then it can be
played as a gap play. It's just moving with the overall market. ’

As compared with single-ttem markets, a multi-itern market such as the E-mini S&Ps or
the mini-sized Dow futures, as well as their equivalent ETFs (exchange traded funds) via the
Spiders (SPY) and Diamonds (DIA), make great candidates for gap plays. This is because there
are individual components of these indexes that will respond differently to various news items.
Good news for oil companies is bad news for ransportation companies. Good news for defense
stocks can be bad news for travel-related stocks, and so on. This means that, although the market
may gap up on a news itemn, there will be individval stocks within the index that will either ignore
the news or sell off on the news. This weighing down, coupled with an initial pullback in the
strong issues that are gapping op, weighs down the entire index, creating an opportunity for
the market to Al #ts gap. In addition, many fund managers watch the open gaps. They’ve been
doing this a long time and know that the markets hate to leave “messy charts” in the form of open
gaps, If the markets gap up, they will generally wait to start committing to the long side until the
market has pulled back and filled its gap. In this way it is also like a self-fulfilling prophecy.

What about the Nasdaq or the Russell? I've watched these markets as well, and
although they do fill their gaps a farge percentage of the time, that percentage is lower than
the Dow and the S&Ps. In the end, my favorite gap plays are in the mini-futures and ETFs
representing the Dow and the S&P 500.

The Magic of Premarket Volume

The great thing about gaps is that they are like an open window, and like all windows, at some
point they are going to be closed. The key, then, is to be able to accurately predict when the day’s
gap (window) is going to be filled (closed). What is as important as analyzing the gap itself is
analyzing the marker conditions that produce the gap. The reason for the gap is imunaterial.
Upside earnings surprises, terrorist threats, fakeover announcements, economic reports—each
morning the markets are borbarded with news. It's not the actual news, but how the markets
respond to that news that is important. To understand how the markets are really reacting to the
news, all a person has to do is look at the premarket volume. In addition to news gaps, which are
more or less fishing expeditions, there are also professional gaps. Professional gaps are designed
to keep the retail investor ont of the market. These occur when the Dow gaps op 100 points and
then trades in a tight range for the rest of the day. The move essentially happened before the mar-
ket opened. The professionals who were positioned for the move benefit, while the average retail
investor is left with nothing and no opportunity to participate in the move. Again, premarket vol-
ume can tell a trader if the gap is going to be a professional breakaway event or is going to lead
to price action that has a high probability of filling the gap on the very same day it was created.
A professional gap with high premarket volume can 1ake weeks to get filled. Much more com-
mon are gaps that are news reactions or fishing expeditions. These are smaller in nature, are high-
lighted with low to moderate premarket volume, fill quickly, and can be faded regularly.

The question, then, is if T ignore the reason for the gap, what is it that I’'m looking for
that determines whether or not 1 will take the setup? Premarket volume in what, exactly? The
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key action I am watching is the premarket volume in a specific set of cash stocks. I like 10 look
at all the cash stocks that also trade single stock futures (SSFs). The list of these stocks is avail-
able at www.oncechicago.com. As of this writing there are about 120 stocks—they are all the
big stocks that trade a lot of velume. Note that I'm not watching the volume of the S5F con-
tract, 'm watching the volume of the actual underlying cash stock. I particularly like to watch
KLAC (KLA Tencor Corp). MXIM (Maxim lntegrated Products Ine), NVLS (Noveltus
Systemns Inc), and AMAT (Applied Materials Inc). I like these stocks because they are traded
actively in the premarket session and are traded aggressively by both individual traders as well
as fund managers. Even though these components are not part of the Dow, they still provide a
clear map as to how the market is handling any particular news that is out on the day. If the
volome on these stocks is heavy, then it is obvious that the market is 1aking this news very seri-
ously. If the volume on these stocks is Hght, which is more common, then the market is either
not interested in the news or, more likely, has already priced it in. It is on these days that the
gaps have a very high probability of filling on the same day in which they were created.
| What I'm looking for is the premarket volume in these stocks as of 9:20 a.m. Eastern.
; 10 minutes before the reguolar cash session opens. The premarket session opens at 8:00 a.m.
' Eastern, so these are data on I hour and 20 minutes worth of trading. If these stocks are trad-
ing under 30,000 shares each at this time, the gap (up or down) has an approximate 85 per-
cent chance of {illing that same day. However, if it fumps up to 50,000 shares each, the gap
only has about a 60 percent chance of filling that same day. On these particular days, how-
ever, the midpoint of the pap has an 85 percent chance of being hit, so I do take this into
account and adjust my target accordingly. For example, if the gap is 50 points on the Dow
and the premarket volume is moderate, then my target is going to be 25 points from my entry
instead of the full 50 points, which would constitute a gap fill. Finally, if the premarket vol-
ume jumps to over 70,000 shares each, the chances of the gap filling that same day drop to
30 percent, These are typically the days that involve a professional breakaway gap. On these
days [ don’t fade it. T typicaily stand aside and wait for one of my other setups to unfold.
Why does this premarket volume indicator work? Think about it as driving a car uphill
on an empty tank of gas versus a full tank of gas. If the market is really set up to move, then
there will be reat volume coming into the cash market to propet that car “up and over” the
hill. If the market is just setting up a head fake, then the volume in the cash market will be
low, as there won’t be any real conviction in the move. lgnore the news and follow the money.
Table 6.1 shows how T use this information to manage my trades:

TABLE 61
Pre-Market Volume in Key Stocks Position Size Trade Target
Less than 30,000 Full size Exit entire position a1 gap fill
Between 30,000 and 70,000 2/3 size Exit haif at 50 percent of

gap fill, half at gap fill
Above 70,000 Noe fade trade No fade trade
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There are many days when three of the stocks are trading under 30,000 shares and another
stock will be trading 95,000 shares. In these cases, I will first check to see if there is specific news
on that stock. If there is, 1 will throw it out. If there iso’t, I will then take an average and call this
a “‘'moderate” gap and play it accordingly—meaning that my target on the first half will be 50 per-
cent of the gap fill instead of holding onto the entire position for a full gap fill. For moderate gap
plays, 1 do not trail down the original stop, even when | get out of half my position.

The Best Days of the Week to Take This Trade

One of my wrading partners, Hubert Senters, has compiled data over the last 4/ years based
solely on the raw gap data, disregarding any readings on premarket volume. In Table 6.2,
these data are sorted by day of the week and show what percent of the time the markets filled
their opening gaps on the same day in which they were created.

As is evidenced by these data, gaps in and of themselves have a very high probability
of filling on the same day in which they are created. If a person could get these same odeds at
a blackjack table, Las Vegas would be put out of business in three months. That said, it is
important to note that Mondays are the days with the lowest percentage of filled gaps. The
main reason for this is that most breakaway gaps happen on Mondays—there are a lot of
developments that can happen over the weekend, On Mondays U will still take low-volume
gaps, but if the volume is moderate, [ will pass on gaps that are over 50 Dow points or 5 S&P
points. Finally, I've noticed that expiration day (the third Friday of every month) and the first
trading day of the month have low probabilities in the range of 55 to 60 percent. | generally
pass on fading the gaps on these two days. The only exception is if the premarket volume is
very low. The boutom line is that if the premarket volume gets confusing and a trader doesn’t
understand the reading on any given day, the odds are still there and the trade is worth taking,

TRADING RULES FOR GAP DOWN BUYS

The set of rules for gap down buys is based on a low premarket volume gap. If the volume is
moderate, then | will do exactly the same thing, except 1 will take off half my position when
the markets reach the price level that represents 50 percent of the gap fill. If the premarket

TABLE 62
Day Percentage of Gaps Filled
Monday 65%
Tuesday T7%
Wednesday 79%
Thursday 82%

Friday 78%
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volume is high. then I pass on this trade setup. Remember, this is a fade play. I will buy a gap
down, and short a gap up. The following set of rules is for a gap down:

.

6.

7.
8.
9.
10.

I first set up a special intraday gap chart that starts collecting data at 9:30 a.m.

Eastern and stops at 4:15 p.m. Eastern. This is so I can view the gaps. These gaps

won't appear on charts that carry 24 hours worth of data or as “regular session”

data on the futures markets.

A pap must be at Ieast 10°YM points or | ES point—otherwise 1 will pass.

If a gap is over 70 YM points or 7 ES points, 1 pay careful attention to the pre-

market volume. Most breakaway gaps are big gaps. However, if the premarket

volume is low to moderate, | will siill take these.

With a gap down, when the regular cash roarket opens at 9:30 a.m. Eastern, | buy

the YM or ES at the market. The DIA and SPY can also be used. It doesn’t reaily

matter which market is vtilized, with two exceptions: If one of the stocks in the

Dow is “out of whack” then 1 will play the gap in the S&Ps. By this I mean that

if a stock like IBM is up 10 points on earnings, then this index is gong to be

“out of whack™ with the rest of the markets. The other exception is af I am

specifically using the Dow in another setup, say the squeeze or a pivot play

(these are discussed in upcoming chapters). Then I will take the gap in the S&Ps.

This way if T am still in the gap play when this next setap fires off, 1 can just take

it in the Dow and leave my gap trade on.

Once filled, 1 set up a protective sell stop with the following parameters:

® For gaps that are under 40 YM or 4 ES points, 1 use a 1741 risk reward ratio.
{Example, for a 20-point gap, T use a 35-point stop).

® For gaps that are over 40 YM or 4 ES points, T use a 1:1 risk reward ratio.
{Example, for a 45-point gap, | use a 45-point stop).

My target is the gap fill itself. If yesterday’s closing price was 1058.50 on the

S&Ps, then that is my target for the gap fill. For a moderate volume gap, I will

split this order up, having half my targe! at 50 percent of the gap fill, and leaving

on the remaining half for a potential full gap fill.

I don't trail stops for this setp.

If I'm stopped out, then the gap play is over for the day.

If neither the target nor stop is hit by the closing bell, 1 exit my position at the market.

For the gap play, there is only one potential setup per trading day.

WHO IS GETTING A SPANKING AND WHY?

One of the most imporiant steps for traders is to understand why they are making money ina
particular trade—which also means understanding who exactly is losing money on the other
side of the trade. Who is getting hurt and why?

When markets gap down, there are generally two proups that are going to get hurt. First,
there are the people who are long from the day before. When the markets gap down, they are
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either getting stopped out or they are panicking and selling. Second, there are people who are flat,
see the gap down, think it is the end of the world, and start shorting. In this setup, I want to be on
the opposite side of the trade from both these groups, because both of them are having a strong ~
emotional reaction to the market, and this emotion is causing them to get into a trade. Therefore,
when they are selling, 1 am buying. These same groups will provide the fuel for the rally through,

in the case of the first group, panic buying in trying o make back their early losses, and, in the
case of the second group, short covering via the stops they placed when they put on their short
trade. Let’s take a look, The charts that follow are numbered in specific places where price action

is taking shape. Each of the hists that refer to the chart are numbered so that the text following *2”
describes point 2 in the chart to which the text is referencing.

SPECIFIC EXAMPLES OF TRADING THE GAP

Mini-Sized Dow—December 2003 Contract, October 15, 2003

1. The mini-sized Dow contract closes a1 9717 on October 14 {see Fig. 6.1).
2. On October 15, the opening trade at 9:30 a.m. Eastern is 9762, producing an open-
ing gap of +45 points. 1 “fade the gap” right at the open and short the YM at the
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market. My protective stop is 45 points away from my entry, at 9807, and my tar-
get is the gap fill, which is the previous day’s close at 9717,

3. The gap fill is complete once the price levels reach the previous day’s close, This
oceurs 35 minutes after the opening bell. This is a relatively smooth trade. | refer
to these quick fill gaps as “Bahamas Gaps™ because they are relatively smooth,
quick. and stress free. This trade nets a profit of $225 per contract.

Mini-Sized Dow—December 2003 Contract, October 16, 2003

1. The market closes at 9704 on October 15 (see Fig. 6.2).

2. The opening trade at 9:30 a.n. Eastern on October 16 is 9645, creating a 59-point
gap down. | buy at these levels and place a stop at 9586.

3. Many people who play gaps would get stopped out right here at point 3, as they
trail up their stop to break even to protect gains. For these people, the gap play is
NOW OVEr.

4. Yet by holding onto this play with parameters that were made especially for gaps, 1
end up staying in profitable trades that shake many other traders out (see Fig. 6.3).
The reason for this is that the other traders are using blanket types of parameters
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FIGURE &3
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for every play, instead of utilizing specific parameters that are tatlored for specific
plays. Although many gaps fill within the first hour, many can take a couple of hours
or more. [ like to set the parameters and focus on something else while the market
“does its thing." I refer to this type of gap as “Somalia Gaps.” Unlike Bahamas
Gaps, they tend to cause a lot of stress in the people who are watching them. It's
okay to feel stress; professional traders simply don’t act on it, maintaining the para-
rieters they have set for themselves. This trade nets out a profit of $295 per contract.

Note that one of the best signs of an amateur trader is a person who only uses tight stops
or a 3:1 risk reward ratio on every trade. Most beginning traders are taught by their brokers
1o use this tight stop formula, risking one point to get three points. As the traders wonder why
they always get stopped out just before the market tums, their broker is tallying up commis-
sions generated on the day. In general, wider stops produce more winning trades. They key
with wider stops, of course, is to play only setups that have a greater than 80 percent chance
of winning. The gap play I'm describing, with the parameters that 1 use, has a greater than ()
percent chance of winning with the risk-to-reward ratios I utilize. By using a tight stop on a
gap play, the probabilities of the trade working out fall dramatically—Iess than 30 percent. In
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essence, one of the reasons many traders fail to make it in this business is because they are
using stops that are too tight. This might seem ke a contradiction, but if almost every trade
is stopped out, it’s tough to make any money. ’

What 1s also important to remember for gap plays is that an active program of trailing stops
will negatively affect your win/loss ratio. Once the parameters are set in place, the best thing a
trader can do is to walk away and let the orders do their job. Although tweaking is a good thing
1o do when giving a car a tune-up, tweaking the parameters of a gap trade won’t work.

Mini-Sized Dow—September 2004 Contract, August, 2, 2004

I"ve found that most traders get too caught up in the reasons for the gap. In reality, the reason
is meaningless. Gaps happen because a flurry of emotion hits the tape at the opening bell.
However, the reason for the gap has little significance on whether or not the gap fills. On
Sunday, August 1, 2004, the U.S. government issued a terrorist warning claiming that there
was chatter on the airways about a plan to blow up a large financial institution. The markets
got nervous and the markets gapped down in a big way on Monday morning, Avgust 2 (see
Fig. 6.4).
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1. On Friday, July 30, 2004, the mini-sized Dow futures closed at 10142,
2. On Monday, August 2, 2004, the markets open for trade at 10091, down 51 points.
I buy here right at the 9:30 a.m. Eastern open. | place a stop at 10040. The ’
markets spend a good part of the day chopping around, and | talk with
other traders who are nervous about the terrorist threat news. Do 1 let this
*pervousness” get into my own trading? Should 1 listen to the reasons for
the gap?
3. Later that same day, the markets grind higher and 1 am out at the gap fill (see Fig.
6.5). Gaps are the ultimate contrarian play; don’t get caught up with the crowd.
This trade nets a profit of $255 per contract.

E-mini S&P-September 2004 Contract, August 24, 2004

1. On August 23 the ES closed at 1097.00 (see Fig. 6.6}.

2. The next morning the 9:30 a.m. opening trade prints ac 1101.00, four points above
its close, I short at the open, placing a stop at 1105.00.
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FIGURE 66
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3. A little over an hour later, my target is hit as the E-mini S&Ps fill their gap for a
total gain of $200 per contract.

E-mini S&P—September 2004 Contract, August 4, 2004

1. On August 3, the ES closes at 1097.50 (see Fig. 6.7).

2. The pext morning. the market gaps down and opens at 1094.25. This gap is 3.25
points, so 1 use a 141 risk-1o-reward ratio, and place my stop at 1089.25.

3. 1 buy at the open. The market chops up, and then pushes down to new lows. A lit-
tle over an hour later, the markel has firmed, and I'm out of my position at the gap
fill. The markets spend a good portion of the day in a tight, choppy range, only
rallying in the final half-hour of trade. On many days, the gap play is not anly the
safest, but it is really the only trade to take. We call the marker choppy when it
trades in a narrow, low volume range because it chops up newer traders to death.
This trade nets a total of $162.50 per contract.
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FIGURE 67
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E-mini S&P—September 2004 Contract, July 14, 2004

1. On July 13 the E-mini S&Ps closed at 1114.75 (see Fig. 6.8).
The next morning the market opens down —5.75 points at 1109.00.
I buy at the open and place a stop at 1103.25.

Bowo

The gap fills in a little under an hour. This is another example of a “Bahamas
Gap,” as it is very relaxing to rade with a minimum of false moves. This trade
nets a total profit of $287.50 per contract.

WHAT TO DO WITH UNFILLED GAPS

One important thing to remember: If 80 percent of these plays win, that means 20 percent of
them lose. 1 aciually like losing trades for one main reason—this leaves an “open gap™ in the
markets. An open gap is like 2 black hole or a tractor beam, eventually sucking prices back to
their opening gap levels. Whenever the markets leave an open gap, I mark that level on a Post-it
Note and place it on my computer. Let’s look at this example (see Fig. 6.9):
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FIGURE 68
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Let's get a little more specific on how to play this using a $100,000 account, and uti-
lizing ning contracts for a full position, approximately one contract for every $11,100 in the
account. Yes, a person can trade a lot more contracts than that in a $100,000 account, and
many brokers will encourage a person to trade more than that. With some brokers a trader can
get enough leverage to trade 100 contracts on a $160,000 account. This is, purely and simply,
insane. Just because people can do something, doesn’t mean they should. The leverage here
is far too much. Traders who are using a modest two-point stop on the §&Ps could get stopped
out four times in a row. Where does this leave them? 2 points X $50 X 100 contracts =
$10,000. Four stops in a row = $40,000. I’ve seen more than my fair share of people do this,
and it is just inexcusable. There are many things people can do in life. They can drink one
glass of wine or the whole bottle, They can drink one cup of coffee or the whole pot. They
can go to the gym each day or sit and watch TV. 1t all comes down to choice. Yust because
people can do something, doesn’t mean that it’s a good idea. Choose with your best interests
in mind. Let’s go back to the example.

On August 18, we gapped up a modest 44 points in the Dow prior to some economic
numbers. I short at the open. We rallied, sold off into the economic numbers, and then shot
higher once the numbers were released. | had a 44-point stop, and the markets rallied just
through that level, producing a loss of $220 per contract, or $1,980.
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FIGURE 69
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I head into the next trading day knowing there is now a “black hole” gap below. I can actu-
ally hear the sucking sound. The next day we have a modest low volume §3-point gap higher that
works out guickly, for $65 per contract ($585). The day after, we get a nice 52-point gap lower
that takes a few hours to fill, but creates few headaches, for $260 per contract {$2,340). The next
day we get a 44-point gap higher that is on moderate volume. It comes close to our stop but even-
tualty fills the gap for $255 per contract on four contracts. [ covered the first five contracts when
we got to 50 percent of the gap fill level, which is 22 points. 4 contracts X 44 points X §5 =$880,
and 5 contracts X 22 points X $5 = $550 for a total of $1.430 on the play, Finally on August 22
we get the “sucker gap” when Intel announces “cautious upside earnings revisions.” The market
explodes and gaps up 62 points, right into key resistance—on low premarket volume.

I short the gap. Six bars later, my target is hit for 62 points or $310 per contract
($2,790). The sucking sound of the black hole below is getting louder. During the afternoon
session we get a bear flag consolidation. I set up a sell stop at 9392 to let the market take me
into a breakdown of that flag formation. [ get the fill and set my stop above intraday resis-
tance at 9455. My target is the 818 black hole open gap at 9304. The market spends the rest
of the day on s hands and knees. dry heaving, trying to hold back the internal pressure. This
pressure proves to be too much, and, like a freshman college student during his first year away
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from home, the market eventually falls over and vomits. The gap fills for an 88-point gain or
$440 per contract ($3,960).

When there are open gaps left in the market. [ always write them down and mark them
on my chart. The markets will take them out eventually, usually within 5 1o 10 trading days.

STRATEGIES FOR THOSE WHO CAN‘T TRADE FULL TIME

Gaps are one of the besi strategies for people who are holding down a full-time job. On the
West Coast this is particularly easy as the markets are open well before most people have to
head to the office. The main consideration to keep in mind is that a person will want a system
like NinjaTrader {see Chapter 4} that will automatically cancel a stop once the target is hit.
Another, often overlooked alternative is to have a broker who can be called with the parame-
ters. Typically these brokers will cost a little more in commisstons, but it is worth it to have
someone watching out for the trade. The biggest advantage of doing this trade as a part time
trader is that yoa won’t be prone to making the very mistakes most full-time traders make
while watching the trade progress. They get antsy, they get fidgety, and they end up bailing
oul too soon. Someone who is at the office and doesn’t have fime to watch the trade actually
has a big edge over most of the traders who haven’t learned 1o control their emotions.

Another alternative is 1o have this setup “auto-traded” by a broker, There are a number
of brokers who will trade these setups automatically based on parameters that are given to
them. Additronal information on this option is available at www.tradethemarkets.com.

POSITION SIZING WITH A $100,000 ACCOUNT

One frequent question I get is “How many contracts or shares are you trading with this strat-
egy?” These same plays can be executed in five different markets. There are the mini-sized
Pow and E-mini S&P futures, the SPY and DIA ETF shares, and there are also futures avail-
able on the DIA through One Chicago. The table following shows the different instruments
and the number of shares or contracts I would trade on a $100,000 account using this setup.
The DIA futures are nice if a trader is using a smaller account. They are a happy medium
between having a lot of leverage with the mini-Dow and E-mini S&P futures and no leverage
with the PIA and SPY stock. The examiple shown in Table 6.3 is with a gap that occurred on
July 24.

SUMMING UP THE GAPS

Gaps are the one moment of the trading day where all the players have to show their poker
hand, and this creates the singie biggest advantage for the shori-term trader. Understanding
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TABLE 63
7123 7124 Gap:

Quantity Market Close Open Points Stop Profit
9 mini Dow 9,169.00 9,233.00 64 9,329 $2,700
9 E-mini S&P 087.00 993.50 6.50 1,003.25 $2,0925
20 DIA futures 91.96 92.58 0.62 93.51 $1,240
500 DIA 91.91 92.50 0.59 93.38 $2065
500 8PY 99.29 99.99 0.70 101.04 $350

the psychology behind the gaps is paramount to playing them successfully on a daily basis. The
gaps are s0 powerful that many traders make a nice living playing these setups alone. The key
is to know how they work and to develop a solid methodology and set of rules to trade them.

After reading about this setup and understanding the specifics behind the setup, the seri-
ous trader will have a better foundation for a plan to trade the markets successfully on a full-
time basis: a proven setup to play, markets that best fit that set-up, and a plan of action to
maximize the play. That is pretty much all a trader needs to survive and thrive in this greatest
of professions.
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PIVOT POINTS—GREAT FOR
TRENDING DAYS AND EVEN
BETTER FOR CHOPPY DAYS

BEATING INDICATOR-BASED TRADERS TO THE PUNCH

One of the simplest and most effective position entry techniques I use is based on what I call
the muHipivot levels. This 1s a setup that can be used on a variety of markets, though 1 typi-
cally use them on the mini-sized Dow (YM), E-mini S&P (ES), E-mini NASDAQ {NQ), and
E-min: Russell (ER} futures contracts, as well as some individual stocks. They can also be
used on the corresponding stock index ETF via the DIA, SPY, QQQQ and IWM.

The main advantage of this system is that it is price-based as opposed to indicator-
based. By the time most indicators generate a buy or a sell signal, the move 1s already well
under way. By following this price-based methodology, I will get inte a trade before the indi-
cator-based traders, and 1 usually end up handing off my position soon after a buy or sell sig-
nal is being generated on a stochastic or other oscillator type of systen. This is especially true
on choppy days. Just as the Johnny-come-latelies are jumping in, I’'m closing out my position
and looking for the next setup. On choppy days, it’s the indicator-based traders who get taken
out back and shot. Their buy signals get them in at the top of the move and their sell signals
get them in at the dead lows, leading to a frustraring day with a negative P&I. Pivots are set
up to naturally take advantage of their mistakes. essentially siphoning money from these trad-
ing accounts into your own,

133
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This is also a pood system for traders who don’t have time to stare at the charts all day
long, or, not surprisingly, for traders who have a bad habit of chasing the market higher and
lower. Playing the pivots automatically creates trader discipline, because the entries and exits ~
are determined before the trading day even starts.

The other thing I like about the pivots is that they can be used as a tool to quickly deter-
mine what kind of trading day it’s going to be. On a trending day, markets will move 1o a pivot
level, consolidate for 15--20 minutes, and then continue to march in the direction of the trend.
On these days I wait for the move through the pivot level and then buy the first pullback to
that level. On choppy days, however, the markets will move up to a pivot level, hang around
for a short time, and then drift back in the direction from whence they came. Many traders get
“chopped up” during these types of trading days, losing money and making their brokers rich
in the process. The pivots are naturally set up to be faded on these days and are cne of the few
profitable ways to trade the low volume, narrow range chop.

There are two very easy ways to tell if the market is trending or chopping. The first is to
look at how the markets react to the pivot levels once they reach them., The second is to set up
4 five-ininute chan of the E-mini S&Ps and see what kind of volume is coming into the market
after 10:00 a.m. Eastern (see Chapter 5). If the volume is over 10,000 contracts on each bar, then
the market has power and volatility behind it. These types of days usually have wide ranges and
strong trends. However, if the volume after 10:00 a.m. Eastern is consistently below 10,000 con-
tracts on a five-mminute chart, then there is little power to move the beast, and the end result will
be a slow, choppy day. On the first type of day, I wait for the markets to move through pivot lev-
els, and then [ set up an order Lo get in on the first retracement. On the choppy days, [ place open
buy and sell orders against the pivots and have standing orders to fade these moves throughout
the day. There is nothing to watch on these types of days, so I generally let my orders do the
work for me while T spend some quality time at the driving range.

NOT ALL PIVOTS ARE CREATED EQUAL

So what exactly are the pivots? There is no big mystery or secret to them, and many readers
will have heard about them and have used them in their own trading on a regular basis. For
the uninitiated, I explain how I set them up and why they work, and then we can jump into
the setups that [ use with them.

Pivots are readily available and have been around for a long time. They are support and
resistance levels calculated by floor wraders using a simple mathematical formula. These levels
became widely known and have moved off the floor. Today many traders are aware of them and
try 1o use therr, but in yny experience they are using them incorrectly. To add to the confusion,
there are different formula versions and different time frames that are used when calculating piv-
ots. So, to get started, let’s look at what T use, which is one of the standard pivot formulas:

R3: RI + (High — Low)
R2: Pivot + (High — Low)
R1: 2 X Pivot — Low
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PIVOT: High + Low + Close/3
§1: 2 X Pivot — High
82: Pivot — {High —~ Low)
83: S1 - (High - Low)

Once a trader has this formula, then the key data needed are the high, low, and close
of the previous session. For ray own trading, I like to utilize 24 hours” worth of data to cap-
ture the highs and lows. However, it is absotutely imperative to use the settlement price for
the close, as this is the only closing price that matters. Often a 24-hour setting on a chart
means “midnight to midnight,” and that will destroy the validity of the data. We will go over
this in more detail shortly.

Once 1 get this high/low/close, I plug these into an Excel spreadsheet with the formu-
las listed above, This information generates seven important levels for the next trading day: a
central pivot. then three levels above (R]1. R2, and R3} and three levels below (S, S2. and
§3). The central pivot has the most weight of the seven levels. In addition to these daily lev-
els, [ also utilize the midpoints between these levels. Finalty, | like to know where the weekly
and monthly levels are located. These are calculated by taking the high/low/close of the pre-
vious weekly or monthly bar. While the daily pivots change each day, the weekly pivots
change only once a week, and the monthly pivots once per month.

It is important to note that it is extremely rare for a stock index to hit its daily R3 or §3
levels. This is important to know becauase if a market rallies to R2 or a sells off to 82, that usu-
ally ends up being the dead high or the dead low of the day. This knowledge will help temper
a trader’s emotions and keep them on track to tollow this system.

HERE’S EXACTLY HOW | SET THEM UP ON MY CHARTS

I'm going to go through the process of how I update the pivots on my charts each day. 'm
doing this on Saturday, March 19, 2005, and I want to calculate the updated prvot levels for
when the market reopens again on Monday. To calculate the daily pivot numbers, 1 use the
following data to generate my high, low, and close numbers:

& YM: Start Thursday at 8:15 p.m. ET; end 5:00 p.m. on Friday

® ES: Start Thursday at 4:30 p.m. ET; end 4:15 p.m. on Friday

*® NQ: Start Thursday at 4:30 pn. ET; end 4:15 p.m. on Friday

® ER: Start Thursday at 4:30 p.m. ET; end 4:15 p.m. on Friday

This range of data gives me all the price action for when these markets are trading,
allowing for both pre- and postmarket price action to be factored into the next trading day’s
nombers. The times are stightly different on the above contracts because of the times they
were traded on the exchange. The settlement price is the key. If traders are ever unsure about
the settlement price, they can check it on the YM at www.cbot.com and go to market data,
then settlement prices. For the ES, N}, and ER, a trader can go o www.cie.com and go to



136 PART TWQO  Specific Intraday and Swing Trading Setups

trade CME products. market data, historical data, view more, settlement prices, equity index.
I’s kind of a maze 10 get there on the CME website. The direct link is hup://www.cme.com/
trading/dtavhist/daily_settle_prices. himl?type=idx.

The easiest way to get an accurate high/low/close is to just set up a daily chart with the
timeframes listed for each contract. In TradeStation this is very easy to do. Just enter the con-
tinuous symbol, such as @YM or @ES, and set it on a daily chart. The data will default to the
“regular session” which refers to the times listed above. With many other charting programs a
trader has to go in and set this up manually, as many of themn default to the regular stock mar-
ket session from 9:30 a.m. to 4:00 p.m. Eastern. Once the chart is setup, just wait until after
4:15 p.m, Eastern on the ES. NQ, and ER and wait until after 5:00 p.m. Eastern on the YM,
After these timmes, just lake the high/low/close reading on the daily bar generated for that trad-
ing day to get the correct numbers. This closing price will almost always match the settlement
price, though [ like to check to make sure. For Monday, then, 1 want the high/low/close for
Friday. Ler’s take a look (see Fig. 7.1}

On Friday, March 18, 2005, we have a daily bar on the YM that started at 8:15 p.m. ET
on Thursday, March 17, and ended at 5:00 p.m. ET on Friday, March 18. This range gives us
the following numbers:

® High: 10679
& [ ow: 10579
* (Close: 10635

By changing the chart to a weekly time frame, I can also take the high/low/close of the
completed weekly bar and get the numbers [ will use for the weekly pivots.

FIGURE 71
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* High: 10870
® Low: 10579
® (lose: 10635

On Monday the daily and weekly close will be identical, since they are both based on
Friday’s close, In this instance the lows are also identical because the lows on Friday were
also the lows of the week. The process can be repeated with the monthly levels, but T won’t
need new monthly inputs uniil the first trading day in April.

Now that | have my key levels, [ want to figure out the key pivot points that Pli be using
| for Monday, March 21, 2005. The first thing I do is take these high/tow/close figures and plug
them into the formula. To figure out the daily pivot, [ take the high + low + close and divide
by 3. 10679 + 10579 + 10635 = 31 ,863/3 = 10631. We now have our pivot point for the day.
To figure out RI, which is the next level above the pivot, 1 multiply the pivot by 2, and then
subtract the low. So we take 10631 X 2 = 21,262 — the low at 10579 = 10683,

We complete this process until we are done, and we come up with the following levels:

R3: 10783
R2: 10731
R1: 10683
Pivot: 10631
ST: 10583
S2: 10531
S$3: 10483

Once [ have these levels, I place them on my chari, I also ke to note the midpoints
between the daily pivot levels. These are calculated very simply as they are literally the mid-
point. The pivol is 10631, and R1 is 10683, 52 points away, Half of 52 is 26. I add that o the
pivot, and 1 get a midpoint of 10657. These are all formulas that can be set up in Excel, mak-
ing this a very quick and easy process. | don’t calculate the midpoints for the weekly and
monthly levels.

With the chart created and the appropriate pivot levels added, the first thing 1 will note
is where the daily pivot is in relation to where the market closed. The daily pivot is at 10631,
and the market closed at 10635. The second thing I will be watching for is where the markets
are trading at 9:30 a.m. Eastern on Monday. How far away are they from the daily pivot? This
will work in relation to the gap play. The markets test their daily pivot level 90 percent of the
timme at some point during the day. 1 will always fade the first move to the daily pivot. For
example, if the markets are trading above the central daily pivot, and they sell off to this level,
I will “fade” the move by buying it when it reaches the pivot. I will talk about specific entry
methods in 2 moment.

By setting up these formulas in an Excel template, I can guickly obtain all the key lev-
els for the YM, ES, NQ, and ER. [ did that, and all | do today is just enter the high, low, and
close. Once this is done, the spreadsheet fills in the rest of the numbers for me autoraticatly.
It takes me just a few minutes to look up, and then plug the high, low, close into this spread-
sheet, I then instantly have my levels for the next trading day. Of course, [ have to update the
weekly pivots only once a week, and the monthly pivots once a month. The spreadsheet for
the chart we are working on is shown in Figure 7.2.
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FIGURE 12
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I also like to note where the extreme levels are, because it is very rare when the stock
indexes hit their R3 or §3 levels. This is important to know because if the markets rally 10 R2
or a sell off to 82, that usually ends up being the dead high or the dead low of the day. This
knowledge will help temper a trader’s emotions. When a market is poing up, it is easy to think
that it will go up forever. On this same note, when the market is heading down quickly, it is
easy to assume it’s the end of the world. The emotion of greed is, of course, a disaster 10 any-
one who succumbs to it because of the surge of adrenaline that runs through the body. By
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understanding the odds of a move above and beyond these outer levels, a trader will be able
1o stay more objective and take the money away from the people who are panicking.

The pivots help to keep a trader grounded. Instead of getting overexcited and hoping for
a market crash, the pivot trader knows there is a 90 percent chance that the markets will not
close above R2 or below 52 on any given day. A move to that leve] signals a time for the trader
to take profits instead of pyramiding into a bigger position that will lead to disaster.

Let’s take a look at the pivot levels that we calculated for Monday, March 21, 2005, on
a five-minute chart (see Fig. 7.3):

This chart looks very busy with the daily pivot levels labeled on the left, the midpoints
of the daily levels in the middle, and the weekly pivot levels on the right. For sake of space,
I left the monthly levels off. T like to take a look at this wide view first in order to see where
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the extreme levels are located for Monday’s trading. Once I've done that, [ will then reduce
the chart to a more manageable level (see Fig. 7.4).

In this chart I've zoomed in so that I can see where the key close levels are for Monday’s’
trading.

THE PSYCHOLOGY BEHIND THE PIVOTS—
WHO IS GETTING BURNED

Before T jump into the rules and specific setups that I use to trade the pivots, I want to cover
briefly why they work. The {irst, and most obvious, is that a lot of traders watch these daily

FIGURE 74
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levels, so there is a self-fulfilling prophecy involved. The same can be said for Fibonacci
Levels, but they do not hold nearly as well as the pivots. Why7 I elaborate on this 1n the next
two points. ’

On the floor, 1t is generally a trader’s goal to grab smaller moves, typically two points
in the S&P 500, which is about 20 points in the Dow, or smaller depending on what 15 going
on in the pit. The floor traders all operate in a big circle, with the brokers standing on the first
step that surrounds the pit. This gives them the best view of all the locals so they can get the
best price for their customers. Since it is easier to trade with someone right in front of you,
the prime space for locals to stand is just inside the top rail that separates the top step brokers
from the locals. Experience, politics {who you know), and the ability 1o take orders of all sizes
{not just | lots) can get 2 local a prime position near the top step brokers. Usually this space
is determined by how long the local has “held the spot” and his ability to continue to make
markets. New traders must find space where available. This 1s usually the farthest point from
the brokers, which is the center of the pit. Because of this layout, there are several different
scenarios being trading at opne time. The locals on one side of the pit are making markets
based on order flow coming from the brokers on their side of the pit. i a broker in one cor-
ner was selling size (a very large position) while a broker on the other side of the pit was buy-
ing, the two brokers don’t always hear cach other or even know what the other side is doing.
It would be very easy for them to do their trade together if they knew that they could meet
cach other’s needs. Instead, locals near the broker who is buying start “racing” the broker by
buying from other nearby brokers and then turning around and selling their contracts to him.
This causes many price fluctvations throughout the day and often results in the public getting
stopped out before the action settles down again. In its purest form, the traders on the outside
will get in on a trade, let’s say it’s a long, and then sell their position to the guys on the instde
of the circle who can’t really see what is happening way out on the top steps. What happens
is that the raders on the inside, by the time they see the market moving, are the last ones in
the pit to get in on the move. If they are lucky. they will then be able to turn around and sell
it to the public. As the guys on the inside are selling to the public and closing positions, the
guys on the outside are also selling to the public but they are opening new short positions,
essentially fading a public that is chasing the up move. And the cycle renews itself like this
throughout the day. This causes a specific dynamic in the markets, generating specific cycles
of speed and rest on an intraday basis. They focus on the pivot levels to base their entries and
to also gauge market action. The pivots play on this in that they are spaced out to catch these
“patches of momentum.” A Dow pivot 1s usually 30-50 points apart, and this is the type of
movement that perpetuates the cycle I just described. The floor traders in the center of the cir-
cle are catching half this move, dumping it. and waiting for the next level to be hit. The key
is to get in when the market is quiet and get positioned for the next round of activity.

One of the main reasons these pivots work has to do with the vast majonty of inexpe-
rienced traders out there. The floor raders start a trade, and the inexperience of most traders
causes the momentum that finishes a trade. How? Because average traders rely on a lot of dif-
ferent “indicators.” They are getling in and out of their positions far too late, which causes
tosing trades and a specific cycle of market movement as their stop placement slowly and
steadily increases the velocity of market movement in the direction of their stops. Indicators
are just that, an “indication.” This is like your significant other slapping you across the face,
and you taking it as an “indication” that this persen might be angry with you, If it takes a slap
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across the face to realize this, then you are following the wrong indicators. By the way, all
market indicators are the wrong indicators, because they are all lagging. Price action is pure.
This overreliance on indicators by the majority of traders is what helps this system to work.
By the time the average trader gets a buy signal, the pivot play is almost over and users of this
system will be selling their position to the indicator-based trader. Then the subseguent rever-
sal that takes place is because of all the stop losses sitting out there, like trout sunning therm-
selves op 1op of a lake— easy targets for the hawks who come swooping down from overhead.
The market pauses, drifts down, and picks up steam and rips through all the stop losses, paus-
ing when the run is over. This pause generally happens at a pivot level. It's where the floor
traders are beginning to accumulate their next position for the next cycle of play.
Let’s jump into the trading rules and look at some setups:

TRADING RULES FOR PIVOT BUYS ON TRENDING DAYS
{SELLS ARE REVERSED)

1. Unlike the gap charts, I want to see 24 hours” worth of data, so I can view any
overnight highs and lows. Each day | update the appropriate pivot levels on the
chartg to reflect the previous day’s action. On Monday’s } also update the weekly
pivots, and on the first trading day of a new month | update the monthly pivots.

2. The first pivot play is dene in conjunction with the gap, if there is one. If there
is a gap down, then 1 buy a decline into the closest pivot tevel. If there isn’t a
playable gap {over 10 YM points or 1 ES point), then [ will wait until 9:45 a.m.
Eastern to initiate the first play.

3. If the volume on the five-minute ES chart is over 10,000 contracts, then P wait
for the markets to penetrate a pivot level, moving up at least a quarter of the way
to the next pivot level. Once this happens, [ will then set up a bid to buy the first
retracement back to the violated pivot level.

4. | enter my trades with limit orders only. I place orders “just in front of” the pivol.
For the YM [ use 3 points; the ES 0.25 points; NQ 0.50 points; ER .20 points;
and for individual stocks .05 cents, For example, if I'm trading the YM and the
pivot level is (0000, then T would buy a dechine to 16003 and short a rally to 9997,
Sometimes the pivot will be an odd number, such as 1117.38 on the ES. In this
case | always round in the direction of the trade. So. if I'm bidding for a long, 1
will round 1£87.38 10 1117.50, and my bid will be £117.75. If I'm offering a short,
[ will round 1117.38 down to 1117.25 and place my offer at 1117.00. My stops and
targets, then, would be “just in front of” these appropriate long and short levels.

5. Once filled, I place an order to close the first half at the next pivot level. and the sec-
ond half at the prvot level after that, using the same “just in front of” parameters.

6. 1 place a 20-point stop for the YM, 2 points for the ES, 4 points for the N, and
§.50 points for the Russell. For stocks, T will use a stop based roughly on the
price of the stock. If the stock is under $10 a share, I will use a stop of 20 cents.
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If it is between $10 and $20, I will use a stop of 30 cents, between $20 and $30 1
will use a stop of 40 cents, and so on, adding another 10 cents for each $10
increment in price. {So a $75 stock would have an 80-cent stop, elc.)

7. If the first target is hit, | will then move up the stop to my entry level pivot,
minus the “just in front of” fractions discussed in rule 3. For example, if I gel in
aYMlong at 10003 and the pivot is at 10000, then my new stop would be 9567
once the first target is hit.

8. Ifl am in 4 trade at the market close and neither my stop nor my target has been
hit, ¥ will close my position out “at the market” at 4:10 p.m. Eastern for futures,
and at 3:58 p.m. Eastern for stocks.

9. 1don't initiate any new positions after 3:30 p.m. Eastern, but I will manage exist-
mg positions into the close.

10. The markets rarely have a sustained move above R3 or below 53, I 1 trade to
those levels, I will always fade the move.
11. After two losers in a row, 'm done with pivots for the day.

TRADING RULES FOR PIVOT BUYS ON CHOPPY DAYS
(SELLS ARE REVERSED)

The rules for choppy days are identical except for the targets. On choppy days, I just focus on
the YM and the ES. My first target is mechanical, 10 points for the YM and 1 point for the ES
on half of my position. Once this is hit, T will trail up my stop in the same way | would for a
trending trade. The second target becomes the “just in front of level” for the actual next pivot
fevel. In working with other raders, I've found that they grasp the concept of the “choppy
day™ setup easily, but struggle with the “trending day” setup. Therefore I focus most of the
examples on the trending day setups, and we go through those first.

Specific Examples of Trading the Pivots
E-mini S&P—September 2004 Contract, September 10, 2004

1. The S&Ps gap down into daily S1 (see Fig. 7.5). | bave a hmit order to buy placed
at FE14.00, just above daily S§1. The market comes very close to this level, but not
close enough. 1 am not filled, and the marker rallies away without me, Once the
market pushes up through the midpoint, I move my bid 1o buy the next puliback to
the midpoint. The midpoint is at 1115.88, so | get a little in front by placing an
order to buy at 116.25. T am filled quickly at this level. | place an initial two-point
stop at 1114.25, and my first target s “just in front of” the next pivot. The pivot is
1118.00, so my first target is 1117.75.

2, My first target is hit, and I move my stop up to | F£5.50 (just below the midpoint
where | entered the trade). Shortly thereafter my second target is hit a1 1119.75,
and 1 am out of the trade.
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3. I place an order to buy a pullback to the pivot at 1118.25. I am filled and place a
two-point stop at 1116.25. My stop is hit. The market rallies back through the
pivet, and I place another order to buy a pullback to 1118.25. L am filled and place
the same two-point stop at 1116.25.

4. My first target is hit “just in front of” the next pivot level at 111975,

5. I move my stop up on the second half of my position to 1117.75, which is just
below the pivot where I entered my trade.

6. I exit the second half of my position at 1122.00, just in front of the next pivot level.
Once the market pushes decisively through this pivot level, 1 place a bid to buy at
1122.50, just above R1. I am not filled, and the market goes on 1o make new highs. At
this point it is past 3:30 p.m. Eastern, and I am done with my pivot plays for the day.

E-mini S&P—September 2004 Contract, September 9, 2004

1. The S&Ps gap open, and I place an order to short just below the midpoint at
1121.00 (see Fig. 7.6). 1 am filled, and place a two-point stop at 1123.00. My fust
target is just in front of the next pivot level at 1120.00. This target is hit, and |
move my stop down to 1121.75, which is just above the pivot level 1 used for my
entry. My second target is just in front of the next pivot level at 1118.00.
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2. My target 1s hat on the second half of my position. The market bounces and starts
¢ move up to the daily pivot, and I place an order to short at 1119.25. T am not
filled, and the market rolls over and moves quickly into daily S1.

3. I move my order to short down 10 the next pivot level, and my order is now
1117.25. T am filled and place a stop at 1119.25. My first target is 1116.00. This
target is hit, and { move my stop to 1118.60.

4. My second target is hit at 1114.25, and 1 place an order to short a rally back to Si
at 1115.25.

5. L am filled and place a two-point stop at 1117.25. 1 get stopped out as the market
rallies hard.

6. I'm filled at 1118.00. I place a stop at 1116.00.

7. The market rallies to the next pivot level, and I'm out half at 1119.25.  move up
my stop to 1117.25. My next target is quickly hit at 1121.00.

8. Normally [ would place an order to buy the next pullback here at 1120.00, But i
don’t. Why? Because I'm following the rules. 1t is now past 3:30 p.m. Eastern,
and I'm not initiating any new trades!

9. This trade would have been stopped out.
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E-mini S&P—September 2004 Contract, September 8, 2004

1. The markets gap down and 1 place an order to buy at 1118.75 (see Fig. 7.7).
This order is pot filled. When the markets rally through the daily pivot, I raise
my bid to 1120.75. 1 am filled and place a stop at 11E8.75, My first target
is 1123.00.

2. My first target is hit. 1 move up my stop to 1120.25.

3. I am stopped out of my second half, and 1 wait for the next setup,

4. The market continues to trend down, so } want to short the next move to the over-
head pivot.

5. The market rallies, and [ get short at 1120.25. 1 place a stop at [122.25, and my
first target is 1118.75.

6. My first target is hit, and I move my stop to 1120.75. Shortly thereatter my second
target is hit at 1116.75. 1 place an order to short the next rally to an overhead
pivot, and I am filled at 1118.25. 1 place a stop at 1120.25. My first target is hit at
1116,75, and I move my stop down to 1118.75. The market rallies into the close,
and 1 am stopped on the second half.
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E-mini Russell—September 2004 Contract, September 10, 2004

1. The Russell 2000 futures gap down, and [ place a bid at 561.90. (see Fig. 7.8). 1
am filled and place a stop at 560.40. My frst target is 563.80, and this is filled
quickly. | moved up my stop to 561.50.

2. My second target is hit at 566.50, and the market continues to rally through this
midpoint.

3. Once the market pushes through the midpoint, | place a bid at the pivot below at
564.2¢). The market never comes down to this level and in fact makes new highs.
Once this happens, I move up my bid to the next pivot Jevel, and my new bid is
566.90. | amn filled close to 2:00 p.m. Eastern. | have been bidding long for 3%
hours. With pivots, patience is a virtue!

4. 1 place a stop at 566.40, and my first target is 569.30. My first target is hit, and 1
move my stop up to 566.50. The market hangs around this same level into the
close. Since neither my stop nor my target is hit, 1 exit “at the market” al 4:10
p.m. Eastern and get out at 569.40.
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E-mini Russell—September 2004 Contract, September 2, 2004

I. The Russell 2000 opens flat and pushes higher, right into daity R {see Fig. 7.9). |
set up 2 bid 1o buy the next pullback to the midpoint at 554.90. 1 am filled and
place a stop at 543.40. My first target is the next pivot level at 557.20. This level
is hit, and I move up my stop to 554.40.

2. The markets spend the next four hours consolidating, then finally push up and hit
my second target, once again showing how patience with the pivots pays off,

3. The market pushes through the midpoint and starts to pull back. 1 place a bid at
560.10. The market comes close. but I am not filled. The Russell pushes through
daily R2, and 1 move up my bid to 562.60. I get filled here and place a stop at
561.10. My first target is 564.90.

4. My first target is hit. I move up my stop to 562.10. The market approaches the
close without hitting either my stop or my second target. I exit at the market at
4:10 p.m. Eastern and get out at 566.30 on the second half of my position.

E-mini Nasdag—September 2004 Contract, September 3, 2004

1. The Nasdag gaps down, and | place a bid at daily S1 at 1380.50 (see Fig. 7.10).
This isn’t filled, and when it moves up through the midpoint, [ raise my bid to
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1386.50. I get filled and place a stop at 1382.50, with my first target at 1391.00.
The first target is hit, and T raise my stop to 1385.50.

2. I'm stopped on the second half. The market goes on to make new lows, and 1
place a short at 1385.50. T don’t get filled.

3. The market continues to fall and slams into the next pivot level.

4. I move my short bid down 1o the next level at 1379.50. I don’t get filled and noth-
ing else sets up for the day. A good day to rearrange the sock drawer.

E-mini Nasdag—September 2004 Contract, August 5, 2004

1. The Nasdaq has a slight gap up into the midpoint, and 1 short at 1383.50 (see Fig.
7.11). 1 place a stop at 1387.50, and my first target is at 1379.50.

2. My first target is hit, and 1 move my stop down to 1384.50. The market rallies,
and | am stopped out on my second half.

3. The Nasdaq sells off through the next pivot level,

4. Once it is through this level, I place an order to short a rally back up to this level
at 1373.50. [ get filled and place a stop at 1377.50 with my first target at 1369.50.

The first target is hit quickly, and I move my stop down to 1369.50. My target on
the second half is 1364.50.
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. My target on the second half is hit, and | am now flat.

6. 1place an order to short a ratly to the above pivot level at 1368.50. I am filled and
place & stop at 1372,50. My first target is the pivot below at 1364.50. This gets hit,
and 1 move my stop down to 1369.50.

7. My second target is hit at 1359.50. I place an order to short & rally to the next
overhead pivot fevel at 1364.00. I come right up to this fevel but am not filled, and
that is the last pivot play that sets up for the day.

Mini-Sized Dow—September 2004 Contract, August §, 2004

1. The mini-sized Dow futures open mixed and begin selling off early in the session
{see Fig. 7.12). I place an order 10 short the next rally to midpoint at 10118, but 1
don’t get filled. Once 1 break down through the daily pivot, I move my order 1o
short down to 10091, This time 1 get filled, and I place a stop at 10111 and an
order to cover half my position at 10069. I'm filled on the first half of my order,
and 1 then move my stop down to 10097. My next target is 10041.

2. My next target is hit, and P'm now flat.

3. The markel continues to move lower and tests the next pivot level. I place an order to
short at the pivot tevel above, right at 10035, The market i1s acting reaily stowly. [ put
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my orders in place and go grab some lunch. By the time 1 get back, I'm still not filled,

which is why T absolutely love the low volume August trading. It takes a couple of

hours, but | end up getting filled later in the afternoon. I place a stop at 10055, and my

) first target is FO015. Thas target is hit quickly, and I move my stop down to 10041,

$ 4. My second target is hit at 9988, and I'm now flat. Since the market continues to
trend lower, 1 place a bid to short at the next overhead pivot level and I place an
offer at 10008.

5. The market trades right up to this level, but I dont get filled. When the market
collapses, I move my offer down to 9982, but this doesn’t get filled either.

Mini-Sized Dow-—September 2004 Contract, September 2, 2004

1. The markets open mixed and rally into the midpoint at 10189 (see Fig. 7.13). | set
up to buy the first pullback, and I place an order at 10163. 1 come very close to
this level but not quite, and 1 don’t get filled. The market rallies theough the next
pivot level, and I move my bid up to 10192, The market doesn’t even look back
and keeps on going, moving up through yet the next pivot level.

2. 1 move up my bid again to 10221. This time 1 get filled and place a stop at 10201,
and my first target is 10238, The first target is hit guickly, and | move up my stop
to 10215.
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3. My second target is hit at 10261, and | am now flat.

4. The market rallies, and I place an order to buy at 10267. I don’t get filled, and the
market closes near its highs.

Mini-Sized Dow—September 2004 Contract, August 25, 2004

1. The Dow gaps down, and I place in a bed at 10077 (see Fig. 7.14). 1 get filled and
place a stop at 10057 with my first target at 10090. My first target is hit, and §
move up my stop to 10071,

2, The Dow continues to rally, and my second target is hit at 10104.

3. I place an order at 10096 in order to buy the next pullback. I get filled and place a
stop at 10076. The market slows to a crawl for the next hour and nothing happens.
Then momentum begins to pick up, and I'm out of my first half at 10104. 1 raise
my stop to 10090.

4. My second target is hit at 10118.

5. The Dow continues to rally to the next pivot level. 1 place an order to buy a pull-
back at 10124. 1 don’t get filled.
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6. The market pushes higher to the next level, and I raise my bid 1o 10144, 1 get
filled and place a stop order at 10124 with my first target at 10157. My first target
is hit quickly, and 1 raise my stop to 10138,

7. My second target is hit at 10171, and I am now flat. The market continues to rally
to daily R3. This is a rare event. The markets hardly ever get through R3, and 1
always fade initial moves to these levels. I place an order to short at 10185. [ am
filled and place a stop at 10205, The market pushes up to 10200 and fades into the
close. Since neither of my parameters is hit, [ cover at 4:10 p.m. Eastern at 10176.

KLAC {(KLA Tencor Corp), September 10, 2004

1. KLAC gaps down on this day, and 1 place an order to buy at 38.48 (see Fig. 7.15).
I am filled, and 1 place a stop at 37.93. My first target is hit at 38.89, and I raise
my stop to 38.38.

2. The stock continues to rally, and my second target is hit at 39.39,

3. Iplace an order to buy the first pullback at 38.99. This order doesn’t get filled,
and the stock runs away.
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4. When it breaks the next pivot level, | raise my bid to 39.49. 11 takes 2 while, but [
get filled and place a stop at 35.99,

5. My first target is hit a1 39.72, and [ raise my stop to 39.39.

6. By the time the market approaches the close, neither of my parameters is hit, and [
close out at the market right at 4:00 p.m. Eastern at 39.78.

Trending versus Choppy Markets

For the most part. the setups we just went through cover trending markets. | also wanted
10 take a look at choppy markets to show how the pivols work under those circumstances.
Figure 7.16 shows the mini-sized Dow on a day where it stayed locked in a confined, nar-
row trading range through the majority of the day. In fact, most of the imtial move down
happened before the 9:30 a.m. Eastern open for the cash markets. T also inserted some
basic indicators onto this chart to show how far they can {ag behind on a choppy day ver-
sus a setup that is based purely on price. The indicators I'm locking at are basic exponen-
tial moving averages as well as an RS! index. This doesn’t mean these indicators don’t
have any value—it’s just important to keep in mind that, for the most part, an indicator-
only based trading approach is a lagging approach, and this fact is heightened on a choppy
trading day.
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1. As the markets chop along and the volame on the ES chart continues to run under
10,000 contracts, this becomes the appropriate time to set up the pivot plays in the fol-
towing “‘chop-enhanced” manner (see Fig. 7.17). At point | the YM is quiet, and I am
locking to fade a move to the nearest pivot level. | don’t want to sit and stare at the
markets while this mind-numbing action unfolds. Therefore, I place a buy limit order at
the nearest pivot level below current price action, plus three points, so I'm just in front
of the pivot. [ also place a sell Emit order at the next level above current price action.

2. The sell Eimit order is hit first. | came close to the buy Iimit order but didn’t guite
make it. Once the sell hmit order is hit, [ place a 20-point stop. My first target is a
mechanicat 10 points away from my entry, and my second target is the next pivot
level below. It is a weekly pivot level at 10332, so [ would set up a buy limit order
at 10535 to cover the second half of my short.

3. Both of my targets are hit, and I am taken out of the trade. Note that when the
moving averages finally crossed over, the markets were almost at our final target.
Indicators Iike moving averages work amazingly well on trending days, but they
are a killer on choppy days. Price rules on the choppy days.




156 PART TWO  Specific Intraday and Swing Trading Setups

FIGURE 177

F0600
110581}
F10530

30570

620 725 B30 935 1040 1145 1250 1385 1500 1605 '

This example shows something that traders will notice quite often when they trade this
syster: They will be trading exactly the same levels multiple times during a given day. The
level at which a person would get long on a decline is also the level where a trader would
close out a short, and vice versa.

Let's take another look at the same chart (Fig. 7.17), but we’ll look at all the setups that
occurred that day.

1. Arpoint 1, the YM falls to one of the weekly levels, but doesn’t quite touch it. 1
manage to get into the market long because my limit buy order is the weekly level
+3 points. The weekly level is 10532, so my limit buy order is placed at 10535.
I'm out for +10 points quickly on the first half and then bring my stop up to “pivot
-3" which is breakeven —6.

2. At point 2 we come up and ease just through the daily midpoint. I am out of the
second half of my long on a limit order to this level. Note that the moving aver-
ages have barely crossed higher only when the markets have reached the target. 1
try to reverse and short, but the market moves too quickly, and I miss the short.
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One way around this 1s to keep a resting order 1n for the stop as well as a new
position. If traders are long 10 contracts and want to reverse and go short when
they exit, then they just set sell limit order for 20 contracts. This way traders will
exit their long and establish a shott position simultaneously.

For point 3 I am bidding long for a decline back at the weckly level +3 points.
The weekly level is 10532, so my bid is that plus 3 points, which is 10535. When
two levels like this are close together (by at least 10 points—in this case a weekly
fevel and the daily pivot), T will place my bid with the level closest to the price
action. I am filled on my long. The market eases through and trades around this
level for half an hour. My stop is not hit, though it comes close. My initial target
for “half at 10 points” is hit quickly, and 1 trail my stop. It is not untit a couple of
hours later that my second target is hit at the midpoint, This is an important note;
Some of these trades will last a few hours in duration, while others can last 10
minutes. The key is to wait for the levels to be reached and not try to hurry things
along or get out because of anxiety or boredom. Although human emotions are

a good idea in building relationships with other pecple, in trading, they have to
be ignored.

I am out of the second half of my long over three hours later, at a daily midpoint
level. Since this is a choppy day, I just reverse and go short, placing the target on
the first half of my position 10 points away from my entry. My second target is the
next level below + 3 points.

The market actually moves quickly, and I'm out of the first half in 15 minutes
and the second half another 15 minutes after that. 1 reverse and go long and set
up the same parameters, +10 points on the first half, and back to the other pivot
on the second half.

P'm out of the first half quickly for +10, and the market continues to trek higher
into the close. The market doesn’t quite reach my second target, and I end up get-
ting out “at the market” at 4:10 p.m. Eastern, a few points below my target. Note
again that by the time the moving averages crossed higher, | was already out of
half my position.

TRAILING STOPS IN THIS FASHION IS THE KEY

I'm not a big fan of aggressively trailing stops. By this 1 mean that if the market moves in
my favor 1 YM point, I will keep my stop static instead of then trailing it up by one point.
This auto-trailing stop strategy generally will stop a trader out on the first normal retrace-
ment, and these are moves I’m willing to sit through. However, if I’ve established multiple
targets and my first target is hit, then and only then will 1 generally move up my stop to pro-
tect gains on the entire trade. For pivot plays, 1 treat stop movement the same on both trend-
ing and choppy days. I'm just waiting for my first target to get hit. Once that happens, then
and only ther will I move up my stop.
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1. Here we have our original 20 stop from our long entry on a decline 10 the weekly
pivot + 3 points (see Fig. 7.18},

2. M this was a trending day, then 1 would wait until my first target—the next pivot
level—is hit. At that point I would trail up my stop. On a choppy day, my first tar-
get would be +10 points on the YM, so in this example that would mean that my
stop would have been moved up sooner, right atter my first lower target was hit,

TIPS AND TRICKS FOR USING THE PIVOTS

The key with this setup and all the setups I use is that the trader gets everything prepared on
his or her charts in advance of the opening. Once it is set up, all the trader has to do is watch
and wait, or better yet, utilize audio alens o give the trader a heads up that a setup is either
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forming or firing off. With respect to pivots, traders can place orders in advance, as the exact
targets, entries, and stops are known before the trade is entered. This way the traders can also
focus on other things if they come up. When the tradeis hear the alerts going off, they know
that it is ime to go back to their charts and see what is going on. There is no chasing. The
orders will either get hit or they will not. This system, as well as all the systemns | use, is con-
structed in such a way as to naturally enforce the mindset of a professional trader, which is
the only consistent way to make money in the financial markets.

The important thing to know about midpoints is you don’t need to use them all the
tiene. I use them on days when the distance between two YM daily pivot levels is greater
than 40 points. This is a general rule, and it is okay to use them if the pivot level 15 only
30 points. If the pivots are closer together than 30 points, the midpoints don’t play as much
of a role because the markets will move straight to the next pivot since they are so close
together,

On my charts I typically use a black background, which can’t be shown in the context
] of this book. 1 then make the daily pivots yellow, the weekly pivots light blue (cyan), the
monthly pivots purple, and the midpoints white. I also make the central pivots solid lines and
the rest of the pivots dotted or dashed lines. This way it is very easy to pick out what the
markets are butting up against.

The use of pivots has gotten a lot easier over the years. | used to calculate these man-
ually by using a calculator, and then eventually switched to an excel spreadsheet where all
I had to do was enter the highflow/close, and the spreadsheet did the rest. However, [ still
had to manually draw the horizontal lines on my charts each day, and this took the good
part of half an hour. There is software that will calculate the pivols for a person antomati-
cally, but it generally uses the wrong timeframes and can create errors because of bad ticks.
I"m anal-retentive when it comes to this, and 1 have to manually enter my pivots each day—
i want to make sure they are correct. | finally found a programmer who could help me out
on this, and the end result is a piece of software that I use now for both eSignal and
TradeStation. The software is set up with the colors I like, it labels the levels accordingly
as daily, weekly, midpoint and so on, and [ can manually enter the high/low/close. Once
these numbers are entered, the software will place all the pivots where they are supposed to
£o in seconds. For more information on this and cother trading software visit www.trade-
themarkets.com.

WHAT ABOUT FIBONACCI NUMBERS?

One guestion 1 frequently receive in regards to the pivots is how they relate to Fibonacci
retracement levels. For the uninitiated, Fibonacci numbers are used by traders to determine
support and resistance levels, with the most commonly used retracement levels being 382,
.50, and .618. In my experience, sometimes these work great, and sometimes the market
doesn’t even know they exist and blows right through them. However, 1 do like to see where
the Fibonacci cluster numbers are on any given trading day. These are more accurate than
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regular Fibonacci numbers because of the use of more data points and the way the Fibonacci
ratios are calculated. To get these numbers takes a lot of work. and for a while T calculated
them myself. Then I discovered Carolyn Boroden’s work at www.sypemt.com and from then -
on | just subscribed to her service, as this is her area of expertise. She works on both the time
and price axis of the markets using the confluence of Fibonacci ratios. For price she runs
retracements of prior swings using the ratios of 382, .50, 618, and .786. She also runs price
extensions of prior swings, which are essentially retracements beyond 100 percent. For
extensions she uses the ratios of 1.272 and 1.618. Carolyn also runs price projections com-
paring swings in the same direction. For projections she vses 100 percent and 1.618. In
doing this she runs all possible levels from the key swing highs and lows in a chart and looks
for the confluences. When she sees a confluence, these become the key levels in the markets
to buy and sell against.

For me, I’m interested in the bigger levels found on 60 minute and daily charts, and [
use these mostly for swing truding. However, there will be days when these clusters line up
with some of the daily pivot levels, and of course on these days those particular levels become
that much stronger. | also like to look at these Fibonacei cluster levels on other markets, as
they provide key levels across all markets. Let’'s look at a few examples from Carolyn
Boroden’s work.

Mini-Sized Dow—June 2005 Contract, April 6, 2005

Figure 7.19 is on the 15-minute Mini-Sized Dow Futures contract. You can see the obvious
uptrend that developed from the April 4 swing low, For this reason, we wanted to focus on
setting up clusters on the buy side of the market. We saw a nice rzone develop between 10489
and 10492, This zone included the coincidence of a 1.618 price extension, a .50 percent
retracement, a 0.382 retracement of another swing, and a 100 percent price projection of a
prior corrective decline. The initial low was made directly within this cluster zone at the
10489 level. From there, we saw a rally to 10578 or 89 points.

Euro FX—June 2005 Contract, April 27, 2005

In the 3-minute euro currency example in Figure 7.20, we found a confluence of 3 key
Fibonacci price relationships between 1.2970 and 1.2971. This included a 0.618 retracement
of the 1.2961 low to the 1.2988 high, a (.786 retracement of the 1.2966 low to the 1.2988
high, and a 100 percent price projection of the 1.2984 high 10 the 1.2966 (swing) low. The
actual low was made at 1.2972, The initial rally took you to 1.2990.

Mini-Sized Dow—June 2005 Contract, April 4, 2005

For entries into the market, we ideally want to set up “price clusters”™ in the direction of the
trend in the timeframe we are trading. We sometimes use “counter trend” clusters for exits or
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to tighten up stops on a position. The example in Figure 7.21 in the Mini-Dow futures con-
tract shows a confluence (clustering) of at least 5 Fibonacci price relationships between the
10132-10141 area. The focus of these levels came in between the 10132-10136 area. In this
case the actual low was made at 10140. A “trigger” for an entry against this zone could be as
simple as taking out a prior bar high. At that point your initial stop could be placed either
below the low made prior to the “trigger” (10140) or below the low end of the cluster zone
{10135). The imitial move off this cluster was 58 points.

These examples for Carolyn’s work show how these Fibonacci clusters act as support
and resistance levels in the markets, and | use them intraday just as I use the pivot levels. They
can also be used 1o initiate swing trades on larger timeframes, as these can be used on any
timeframe, from a 3-minute chart to a weekly or even a monthly.
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SUMMING UP THE PIVOTS

The pivot levels work mainly because of the psychology pain/pleasure cycle that perpetuates
the markets each day. Traders who follow only indicators will chase a position when it is
already halfway to three-quarters the way off its pivot, and it is these traders who provide the
stop losses 10 perpetuate the next cycle of market movement. It you rely on only indicators
for your entries, instead of using the price action of the pivots, you will get in and out of these
cycles too late, and you won't make any money trading.

What is nice aboul this system is that traders don’t have to watch it very closely once
they are in a position. I'm not an aggressive trailer of stops. [ like to get in a position, set my
parameters, and then focus on other things. Depending on the traders’ work sitoation, they
could do this at the office, especially on the West Coast, and especially if they had an order
system that automatically bracketed trades. This way they can place the parameters and then
£o 1o the next meeting or appointment. Let the parameters babvsit the position. This is much
better as well because it takes human emotion out of the equation.



CHAFTER 7 Pivot Points—Great for Trending Days and Even Better for Choppy Days

FIGURE 7.1
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SCALPER BUYS AND SELLS—
WHEN ONLY A QUICK
CONFIRMATION WILL DO

IDENTIFYING AND PROFITING FROM CHANGES
IN TREND WITHOUT CATCHING A FALLING KNIFE
OR STEPPING IN FRONT OF A FREIGHT TRAIN

In watching the markets over the years I've observed that most reversals take place after three
consecutive higher closes or three consecutive lower closes, and this tendency is valid for all
times frames. The key to this setup is that it is based on consecutive closes and not just intra-
day or daily high and low price action for an individual price bar on a chart. Int other words,
the highs and lows are niot important, P'm not interested in three higher price highs or three
lower price lows. | want to see where the action settles or closes, because that is where the
rubber meets the road.

The hard way to follow this play, especially intraday, is to stare at the charts and keep
track of consecutive lower or higher closes unti] you get three in a row. This can cause
a person o go bug-eyed, as well as insane, and is recommended only for those who get a
thrill from “the little things in life” I'm not a big fan of staring at charts and would be
a prime candidate for the mensal hospital if | did this with the naked eye. Instead, I've devel-
oped a simple indicator in TradeSiation that will “paint™ the first bar in the sequence after
the third bar has met the criteria for a signal. Once | see the paint bar, 1 just place a market
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order, and I'm in the trade. Even better, [ set up an audio alert so that if I'm down the hall, I'll
hear the signal and come back to my computer 1o place the trade. This works when ['m on the
phone with my wife as well, though she has yet to appreciate the importance of the signal and
my urgent peed to hang up in the middle of our conversation. Such is the life of a trader.

For the indicator, I did add one key filter. ] found at times | could get shaken out of a
play that was consolidating {i.e., a bull flag) when prices made a series of lower closes within
that consolidation. So, if there are three lower closes, but this price action does not £o below
the signal bar's low, then the signal is ignored. For this indicator on a long signal, then, the
trigger bar would be the first bar that has a higher low than the previous bar. The next bar that
¢loses above the high of this trigger bar paints this previous low bar which now becomes the
swing low point. [n most cases all of this happens with "three higher closes,” but there are
times when it 15 not as clean and these instances are taken into account with the one confir-
mation that really matters—price.

I use this signal in various timeframes. For scalping the E-mini S&Ps, T like 10 use a
233-tick chart, because the signals are very fast, On the miri-sized Dow, I will use a 144-tick
chart for scalping and a five-minute chart 1o catch the one or two reversals that set up on any
given day. For swing trades, | will use both 60-minute and daily charts. I like to use this pri-
marily ot the stock index futures, and the major currency pairs, but it works just the same in
any market, int any time frame. It is simple and is based solely ou the price action. I will also
use this signal for individual stocks that 1 am following.

TICK CHARTS ARE BEST FOR SCALPING

Let’s quickly review what a 233-tick chart is for anyone who hasn’t used one before. This
type of chart forms a new bar every time there are 233 trades executed. It doesn’t matier
what the size of the trade is, just so long as 233 trades cross the tape. When the action is
fast and furious, bars will be formed at an accelerated rare. When the action is slow, it will
take longer for an individual bar to form. I like to use these charts when 1"'m scalping for
two reasons: First, they are faster than regular time charts when it really matters-—whet the
trade frequency accelerates. In comparison, a two-minute chart is going to form a bar every
two minutes, regardless of how fast or slow the trading i1s. With a tick chart, when the trade
frequency slows down, so do the signals that are firing off in this timeframe-—thus these
charts naturally keep a trader out of the market when there is nothing going on. Second,
traders in the pit have no concept of time with respect to a two-minute or a five-minute
chart. They are focusing on the actual frequency of trades, and a breakout on a two-rminute
chart means nothing to them. Why do 1 use a 233-tick chart versus say a 235-tick chart or a
287-tick chart? There is a simple explanation for this—I like to use tick charts that are lined
up with the Fibonacci numbers. Does this mean that a 233-tick chart is better than a 235-
tick chart? I seriously doubt it. The Fibonacci numbers are clean, useful and make sense,
and that’s why | use them. A couple of example plays with tick charts are shown below.
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TRADING RULES FOR BUYS (SELLS ARE REVERSED)

1. Setup a 24-hour chart on intraday charts so the overnight activity can be
accounted for in this indicator setup. This can be used in all timeframes. The
larger the nmeframe, the larger the parameters and potential move. For daily
charts 1 will use the regular session hours.

2. After three consecutive higher closes, 1 go long at the market, at the close of the
third bar in the sequence.

3. The trade is valid until three consecutive lower closes oceur, at which point | exit
the trade. If the market is still open for an intraday trade, | will simultaneously
exit a long and establish a new short position. T don’t use a stop loss on this for
intraday chart trades because the reversal signal is my exit strategy, whether it is a
loss or a gain. For daily charts 1 will place a stop at the low of the bar that caused
the signal to fire off, which is the first of three in the sequence of closes.

4. 1f 'm in an intraday trade {15-minute chart or smaller) and the market closes
before giving an exit signal, T will exit at the market at 4:10 p.m. Eastern.

5. For timeframes that are 60 minutes and above, I will stay in them overnight and
exit at the next signal. This could be the next day for a 60-minute chart, and it

4 could be & month later for daily charts.

SPECIFIC EXAMPLES OF SCALPER
BUY AND SELL SETUPS

E-mini S&P—December 2004 Contract, October 3, 2004

I. Figure 8.1 is a 233-tick chart of the E-mini S&Ps, which is one of my favorite
timeframes for taking guick scalp trades in the market. The spot marked 1 on the
chart is a little to the right of the painted bar in question. The “paint” is added by
TradeStation and it is the thick black mark that covers the bar. This bar is painted
because it 1s the first bar in a series of three with consecutive higher closes.

2. When I see the paint bar signal, I go Jong at the market. 1 am filled at 1133.25,
which is where we closed at poing 2, which is the close of the third bar of this
series of higher closes. (This will get easier. I swear.)

3. 1 am now in the trade until | get a signal that a reversal has developed. Later in the
trading session, 1 get the next paint bar signal, which indicates that a series of three
lower closes in a row have taken place. 1 place an order 10 sell my long position at
the market. Note that the next signal will not show anless it is a reversal. There are
a series of many higher closes during this rally, but none of them constitutes a
reversal, so they are ignored because the original signal has already fired off.
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FIGURE 81
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4. 1 am out at 1138.50, which is the close of the third bar in the series of lower lows
at point 4 on the chart. The gain on the trade was +5.25 S&P points, or $262 per
contract. It is interesting to note that during this trade all the oscillators were mea-
suring overbought near the 1135.00 level. which would have gotten some traders
out and cansed other traders to start going short. Using this setup, the only thing
that matters is the price, which, in reality, is the only thing that matters.

E-mini S&P—December 2004 Contract, October 5, 2004

1. On October 5, 2004. [ got a short reversal signal near 1:00 p.m. Eastern on the 15-
minute ES chart, and 1 entered at the market right after the signal fired off (see
Fig. 8.2).

2. Tam filled at 1137.00. I'm now waiting for the next reversal signal to cover my
short and go long.

3. As we approach 3:00 p.m. Eastern we get a signal, and I cover my short and also
go long at the same time.

4. My fili is 1134.00. I'm out for +3.00 points on the S&P play, and 1 have estab-
lished a new long position,



CHAPTER 8 Scalper Buys and Sells— When Only a Quick Contirmation Will Do 169
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5. There isn’t another reversal signal until near 8:00 p.m. Eastern. However, because
this is off an intraday chart (15 minutes or less), I exited this position at the mar-
ket at 4:10 p.m. Eastern, and I was filled at 1133.73 for a loss of -0.25 points,

6. Some traders I know like to watch the action 24 hours a day, and they would stay
in the trade until point 6. They would have gotten out at 1136.50 for a gain of
+2.50. 1 don’t recommend this. The market action in the stock index futures after
hours is slow and irritating, and there are many other things I'd rather do with my
time, If you want to actively trade after 4:00 p.m. Eastern, then by far the best lig-
uidity and opporturities are in the currency markets. I prefer the forex cash mar-
kets in this regard because there is more liquidity in the various currency pairs
during this post 4:00 p.m. timeframe. When markets are active and liquid, they are
tradable. When they are quiet, let them be.

E-mini S&P--December 2004 Contract, September 30, 2004

1. At 12:30 p.m. on September 30, 2004, I got a signal on the 60-minute ES chart,
indicating that a reversal was in place (see Fig. 8.3). The bar that is painted is the
10:3¢ a.m. bar. Remember, even though the 10:30 a.m. bar was painted, the signal
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FIGURE 83
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didn’t actually fire off until the close of the third bar at 12:30 a.m. (the 10:30 bar
is the first bar, the 11:30 bar is the second bar, and the 12:30 bar is the third bar).

2. AL12:30 p.m. I go long at the market, and I'm filled at 1114.75. 1 am now await-
ing the next reversal signal in order to exit my position.

3. I get my next signal a few days later on October 4.

4. T exitat 1136.50, for a gain of +21.75 S&P points, or $1,087.50 per contract. The
60 minute chart is great for catching swings that last anywhere from 2 to 5 days.
This is a great setup for people who are holding down a full-time job and don’t
have time to stare at the markets all day. In addition, this is a great setup for peo-
ple who are day trading and are currently losing money. This 60-minute setup
forces discipline and prevents a trader from over-trading, which is by far the num-
ber one reason why most traders fail to make money in this profession.

E-mini S&P—September 2004 Contract, June 28, 2004
1. On this daily chart of the S&Ps, a signal fires off on June 28, 2004, which paints
the June 24 daily bar (see Fig. 8.4). (June 26 and 27 were the weekend.)

2. 1 go short at the close of the third day, which is what triggered the signal. I'm in
the trade at 1132.50. [ will now stay in the trade until | get a reversal signal. For a
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FIGURE 84
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stop [ use 1153,50, which is the high of the June 24 bar. In my experience the
actual stop is rarely hit because a reversal signal will fire off before the markets
reach that level.

3. On July 28, a month later, 1 get a reversal signal that paints the July 24 bar.

4. [exit at the market on July 28 at the close. I'm out at 1096.00 for a gain of +36.50
S&P points, or $1,825 per contract. Again, this setup is great for people who are
working and don’t have time 1o stare at the markets all day. T also think it is
irnportant for full-time traders to have two accoutits, one for day trading and one
for swing trading. During a time when a trader’s day trading isn’t going well. it is
possible to catch a good move in the swing trading account using setups like this.

Mini-Sized Dow—September 2004 Contract, August 10, 2004

1. On this daily chart of the mini-sized Dow futures, a long signal occurs on August 10,
2004, which paints the August 6 bar (see Fig. 8.5).

2. 1 gzo long at the close of August 10, and I’'m filled at 9916. I"mt now waiting for
the next reversal signal in order to exit the trade. The low of August 6 is 9809,
which is where 1 place my stop.
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FIGURE 85
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3. The next signal hits on September 7, nearly a month later.

4, Pmout at 10278 for a gain of +362 YM points, or $1,810 per contract, One of the
things I like about these swing trades is that they tend to take care of themselves.
Compared to the active and sometimes frantic pace of intraday trading, it’s almost like
buying a rentul property and turning the maintenance over to a managerment COIMpany.
The type of trading a person chooses to do really is a reflection of their personality,
Someone who is inherently a swing trader will have a tough time at day trading.

KLAC {KLA Tencor Corp}, Aprit 5, 2004

1. On this daify chart of KLAC, a reversal signal setup on April 5, 2004 (see
Fig. 8.6).

2. [took a short at the close and got in at 52.51. My plan is to now stay in the trade until
I get the next reversal signal. My stop is the high of the signal bar, which is 53.97.

3. About a month later, on May 3, I get a reversal signal.

4. [ cover my short at 42.96 for a gain of +9.55. For traders who just foens on stocks,
this is a great setup to use on the daily charts to catch reversals,
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Light, Sweet Crude Oil—September 2004 Contract,
September 9, 2004

1. Ir is important 10 note that this setup is based purely on price action, and therefore
works in all markets (see Fig. 8.7). On September 9, 2004, a reversal signa) was
painted on crude oil.

2. The resulting long was entered at 43.60.

o

On September 28 the reversal paint bar was in.

4. T'm out of the trade at 49.50, for a gain of 5.90. Note that this exit bar also
became an entry signal o get back into the trade long as the market reversed right
away and made three higher closes. If you are not familiar with crude oil, a one-
dollar move on the big contract is worth $1,000, and on the mini-contract i is
worth $300. So a move of 5.90 equates to $3,900 per contract on the big (syntbol
= CL), and $2.950 per contract on the mini (symbel = QM). The guote feed a per-
son needs to get live crude oil prices is Nymex. There is an option for this in
eSignal and TradeStation, and it’s also available through most of the other robust
quote vendors.
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FIGURE 87
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Mini-Sized Dow—December 2004 Contract, October 6, 2004

i. [ wanted to use this example to show how | flow in and out of positions intraday,
going both long and short (see Fig. 8.8). This is best done on lower-value intra-
day charts such as five-minute charts or a tick chart like 233. The first signal on
October 6, 2004, in the YM was painted at 10:35 a,m, Eastern,

2. This means, of course, that [ am going short at the close of the last bar in the
sequence of three bars, which is 10176,

3. The next reversal is noted on the chart at point 3.

4. [cover at 10169 and simultaneously go long. The easy way to do this is to dovble the
number of contracts you are trading on your exit order. So, if you are long 10 con-
tracts, then you place an order to sell 20 contracts in order to exit your 10 long
contracts, and at the same time establish a new position that is short 10 contracts.

5. The next signal occurs at point 5.

6. [ go long at 10186 and simultanecusly go short at this same level

7. The next signal occurs at point 7.

8. I cover my short at 10173 and go long at the same level.
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I'd like to share some examples of this same setup in the forex currency markets and
continue to add commentary regarding the trading of these instrurents. Let’s start with a mar-
ket that most traders are familiar with, the euro currency as it trades against the U.S. dollar

Forex Markets—EURUSD, October 15, 2004

1. On the daily chart of EURUSD (see Fig. 8.9), a long signal fires off on October
15, 2004. 1 go long near point 1 at 1.2469. Remember, the stop is the lows of the
signal bar.

2. The market has a steady move higher off this level, pausing to consolidate for a
week in early November. However, there aren’t any reversal signals given during
this time, so there is nothing to do but sit on my hands and stay in the trade.
EURUSD resumnes its rally and shoots up hard into the end of December. At this
point the market rolls over and many people in this trade start taking profits. Again,
however, there are no sell signals vsing this setup. Finally, on Yanuary 3, 2005,
nearly two and one half months after the initial buy signal, a sell signal is generated
at point 2. I exit at 1.3467 for a gain of 998 pips. At $10 per pip, that is $9,980 per
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individual lot that is being traded. For each lot, a trader needs to have $1,000 in their
account. This is part of the large attraction of the forex markets—the ability 10 estab-
lish specific stops while using leverage to ride out a potential trend vntil it turns. Forex
traders often talk in 1erms of the dollar value of the contract they are trading. One Jot
{contract) represents $100,000 worth of currency, 10 lots represents $1.000,000 worth
of currency, and so on. Being long 10 lots is referred to as having a “buck” (i.e., a dol-
lar). If I'm long 35 lots of EURUSD and I need to call my broker to change my order,
he or she will refer to my position as “three and a half bucks.” Also, catching | full
cent, or F00 pips, is referred o as catching “one large” So on this play, we caught
almost “10 large™ which is, of course, a huge play. In the interbank market, which is
where all of the institutions and large funds trade currencies, the smallest trade size

is 1,000,000, or the equivalent of trading 10 lots through your retail forex broker.

Forex Markets—GBPUSD, May 9, 2005

1. On this daily chart of GBPUSD (see Fig. 8.10), a short signal sets up on May 9,
2005 at point I and 1 go short at 1.8837.

2, The market sells off steadily, and on June 3, 2005 it fires off a reversal signal at
point #2. | cover my position at 1.8148 for a gain of 689 pips or $6,890 per con-
tract. Or, in forex trader speak, almost seven large.
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Forex Markets—GBPUSD, August 2, 2005

1. While this signal works well on daily charts for the forex markets, it also works
well on intraday charts for day trading. On this 5-minute chart (see Fig. 8.11) of
GBPUSD, a long signal sets up on August 2, 2005 at point 1. The entry is 1.7696.

2. About an hour later, the corresponding reversal signal fires off at point 2. This is
the heads up to close out this position. The price level is 1.7724, a gain of 28 pips
or $280 per contract.

Forex Markets—AUDUSD, July 31, 2005

1. On July 31, 2005 (see Fig. 8.12) AUDUSD sets up a Jong signal on the 60-minute
chart at point 1. The long entry is at .7560.

2. The next day on August 1, 2005, a reversal signal is given at point 2, and we exit
the play at .7604, for a gain of 44 pips. Reineiber, any currency pair that ends in
“USD™ is worth $10 per pip, so the gain on this trade is $440 per lot being traded.
The three main currencies I trade that end in “USD” are the euro (EURUSD),
pound (GBPUSD), and aussie (AUDUSD). If a currency ends in “USDY this
means that it will generally move in the opposite direction of the U.S. dollar
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index. If the dollar is moving higher, then eure, pound, and aussie are selling off.
Within these three currencies, the euro and pound are most closely corretated to
the dollar. The Australian dollar is also tied iri closely to commodity prices, as
Australia is a huge exporter of various commodities. Because of this, the Aussie at
times doesn’t move in direct correlation with the U.S. dollar, Let’s take a look at
the other main currency pairs.

Forex Markets—USDCHF, July 21, 2005

1.

2.

On July 21, 2005 (see Fig. 8.13) USDCHEF sets up a long signal on the 60-minute
chart at point #1. The long entry is at 1.2855.

A few days later, on July 24, a reversal signal is given at point #2, and we exit at
1.2971, for a gain of 116 pips. Since this currency pair does not end in "USD”
the valuation of the pip will be slightly different than the previous examples.
When this play was taken, the value of a pip was around $7. So, in this case,
116 pips equates to a gain of $812 per lot being traded. This currency, the Swiss
Franc, trades very closely with the U.S. dottar. If the dollar is going higher, so

is swissy.

FIGURE 813
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Forex Markets—USDJPY, July 20, 2005

I. Onluly 20, 2005 (see Fig. 8.14) USDIPY fires off a short at point 1 on the 120
minute chart. The short entry is at 112.85.

2. The next day, on July 21, the market gives a reversal signal for an exit at 110.40 at
peoine 2, a gain of 245 pips. Pip value on the USDIPY at the time of this writing is
around $8, so this rranslates into a gain of $1960 per lot being traded, or two and a
half large. The Japanese Yen also moves very closely with the dollar.

Forex Markets—USDJPY, July 22, 2005

1. On July 22, 2005 (see Fig. 8.15) USDIPY fires off a fong signal at 111.12. The
market quiet downs shortly thereafter, but has a steady grind higher.

2, About a week later, on July 28, a reversal signal shows up on the chart at point 2,
signaling an exit at 112.10. This is a gain of 95 pips or $784 per retail fot. All
“lots™ discussed in these forex trades are based on the retael “standard™ lot, which
is worth $100,000. This is as opposed to the “mini,” which is worth $10,000.
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Forex Markets—USDCAD, July 21, 2005

1. On July 21, 2005 (see Fig. 8.16) USDCAD fires off 2 long signal at point 1. The
entry 1s 1.2169. The market consolidates for a few days, and almost stops the play
out—but a sell signal is never given. In this situation, there is nothing to do b
wait for a signal to exit the trade. We’ve already established why human emotion
makes a poor “exit signal”

2. Nearly a week later. on July 27, a reversal signal is given at point 2 and we are out
of the long at 1.2360, a gain of 191 pips—almost two large. The rate for pips on
this currency pair during this play were about $6, which translates into a gain of
$1146 per lot being traded. After reviewing this play, we've now covered the six
major currency pairs that most traders focus on. There are other currency pairs
that are also good to trade, and 1 will focus on two of my favorites next.

Forex Markets—EURJPY, August 2, 2005

1. On Avgust 2, 2005 (see Fig. 8.17) EURJPY —euro/yen—fires off 4 short signal at
point | at 136.66 on the 15-minute chart. The market chops around for about an
hour before breaking down and selling off.
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2. Nearly two hours later, a corresponding reversal signal is given at point 2, and 1
exit the trade at 136.18, for a gain of 48 pips. The pip value on this currency pair
was around 38 at the time of this play, which franslates into a gain of $384 per lot
being traded.

Forex Markets—EURGBP, July 19, 2005

1. On July 19, 2005 (see Fig. £.18) EURGBP-—euro/pound-—fires off a long signal
at (.6912 on the 240-minute chart. The market grinds higher.

2. Two days later, we get three lower closes in a row and the signal fires off at point
2. The exit on the long is 0.6970, or 38 pips. On this currency cross each pip is
worth about $18, which makes the payout on this play $1044 per lot. This is actu-
ally a very quiet currency, but when it does move, it is very steady and it tends 1o
act like nothing can stand in its way. Because of this trait, we nicknamed this cur-
rency pair “the tank.”

FIGURE 818
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SUMMING UP THE SCALPER BUYS AND SELLS

Scalper buys and sells are especially useful for traders who like to try to buy bottoms or short
tops. While it is foolish to short a market just because its “too high” or buy a market because
its “too low,” its fine to short that high flyer or buy that all-out loser once you get a reversal
confirmation with this signal. It doesn’t mean that the dead highs or the dead lows are in
place, but it does mean that there has been a temporary shift in power, and it is a vahid signal
to step in and establish a position. Whether this is an intraday reversal on z five-minute chart,
or & lotal market reversal off a daily chart, the concept is exactly the same. In addition, this
play is based on pure price action, and | appreciate its simple and effective nature.

INCREASE PROBABILITIES OF SUCCESS
THROUGH MULTI-SETUP COMBINATIONS

One theme that & trader will find in my setups is that they all work well together. 1 particu-
larly like to combine the pivots with the scalper buys and sells on a 233-tick charl for the ES
and a 144-tick chart for the YM. On days when I'm not sure what the market is going to do,
[ can wait for a scalper confirmation against a pivot level, as this is a trade thai has a very high
probabiiity of success. Even better, I will get into a pivot trade, and shortly thereafter I get a
scalper confirmation in the direction of the trade. [ can also use the scalper sell reversal to et
out of my long pivot trade. 1 talk about this more in the chapter on developing a business plan,
bue the idea is to find whar makes sense 1o you and your personality and mix and match
accordingly.



TICK FADES: TAKING
THE OPPOSITE SIDE
OF THE NEWBIES

THE NUMBER ONE ACTION ALERT AVAILABLE TODAY

The markeis spend the majority of their time backing and filling. That 1s, they drift up to a
resistanee level, then turmn around and drift back to a level of support, not really doing much
of anything. For most of this time, there isn't much for a trader to do except wait, and that
usually involves extreme patience. Many traders fail in this regard. Afier all, they are traders,
right? They should be taking a trade or managing a trade, not just sitting around doing noth-
ing. This is and will always be one of the biggest misconceptions about trading—ihe thought
that a trader has to be in a trade nearly every minute or every hour of the day. In reality, there
are always three positions traders can be in at any given ume. They can be long, short, or flat.
Being flat, meaning not having any trades on, is the best course of action 60 percent of the
time. Cats don't chase the first bird they see. They crouch and wait, sometimes for hours, for
the night time to pounce. And so it should be for the active trader. When semething interest-
ing actually does happen, such as a buy or sell program hitting the markets, this creates a great
scalping opportunity for the alert trader. The key for traders is 1o be patient, sit on their hands,
and wait for these moments to occur.

There is no easier way 1o do this than watching the ticks, or,  should say, “listening”
for the ticks. When the ticks get over +1000 or —1000, this represents extreme buying or sell-
ing, and at this stage of the move most of the bullets have already been fired. Many amateur

i85



186 PART TWO  Specific Intraday and Swing Trading Setups

traders get caught up in the froth and excitement, get scared that they are missing out on a big
move, and jJump onboard 1n the direction of the move—just as it is starting o peter out. These
are the bag holders that will get shaken out on the reversal. Rather than join in on the move,
I like to wait until an extreme tick reading is registered and then fade the move. Earlier 1 men-
tioned that I kiked to listen for the ticks. By this I mean that I set up audio signals to alert me
when these levels are hit. This way [ don’t have to stare at the charts and potestially miss a
move if I’'m not paying attention. I can be dowa the hall, bear the alert, and know exactly what
is going on.

Getting down to specifics, whenever I see or hear readings of over +1000 or ~1000
ticks, [ fade the move by placing a market order. If we get a +1000 1ick reading and I am flar,
1 short the move at the market. If | am already long based on another signal, | start exiting
that move and ininating a short position. The reverse is also true. If the markets are selling
off and traders are jJumping i on the move down to the point where a tick reading of ~1000
is registered, I want to step in and buy. There isn’t any cleaner way to gel on the opposite
side of amateur traders chasing the market. "ve been shown a couple of differemt renditions
of thas setup by other traders. The ticks have been around for a long time, and many people
who have been doing this for decades have a poriion of their trading tied into the ticks.

TRADING RULES FOR SELL FADES
(BUYS ARE REVERSED)

1. [ have studied three different setups that [ have learned from other traders and
have modified them to fit my own trading plan and style. Let’s look at the parame-
ters 1 use for this “extreme emotion” play. [ ke wrades only between 10:00 a.m. to
3:30 p.m. Eastern. A lot of sporadic action can happen during the first and last half
hour of trading. 1 like to let the markets settle in before taking trades.

2. 1play tick fades in two markets, the E-mini S&Ps (ES) and the mini-sized Dow
{YM). These can also be played in the SPY, DIA, E-mini-Russell, E-mint Nasdag,
and any stocks that are mirroring the action of these indexes.

3. When the 1icks reach +1000, 1 short at the market. 1 like 10 set audio alerts for
+1000 and ~-1000 readings. That way I don’t have 1o stare at the chart. If the
ticks get to +988 and fall back, 1 don't take the trade because 1 won't hear my
audio alert. This keeps the setup clean and very specific, and not subject to trader
interpretation.

4. For the YM I use a 30-point stop and a 20-point target. 1 also set a time limit on
this trade of 35 minutes. If my stop or target isn’t hit within the 35-minute time
span, then 1 exit my position at the market. I like to use a timer with a beep so I'm
aware of when the 35-minute time limit has passed. Most traders have very little
sense of time when they’re in a trade.
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For the ES T use a three-point stop and a two-point target, as well as the same
time Limit.

If T am stopped out wice in a row on this trade, I am done with tick fades for

the day. By “stopped out” 1 mean if my physical hard stop is hit, as opposed to the
time stop.

H by 12:00 noon Eastern the ticks have spent over 85 percent of their time above
zero, | will pass on all other tick plays for the day. This shows an extreme level of
buying in the market, indicating that funds are accumulating stocks. These “power
days” are rare, but they do happen about once every four to six weeks. They are
accompanied by many extreme tick readings above 1000, typically between 1200
to 1400 ticks. In addition, if it is past 10:00 a.m. Eastern and the ticks have all
been one-sided. for example, all positive on the day, T will wait uniil the ticks have
spent some time in negative territory before setting up the first tick fade play.

SPECIFIC EXAMPLES OF TICK FADE SETUPS

Mini-Sized Dow—September 2004 Contract, September 1, 2004

L

Shortly after 10:00 a.m. Eastern on September 1, 2004, the ticks move up through
+1000 (see Fig. 9.1). T short the mini-sized Dow at the market and am filled at
10192. 1 place a stop at 10222 and a warget at 10172, T also set my vimer for 35
minutes.

The markets drilt lower, but after 35 minutes peither my targetl nor my stop is hit,
so I exit at the market. I am filled at 10182 for +10 points.

The ticks hit +1000 again at point 3, and I shorl at the market. T am filled at
10194, 1 place a 30-point stop and a 20-point target.

The markets roll over, and my target is hit 20 minutes later at 10174 for +20
points on the trade.

The markets sell off hard, and the ticks get down to —1000. I buy at the market
and am filled ar 10118. [ place a stop at 10088, 30 points below. 1 place a target at
10138, 20 points above my entry.

My targer is hit within eight minuees, and 1 am out for +20 points.

The ticks reverse and quickly hit +1000, and 1 short at the market. 1 am filled at
10168,

The markets roll over quickly, and I am out at 10148 for +20 ponts.

The ticks hit +1000, but it is 3:50 p.m. Eastern, so [ don’t take the trade.
Remember, according to my trading rules. [ don’t take any new tick fade
trades after 3:30 p.m. Eastern.
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FIGURE 91
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Mini-Sized Dow—September 2004 Contract, September 10, 2004

1. On September 10, 2004, the ticks hit +1000 shortly after 10:00 a.m. Eastern (see
Fig. 9.2). I short at the market and am filled at 10252, T place a 30-point stop and
a 20-point target from my eniry level, and 1 set my timer.

2. Thirty-five minutes pass, and my timer goes off so T exit m the market and am out
at 10257, a loss of -5 points.

3. The ticks ramp up again and hit +1000, so T short at the market and am filled at
10262.

4, Time flies when you are having fun. My timer goes off after 35 minutes, and I exat
at the market. I'm out at 10252 for a gain of +10 points.

5. The ticks head north of +1000 in the middle of the day. The only reason I'm
aware of this is that my audjo alert goes off. At the time, [ was on the phone. 1
drop it and run over to the computer, short al the market, and am filled at 10264.

I set my parameters, set my timer, and go back to my phone call.

6. I hear my timer go off again, and | come back to my computer to see I am still in
the trade (that js, my stop or my target has not been hit), and 1 exit at the market. 1
get out at 10255 for +9 points. I don’t ry 1o fivesse these umer exits—I just get out.
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FIGURE 82
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. The ticks push past +1000, and 1 short at the market. P'm in at 10257. | place my
stop and place my target.
8. The ticks continue to push higher, and the market rallies. My hard stop is hit for a
loss of -30 points.

Mini-Sized Dow—September 2004 Contract, September 9, 2004

1. Around noon on September 9, 2004, the ticks hit +1000, and I short at the market
(see Fig. 9.3). Tam filled at 10283. | place my stop and my target, and I set the
timer.

2. Thirty-five minutes pass, and I exit at the market at 10272 for a gain of +11
points.

3. The ticks push up again past +1000, and I short at the market. | get in a1 10306,
and place my parameters.

4, The market drifts down, and after 25 minutes my targel is hit at 10386 and I am
out for +20 points.

5. The ticks pop up again, and I short at the market. | am in at 10297,

6. Fifteen minutes later my target is hit at 10277, and I am out for +20 points.
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FIGURE 93
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7. The markets shoot higher on ticks of +1000, and I short at the market. I'm filled at
10308.

8. The markets roll over, and my target of 10288 is hit for 2 gain of +20 points. In the
end, this beats working for a living.

Mini-Sized Dow—September 2004 Contract, September 8, 2004

1. On September 8, 2004, the ticks register a +1000 reading shortly after 10:00 a.m.
Eastern, and 1 short the YM at the market, getting filled at 10355 {see Fig. 9.4). 1
place my stops and targets and kick back. Once I get into these trades, there is
nothing to do but wajt.

2, The market rolls over quickly, and my target at 10335 is hit in 10 minutes for +20
points.

3. About 40 minutes later the ticks act up again, and 1 short at the market, getting in
at 10337.

4. The markets go into chop mode, and 35 minutes later my timer goes off and 1 exit
at the market, getting a fill at 10335 for a whopping +2 points.

5. A few hours later the ticks start getting “figgy with it,” and 1 short and get filled
at 10346,
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6. About 15 minutes later my target is hit at 10226, and I'm out for +20 points.

7. The ticks ramp up again, but I pass on this trade because it is now past 3:30 p.m.
Eastern. The trade would have worked out at a +20 point trade, but [ have found
that tick plays in the last half hour tend to be less reliable.

Mini-Sized Dow—September 2004 Contract, July 26, 2004

1. On July 26, 2004, the market action starts off weak, but there aren’t any extreme
tick readings until just after 1]1:00 a.m. Eastern (see Fig. 9.5). At this time 1 get a
—1000 tick reading, and I buy the YM at the market, getting a fill at 9912. I place
my orders for my stop and target, and I set my tirner.

2. After about 30 minutes into the trade, the market firms, and 1 get out ar my target
of 9932 for +20 points.

3. The market is quiet for most of the day, and then as it approaches 3:00 p.m. Eastern,
we get a +1000 tick reading. I short at the market and get filled at 9932.

4. About 20 minutes later my target is hit at 9912, and 1 am out for +20 points.

5. There is another extreme reading in the markets, but it is past 3:30 p.m. Eastern,
so 1 sit on my hands and do nothing.




192 PART TWO  Specific Intraday and Swing Trading Setups

FIGURE 85
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E-mini S&P—September 2004 Contract, September 7, 2004

1. On September 7, 2004, 1 get an early +1000 tick reading (see Fig. 9.6). U'm
watching the E-mini S&Ps, and I'm tempted to short, bat T Jook at the time and it
is pear 9:50 a.m. Eastern. This is before my parameter of 1(3:00 a.m. Eastern, and
1 pass on the trade. Although this trade would have worked out in my favor, |
have found that tick trades in the first 30 minutes of trade are haphazard at best.

2. 1 wait for the next setup, and it hits the rape near 11:30 a.m. Eastern with a
+1000 tick reading. 1 place an order to short the E-mini S&Ps at the market, and
I getafill at 1119.75. 1 place a three-point stop at 1122.75, and [ place a target at
LLE7.75. Of course, T also set my timer to buzz me when 35 minutes elapse.

3. Thirty five minutes pass by rather quickly, and the only thing interesting that has
happened is that my two-foot long arrowana (a tropical fish from the Amazon
that looks like a Tarpon) tried 1o jump out of its tank, causing me to jump like I'd
been hit with a cattle prod. Regardless of this distraction, T hear my alarm go off,
and since neither my target nor my stop has been hit, [ execute an order to get
out of my position at the market. I am out at 1121.25 for a loss of -1.50 points
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4. Soon thereafter an episode of “ticks gone wild” hits the tape. and they move back
up to +1000. 1 short at the market and am flled at 1122.00. [ place my stop and
target and set my timer.

5. My timer goes off while P'm enjoying a smoked turkey breast sandwich from
Panera Bread Company. I exit at the market at 1121.50 for ~0.50 points.

6. The markets pop higher on a +1000 tick reading, and 1 short at the market.
P'm filled at 1123.50. [ set my parameters, kick my feet up, and watch the
action.

7. Thirty-five minutes pass by swifily, and at the sound of my buzzer I execute an
order t© cover at the market. I'm out at 1123.50 for a scratch rade.

8. The ticks hit +1000 again, and I short at the market. | am filled at 1124.75.

9. This time the markets roll over, and my target is hit at 1122.75 for +2.00 ES
poInts.

10. As we move into the last hour, the ticks dare to hit +1000 yet again. I short at the
markel and am filled at 1119.75.
11. The market rolls over, and I am out at my target at 1117.75 for +2.00 points.
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E-mini S&P—September 2004 Contract, September 3, 2004

1. On September 3, 2004, the pickings are slim. The ticks get close 10 +1000 and
close to —1000, but they never actually hit these levels (see Fig, 9.7). I don’t mess
around with these kinds of plays. Either they hit 1600 ricks or they don’t. We
don’t bat an extreme reading on this day until the final hour when the markets reg-
ister a +1000 reading. 1 leap at this opportunity to do something, and 1 short at the
market. I am filled at 1117.25. [ set my stop and my target, and | turn on my
fimer. I kick back and watch the action.

2. About 30 minutes after my entry, my target is hit at 1115.25, and 1 am out for
+2.00 points. Conveniently, the market is approaching its close for the day, and |
can now do something more exciting such as arrange the soup cans in the pantry
alphabetically. This is a good example of why it is so important to have a specific
setup to wait for. Without one, a trader can spend a day like September 3 over-
irading and chopping themselves up. It is tempting at times to take a trade just to
alleviate the boredom. But this begs the question—is the goal of trading “not
to be bored” or to make money?
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E-mini S&P-—September 2004 Contract, August 26, 2004

1. The ticks approach an extreme reading early in the day, but they don’t quite get
there, registering a high of +978 (see Fig. 9.8). Since this is not a game of
grenades or horseshoes, I stand aside and wait until we get an actual reading of
over +1000.

2. Again, we come close to 1000 ticks, but we don’t quite cut the mustard.

I stand aside and do nothing. This actually isn’t as hard as #t may seem. [
don't stare at the tick chart; E'm only taking action if [ hear the audio alert.

3. Finally, we get a reading of over +1000. I shor at the market, and I'm filled at
1106.75. [ set my parameters and await the action—having done nothing all day at
this point in regards to this setup,

4. About 30 minutes later my rarget is hit at 1104.75, and I'm our for +2.00 ES
points,

FIGURE 498

@ES -5min CME rnes ¢

I | H|I |||l|||I ll[l
||||| l‘llll, 1I||| ||m||"||||l|lll' Ih'|"||| |||"|||||n| ll*
|

STECK 5min NYSE

" g ,r;" i .hm“ il || I ]\ m”l o

G4% 1025 1t ze 1Z3E N3gCc 12fs et yLaf Taur

L1 EDA G




196 PART TWO  Specific Intraday and Swing Trading Setups

E-mini S&P—June 2004 Contract, May 24, 2004

1. On May 24, 2004 the markets gapped higher and registered a +1000 tick reading
carly in the session (see Fig. 9.9). This was before 10:00 a.m. Eastern, so I treated
it just like @ phone call that pops up as “cut of area” on caller ID— ignored it.
Closer to 10:30 a.m. we got another +1000 reading, and 1 shorted this action with
a market order. I am filled at 1098.50, and I set my parameters.

2. About 20 minutes later my target is hit, and I'm out at 1096.50 for +2.00 ES points.

3. Most of the rest of the day is quiet, but as we approach the last few hours, we get
an extreme tick reading, and I take a short at 1096.50.

4. About 25 minutes later my target is hit, and 'm out for +2.00 ES peints.

5. The ticks get wild and crazy again, hitting +1000, so [ short, and I'm filled at 1096.00.

6. The markets remain choppy, and my time buzzer goes off. I cover at the market,
and I'm out at 1095,50 for a gain of +(.50 ES points.

7. The markets pop higher again and register an extreme tick reading. However, it’s
past 3:30 p.m. Eastern, so I don’t take any action on this signal,
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E-mini S&P—June 2004 Contract, June 7, 2004

1, The markets gap up. and the ticks spend the vast majority of their time over the
zero level (see Fig, 9.10). If ar 12:00 noon Eastern the ticks have spent over 85
percent of their time above zero, then 1 pass on any Further tick fades on the day.
Remember, it is on these days that there is serious buying taking place. Only con-
sistent and steady fund buying can keep the ticks above zero all day long. That
hasn’t happened vet, but it’s in the back of my mind.

2. At around [ 1:00 am. Eastern the ticks register an extreme reading, and 1 short
at the market. I'm filled at 1134.25, and | set my parameters. I take this short
because at this point we haven’t passed the 12:00 noon Eastern deadline. Also, in
the rules I mentioned that if the ticks have spent all of their time above zero by
10:00 a.m. Eastern, I'd Iike to see at least one move below zero before taking a
trade. In this case, we did get some moves just below zero. These aren’t ideal
conditions but they do pass the test,

3. Time passes by guickly, and my tme stop expires. 1 exit at the market and P'm out
at 1133.00 for +1.25 ES.
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4. A lide after $:00 p.m. Eastern the ticks register another +1000 reading. I ignore
this reading because the ticks have spent over 85 percent of their time above zero,
indicating massive fund buying.

5. This happens again near 3:30 p.m. Eastern, and I ignore this signal for the same
reason. The markets are “on fire” today as is evidenced by the consistent high tick
readings, with hardly anything dipping below the zero level. I therefore pass on
fading these extreme tick readings. Although these days are rare, it is fmportant to
know what they lock like so they can be avoided in terms of a “tick fade” day.

SUMMING UP THE TICK FADES

As I state in the introduction, the financial markets are naturally set up to take advantage
of and prey upon human nature. When traders see a market running away without them,
their natural instinct is to jump onboard and participate in the run. Although this makes
sense on papet, this feeling of “missing the move” causes more trading errors than almost
anything else. This blinding urge forces amateur traders to jump into markets based solely
on the fear that they are missing out on a lot of profits—as opposed to entering the market
as a result of a specific setup that they have mapped out and are patiently awaiting to set
up. This extreme panic buying and selling is measured accurately by the ticks, and extreme
tick readings provide traders with the opportunity to jump into the markets and teach the
amateurs a valuable lesson.



THE SQUEEZE: GETTING
POSITIONED FOR
THE BIG MARKET MOVES

DAY TRADING VERSUS SWING TRADING

The squeeze, in addition to the scalper buys and sells, is a setup that I use for both day trading
and swing trading. ’d like to take a moment and discuss both of these trading styles. [ like to
focus a portion of my trading on scalp plays, where I'm jumping in and out of the market with
a little piece of profit here, and a little piece of profit there. I call these my bread and butter
trades, and my primary focus with these trades is the creation of monthly income. However, 1
also like to focus a part of my time locking for trade setups that are longer term in nature. By
longer term I'm referring o positions that [ will be in for a few days to a few weeks, or possi-
bly even a few months. Any fund manager who is reading this is grinning-—u few weeks is still
extremely short term for them. However, this is one of the great benefits of being an individ-
ual trader. There is much more flexibility concerning getting in and out of positions in a shorter
timeframe.

The benefit of these types of swing trades is that a person is “in” the marker and already
positioned for the move. The markets spend a lor of time in rrading ranges, building up energy
for their next major move. By the time the move fires off, it is usually cut of the blue and vic-
lent, leaving many day traders behind. This mncludes the times when a market will gap open
and then spend the rest of the day stuck i a narrow range, totally bypassing the day traders.
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That’s why we call this move a “gap and crap.” By keeping some exposure in positions on a
swing type basis, | will frequently participate in larger moves that leaptrog over many of the
day traders. The secret 10 swing trading is realizing that “being positioned” is half the battle,
and not stressing out over a position that is not working out right away. The markets never
break when they are expected to, and they will do so only when they are good and ready, usu-
ally when the greatest number of people are unprepared. Sometimes “being puositioned” means
waiting for weeks for the move to finally unfold. This requires patience and the abihity {o step
aside and not cbsessively stare at the charts all day. This is a huge problem for most traders.
They sit back, they watch the charts, they get emotional, and they get faked out and close the
trade. Typically, once that process has completed iself—faking out as many traders as possi-
ble—the miarkets will make their move. If everybody 15 expecting a move, then everybody is
already positioned for it. If everybody is positioned for a big down move, then everybody
is already short and there is no one left 1o sell. It's a great system. If's also how the markets
always have worked and always will work.

One of the best trading books I've ever read on managing “swing trader anxiety” is
called How I Made Two Million Dollars in the Stock Market by Nicolas Darvas. This book
was written a few decades ago and remains one of my favorites. It's a quick, easy read and
very entertaining. For anyone who has trouble hanging onto swing positions and jumping out
o early, this book is a must read.

It 1s important to position size correctly for swing trades. In general, if traders cannot
sleep because they are worrying about their overnight positions, then they are trading 100
large in relation to their account size. Swing frades have larger stops, and posiion size must
be reduced accordingly. There is a very easy way to manage this—establish a monetary stop
and work backwards from there. For example, if traders are not willing 1o lose more than $500
on 3 trade, then alf they will have to do 15 fook at the parameters for the setup and do the math
1o figure out the position size. Using $500 as a benchmark, a day trade that requires a 20-point
stop in the mini-sized Dow futures would equate to a position size of five contracts. However,
if a swing trade in the mini-sized Dow called for a 100-point stop, then these same traders are
going to use one lot. Monetarily these stops are identical because of the reduced position size
on the swing trade.

REDEFINING VOLATILITY—HOW NARROW IS NARROW?

The squeeze takes advantage of quiel periods in the market when the volatility has decreased
significantly, and the market is boilding up energy for 1ts next major move higher or lower,
This indicator was introduced to me by my trading partner, Hubert Senters, and it has become
an integral part of my own trading plan.

For students of Bollinger Bands, periods of low volanhty are identified as the times
when the bands “move closer together.” This is always great in hindsight, but in real time, how
does a trader know that the current narrowness is really narrow enough o qualify as low
volatility? This setup answers that question by adding the Keltner Channels as well as a
momentumn index oscillator.
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For readers who are unaware of how these indicators work, I'll take a few moments to
explain them here. Bollinger Bands are a type of envelope that is plotted at standard devia-
tion levels above and below a moving average. This produces an effect of having the bands
widen during periods of higher volatility and contract during less volatile periods. During
periods of lower volatility, in sideways moving markets, the bands contract toward the mov-
ing average. Keftner Channels are based on a standard moving average. The actual band fines
are offset by a positive and negative standard deviation value from the central moving aver-
age value, to provide upper and lower bands. While the Bollinger Bands expand and contract
as the markets alter between periods of high and low volatility, the Keltner Channels stay in
more of a steady range. The momentum index oscillator is used to estimate the direction,
veloeity, and turning points of market movements. Make sense? If not that's fine. 1 don’t
understand how electricity works, but T know when I plug my computer into an electric out-
fet, it will turn on. Now let’s look at how I use all this for a setup.

The quiet periods I'm looking for are identified when the Bollinger Bands narrow in
width to the point that they are actually trading inside of the Keltner Channels. This marks a
period of reduced volatility and signals that the market is taking a significant breather, build-
ing up steam for its next move. The trade signal occurs when the Bollinger Bands then move
back outside the Keltner Channels. 1 use a 12-period momentum index oscillator to determine
whether to go long or short. If the oscillator is above zerc when this happens, I go long; if it
is below zero, I go short. These are all canned studies that come with most charting packages.
For the parameters, 1 just use the default settings on TradeStation. These readings are 20 and
[.5 for the Keltner Channels and 20 and 2 for the Bollinger Bands. My partner Hubert aiso
took an extra step and wrned all these into an indicator, which makes it easier to read on the
chart, which [ explain in a moment,

GETTING THE HEADS UP FOR
A POTENTIALLY LARGER MOVE BEFORE IT OCCURS

I use the squeeze signal on various timeframes, as I like it for both day trading and swing
trading. On the mini-sized Dow, for example, a squeeze on a two-minute chart can move the
market 10-20 YM points, on a five-minute chart 3050 points, and on z daily chart, several
hundred points. The kicker, of course, is that the smaller the timeframe, the more frequent the
signals. A two-minute chart may fire off three to five signals in a day, while the daily chart
will fire off six fo seven signals over the course of an entire year.

Although 1 spend a large amount of my trading day focused on the E-mini 8&Ps and
the mini-sized Dow, there are also plenty of times when these indexes are dead in the water.
On days when the indexes are trading in a range that is narrower than Paris Hilton’s outlook
on life, I lock to the currencies and bonds for my next setup. My two favorite setups in the
currencies are the squeeze play and what I call the box play—a setup that comes up in a later
chapter. For currencies, 1 execute these on the eight currency pairs Pve already mentioned,
and I prefer to do these in the forex markets, However, the EC on the CME also responds well
10 this setup. Let’s take a fook.
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TRADING RULES FOR BUYS (SELLS ARE REVERSED)

1. Set up a 24-hour chart so the overnight activity can be accounted for in this indi-
cator setup.

2. 'The “heads up™ on this indicator is the first black dot. This is not a trade signal,
but a heads up that a trade signal is setting up. This indicates when the Bollinger
Bands are trading inside the Keliner Channels.

3. ‘The signai on the indicator is the first gray dot afier a series of black dots. This
indicates that the Bollinger Bands have come back outside of the Keltner
Channels, This is shown in detail in the charts that follow.

4. Omnce the first gray dot appears after a series of black dots, 1 go long if the histogram
is above zero. Once the signal fires, I just place a market order. This is a momentum
play, and T don’t want to be messing around with limit orders that may not get filled.

5. For day trades, I place the following minimum money management stops. If the stop
is also near a key price support level, I will take that into consideration and adjust
accordingly. For example, if my entry is 1104.00 on the 5&Ps and the daily pivot is
at 1101.75, 1 would move my stop to just below that pivot level to 1101.50, for a stop
of 2.50 instead of 2.00. I find that nine times out of ten, 1 just use the default stop.
® YM: 20 points
® ES: 2 points
¢ NQ: 4 points
¢ ER: 1.50 points
¢ EC: 20 ticks
® EURUSD: 20 pips
® US: 7 ticks
® (Gold: 1.50
® Stocks: 50 cents

6. For swing plays and position trades (taken off the daily charts), I place the following
stops. 1 take into consideration the same key levels as discussed in item 4.
® YM: 150 points
® ES: 15 points
® NQ: 25 points
» ER: 8 points
® EC: 100 ticks
* EURUSD: 100 pips
® US: 35 ticks
* Gold: 10.00
® Stocks: $2.50

7. My target is based purely on the momentum of the trade. Once the momentum
index signal starts 10 weaken, I get out of the trade at the market.

8. Idon’t trail stops.
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Mini-Sized Dow—September 2004 Contract, August 18, 2004

1. Figure 10.1 shows how 1o set up the elements of this play in whatever timeframe a
trader wishes 1o view. For intraday trading, [ like to watch the five-minute chart. The
one- and two-minute charts are good for scalping, but these signals are not as power-
ful as the five-minute chart, though they are tradable. The Kelmer Channel is the pair
of thick black lines and is set at the default parameters of 20 and 1.5 on TradeStation.
The Bollinger Bands are the thinner, gray lines and are set at the default settings of
20 and 2.0. At the bottom is a ] 2-period (on the close) momentumm index oscillator. At
point 1, the Bollinger Bands have gone inside the Keltner Channels. This indicates that
the market is going into a quiet period, and it is a heads up. This is not a signal—just a
heads up that when the Bollinger Bands pop back out, it will be time 1o take a trade.

2. Here the Bollinger Bands have come back outside the Keltner Channels. [t is time
to take a trade.

3. If the momentum index oscillator 1s above zero at this point, [ go long. If it is
below zero at this point, | go short. 1 don’t mess around with limit orders, | just
jump it at the market. This is just an example of what triggers the entry and exits.
I look at specific plays in a moment.
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Mini-Sized Dow—September 2004 Contract, August 18, 2004

1. One of the things my trading partner Hubert did was turn all the things in the first
chart into an easy-to-read indicator, which is what 1 use (see Fig, 10.2), He devel-
oped this for both TradeStation and eSignal. When the Bollinger Bands go inside
the Keltner Channels, the dots turn black. This is a heads up that the markets have
entered a quiet period.

2. At this poimnt the Bollinger Bands come back out of the Keltner Channels.

3. Since the momentum index oscillator is above zero, this is a long signal.

4. On the indicator, this is measured by when the dots turn back to gray after
being black. When | see that first gray dot, I know it is time to take a trade, If
the histogram is above the zero line, I go long, and if it is below the zero line,

[ go short. Again, this is just to show you how the indicator works. In the next
examples | go over some actual plays, T prefer to take off all the “clutter” that
1s on the price chart and just use the indicator. But now you know how the indi-
cator works.
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Mini-Sized Dow--September 2004 Contract, August 20, 2004

1. On this two-minute chart of the mini-sized Dow, we get a black dot a liule after

10:00 a.m. Eastern (see Fig. 10.3). This is a signal that the Bollinger Bands have
narrowed and are now trading inside the Keltner Channels. T know when [ get the
next gray dot, I will have a wrade signal. In this case, the gray dot happens night
away. Usually there is more than one black dot, but once in a while it will just
have the single instance, and that’s okay. Common sense dictates that the more
black dots there are, the more powerful the potential move would be. In my expe-
rience this is not true, as I have seen one-dot signals that have bigger moves than
twenty-dotf signals on numerous occasions. I find it is best to just take the signal
when it comes. Humans tend to mess up their trading when they try to outthink
their positions. When the next gray dot appears, the histogram is above zero, so

I place an order (© buy the YM at the market. I am filled at 10164, I place a 20~
point stop at 10144, My target is open, as I'll be waiting for the momentum index
to faler as my exit signal.
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2. The market pushes higher, and I'm watching the histogram. As long as it makes
higher highs, [ stay in the trade. When it makes its first lower high, I will get out.
At 10:30 a.m. Eastern we get a lower high on the histogran, and I exit at the mar-
ket. I’m out at 10198 for a gain of +34 poinis.

Mini-Sized Dow—September 2004 Contract, June 28, 2004

1. On June 28, 2004, the markets trade in a tight range all morning, creating a long
series of black dots on the five-minute YM chart (see Fig. 10.4). Remember, the black
dots indicate that during this timeframe, the Bollinger Bands are trading mside of
the Keltner Channels, marking a period of very low volatility. A listle after 1:30 p.m.
Eastern, the first gray dot appears in the sequence. The histogram is below zero, so |
take a short at the market. I'm filled at 10426, and ¥ place a 20-point stop at 10442,

The goal is to stay in the trade as long as the histogram is making lower lows {or i

the case of a long, higher highs). It makes its first higher low nearly two hours later,
and I exit at the market. (¥ you were just watching the momentum index oscillator,
you would exit as it starts to tarn higher.) I'm out ar 10325 for a gain of +£01 points,
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or $505 per contract. A very smooth, low-siress, and profitable trade. This is a great
example of a trade where it pays to sit on your hands until you are given a clear exit
signal. In fact, part of my reward system isn’t focused on profits—it’s focused on
my ability to follow a setup from entry 1o exil. Every trader should have a reward
systemn like this. Not for making money, but for hanging in there and following the
setup—staying in the trade until you get a specific exit signal.

Mini-Sized Dow—September 2004 Contract, September 10, 2004

1. On September 10, 2004, the five-minute squeeze on the YM fires off (see Fig. 10.5).
About an hour earlier there was a single gray dot, and [ went long here. However,
the very next dot went back (o black. This means that the Bollinger Bands came out
of the Kelmer Channels, and then went right back in. ‘This is a rare occurrence, but
when it happens, 1 just get out and wait for a solid signal. In thut case I was in and
out and lost six YM points. About 50 minutes later we get the setup again, and the
dots turn gray. For this next trade, with the histogram above zero, I go long and
place a 20-point stop. I am in at 10263, and 1 place a stop at 10243.
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2. The histogram continues to move higher until 1:30 p.m. Eastern, at which point
it starts to lose momentam. [ cut the position loose at 10309 for a gain of +46
points.

Mini-Sized Dow—September 2004 Contract, July 1, 2004

1. A little after 10:00 a.m. Eastern on July 1, 2004, the first gray dot appears on the
five-minute YM chart (see Fig. 10.6). The histogram is below zero, so I go short at
the market. My entry is at 10402,

2. The markets drift down, and the histogram begins to level off. The markets
continue to make lowers lows, and suddenly the selling accelerates, pushing the
histograms down deep into their range. They begin to bottom out at aronnd
11:20 a.m. Eastern, and I cover at the market. F'm out at 10312 for a gain of
+90 points.
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Mini-Sized Dow—September 2004 Contract, September 2, 2004

1. On September 2. 2004. the five-minute YM chart goes into alert status at around
1:15 p.m Eastern (see Fig. 10.7). Six black dots appear, showing that the Bollinger
Bands are trading inside the Keltner Channels. When the next gray dot appears
at 1:50 p.m., the histogram is above zero, so 1 go long at the market. | am filled at
10183. 1 place a 20-point stop at 10163,

2. The market cruises higher, and the histogram begins to start making lower lows at 3:30
p.m. Eastern. [ exit at the market and am out at 10278 for a gain of 495 points. Not
every five-minuie squeeze ends up with a big move like this, but I've found that when
there is a big move, it is generally kicked off by a squeeze on the five-minuge chart. 1
have a rule in trading that says, “Never fight the direction of the five-minute squecze!”
It supersedes all my other intraday trading rules and setups. Remember when I talked
about all these plays working in conjunction with one another? If there is a five-minute-
long squeeze in place and we are rallying up to a pivot level, then I'm ot going to
place a short at that pivot level. Never fight the five-minute squeeze.
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Mini-Sized Dow—September 2004 Contract, August 25, 2004

1. On August 25, 2004, the five-minule squeeze goes into alert status at around 11:45
a.m. Eastern as evidenced by the first black dot (see Fig. 10.8). About 20 minutes
later the dots change back to gray. The histogram was above zero, so [ take a long
at the market. [ was filled at 10113 and 1 immediately place a stop at 10093 and
leave my target as open.

2. About an hour and a half later the histogram starts 1o make lower highs, and T get
out at the market. 'm out at 10149 for a gain of 4+36 points.

Mini-Sized Dow—September 2004 Contract, August 20, 2004

1. 1 like this example because it clearly shows the power of an intraday consolidarion
move (see Fig. 10.9). It’s like a chart of the young wife’s life played by Geena
Davis in Thelma and Louise, There is the narrow consolidation of life energy for
a while, and then Thelma busts out and nothing can hold her back. Her personality
explodes, and she finally experiences life. Just like the squeeze. The first gray dot
appears just afrer 2:00 p.m. Eastern, and the histogram is above zero, so 1 go long
at the market. U'tn filled at 10172, and | place a 20-point stop.
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FIGURE 108
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2. The market pops higher, and a little under an hour later the momenturn starts to
shide. [ exit at 10221 for a gain of +49 points.

Mini-Sized Dow—September 2004 Contract, August 18, 2004

1. On August 18, 2004, the market spends most of the morning consolidating, and,
as the volatility comes out of the market, the Bollinger Bands contract and start to
trade inside the Keltner Channels (see Fig. 10.10). This shows up in the form of
black dots. When I get the first gray dot, the histogram is above zero, and 1 go long
at the market. I'm filled at 10003, and I immediately place a 20-point stop at 9983.

2. The markets push higher and start to lose momentam. I exit ar 10034 for a gain of
+31 points.

3. A few hours later we get a single black dot that is quickly followed by another
gray dot. I take the signal. Since the histogram is above zero, [ go long at the
market, and I'm filled at 10056. } place a 20-point stop.

4. The histogram is strong right into the close. I stay in the trade until 4:10 p.m.
Eastern and exit at the market. I'm out at 10082 for a gain of +26 points.
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FIGURE 109
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Mini-Sized Dow—September 2004 Contract, July 28, 2004

1. On July 28, 2004, the YM creeps higher for most of the day, and then a little after
2:00 p.m. Eastern 1 get a black dot (see Fig. 10.11). Shortly thereafter we go back
to gray, and since the histogram s above zero, 1 go fong. I'm filled at 10028, and
I place a 20-point stop at 10008 and leave my target as open.

2. A little over an hour Jater the histogram makes a lower high. I exit at the market,
and I’'m Alled at 10103 for a gain of +75 points.

30 Year Bond-September 2004 Contract, August 18, 2004

1. Ilove using the five-minute squeeze on the YM, but it works on other markets as
well. Figure 10.12 is a chart of the 30-year bonds. At around 11:30 a.m. Eastern
the dots turn black, signaling that we are entering into a period of very low volatil-
ity. About 90 minutes later we get a gray dot at point 1, and since the histogram
is above zero, [ go long at the market. I'm filled at 11} 9/32. I place a scven-tick
stop at [11 2/32. (}f you aren’t familiar with bonds, one tick is $31.25. So if you
lose seven ticks, that equates to $218.75, or approximately 44 YM points.)
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2. The momentum starts to peter out about 40 minutes later, and when the histogram
makes a lower high at point 2, { exit at the market. 'm out at 11 11/32 for a gain
of +2 ticks. At one point T was up 10 ticks on the trade (the equivalent of 63 YM
points), but the markel rolled over quickly, which can happen. The key to success-
ful erading is to stay in the signal until it ends. This way when a big move does
take place, a wrader will be able to stay in the rade and let the profits run.

30 Year Bond—September 2004 Contract, August 10, 2004

I. On this five-minute chart of the bonds, we go into black dot territory at around
10:45 a.m. Eastern, and [ sit back and wait for the next gray dot 1o appear (see
Fig. 10.13). This happens a little afier 12 noon at point #1, and since the his-
togram is below zero, | short at the markee. F'm Aled at 110 30/32. [ place a stop
at £11 5/32. Remember, one full point in the bonds is composed of 32 ticks. When
it goes to 32/32, it becomes a new point. For example, when bonds are at 110
31/32 and they move up one tick to 110 32/32, this reads as 111, and s0 on,

2. 'The momentum to the downside builds and bonds sell off. Once the histogram
makes a higher low at point 2, 1 cover my short at the market, and I"'m out at 110
26/32 for a gain of +4 ticks.
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3. Ataround 1:30 p.m. Eastern we go back into black dot mode. and 1 prepare for
my next trade. About 45 minutes later we get our first gray dot at point 3, and
since the histogram is below zero, ¥ short at the market. I'minat 110 2{/32. 1
place a stop at 110 28/32.

4. Bonds sell off and move lower into the close. I cover at the first higher low at

point 4, and I"'m out at 110 16/32 for a gain of +5 ticks. The market rolls over
again quickly thereafter and closes on its fows.

30 Year Bond—June 2003 Contract, April 30, 2003

1. On this daily chart of the bonds, we can see that these markets consolidated heavily
for nearly a month during most of April 2003 (see Fig. 10.14). When the first gray dot
appears after this consolidation at point #1, 1 go long and am filled at 113 13/32.
Because this is a daily chart, I give the trade more room and use a 35-tick stop at 112
10/32. Bonds rally through the eatire month of May, finally losing momentum in June.

2. Bonds get nearly as high as 122 before crashing on economic news at point 2.
This kicks off a lower histogram reading, and | exit at the market at the end of that
day, getting out at 119 31/32 for a gain of +6 18/32, or $6,562.50 per contract.
This is the same as catching a 1,1,312-point move in the YM.
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E-mini S&P—December 2003 Contract, December 2, 2003

1. On this daily chart of the E-mini S&Ps the markets start to consolidate near the
end of November 2004 (see Fig. 10.15). On December 1 we get a gray dot. The
histogram is above zero, so I go long the next day, There is no magic on the entry
formula. I wake up, look at the chart, and if it tells me to take action, I take action.
I just get in at the market, very near the open. I'm in at 1062.50 (point 3). 1 place
a 15-point stop at 1047.50.

2. The histograms peak out and start making lower lows during the first week in
January. T get out on January 9 at 1129.50 (point 4) for a gain of +67 points, or
$3,350 per contract, The market continues to move another 30 points higher. This
1s all about “being positioned” in the market when it’s setting up to make a big
move. Note, in the third week of December this contract expired so I closed out
my postion in the December contract, and reopened it in the March 2004 contract,
which was the next front month. 1 literally sold the December futures, then turned
around and, because the signal was still valid, bought the March futures in order
to stay in this play. This is called “rolling over” your position.
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E-mini S&P—September 2004 Contract, July 8, 2004

1. On this daily chart of the ES, we go into a period of consolidation at the end of
Jupe 2004 that lasts into the first few trading days of July (see Fig. 10.16). On
July 8 we get a gray dot, and, since the histogram is below zero, 1 go short about
15 minutes after the open of the regular session. I am filled at 1118.25 {two bars
to the right of point 3). 1 place a §5-point stop at 1133.25.

2. The markets move lower, and toward the end of July they start to run out of momen-
tum. At point 2, 1 exit near the open at 1092.25 for a gain of 426 points {point 4).

Mini-Sized Dow--December 2003 Contract, December 1, 2003

1. We've looked at a lot of five-minute squeezes on the YM, so I want to look at a
daily squeeze as well on this contract. At the end of November 2003 the daily YM
went into black dot mode, and 1 awaited the next gray dot (see Fig. 10.17). We got
it on December 1, and, since the histogram was above zero, I went Jong shortly
after the open and got filled at 9804. I placed a stop at 9654, 150 points below.
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FIGURE 1617
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2. The YM rallied into early January and started losing momentum during the second
week of the new year. I exited on January 9 soon after the open at 10506 for a
gain of +702 points, or $3,510 per contract.

Forex Markets—EURUSD, August 23, 2004

1. 1like to use the squeeze on the various currency pairs in the forex markets as well. |
normally ke to use the 60-minute charts and S-minute charts, but it also works on
the daily charts. On August 23, 2004, T woke up to see that the euro had just fired
off a short squeeze on the 60-mmnute chart (see Fig, 10.18). I went in and shorted at
the market, getting filled at 1.2252. 1 place a 20-pip stop at 1.2272. (Remember, one
pip in this currency pair equals 1/100 of a cent and equates 1o $10 on your P&L.)

2, The market sells off considerably, and the momentum on the histogram never
lets up. 1 stay in the trade all day, exiting at 4:00 p.m. Eastern at point 2, when
the U.S. stock markets close. The main reason [ do this is that this started off as
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FIGURE 1018
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an intraday play, and [ generally get out of the office after the stock markets
close 1o go clear my head. 1 exit at the market and am filled at 1.2146 for a
gain of 106 pips, or $1,060 per contract. This is like making 212 points on

the YM.

Forex Markets—EURUSD, September 8, 2004

1. On this five-minute chart of the euro currency we go into black dot territory a
little before 10:00 a.m. Eastern on September &, 2004, and 25 minutes later we
get our first gray dot ai point | {see Fig. 10.19). The histogram is above zero,
s0 I go long at the market, and U'm filled a1 1.2054. { place a stop at 1.2034.

2.

The market rallies steadily for the next 90 minutes and starts 1o fose momentum

just before 12:00 noon, at point 2. 1 exit at the market and am filled at 1.2153 for
a gain of +119 pips.
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GOOG (Google Inc), September 9, 2004

1

t like €0 watch the squecze on various stocks as well, especially on daily time

frames since most of my stock trading involves swing trading. I alse use the daily
squeeze on individual stocks for in the money option plays. I talk more aboui how
I play options in the chapter on the “8/2] EMA for Swings™ setup. That said, |
will use the 5-minate squeeze on volatile stocks for potential intraday trading
setups. On this five-minute chart of Google (GOOG) we can see the price action
shortly after its IPO (Initial Public Offering—see Fig. 10.20). On September 9,
2004, the stock went into a squeeze setup at the end of the day, and this carried
into the beginning of the next day. Very soon after the open we get our first gray
dot, and, since the histogram is above zero, I take a long at the market. I'm filfed
at 302.33, and I place a stop ar 101.83.

The momentum builds quickly and begins to fade near 11:00 a.m. Eastern. | get

out at 105.45 for a gain of +3.12. Another squeeze play sets up later in the after-
noon and fires off right after 12 noon. On this play the histogram is negative, and 1
would normally short, but since it is an IPQ), shares were not available to the gen-
eral public to short at this time, 30 | obviously pass on this trade.
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FIGURE 1020
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SUMMING UP THE SQUEEZES

Squeezes show me when the markets go into quiet mode, The only reason markets go into
quiet mode is that they are building up energy for their next major move. I like to be on the
alert for this, and of course on the alert for the direction of the move. With the squeeze I have
a clear indication of when to take the trade. And once I'm in, 1 just don’t mess with the trade.
When it starts to lose momentum, it is pretty clear, and that is the signal 1 use to get out.

Many day traders 1 talk to ask about the wisdom in swing trading. The biggest question I
get involves the risk in being exposed to an overnight position. The most common guestion is,
“What if there is another terrorist attack?” After trading the markets for nearly 20 years, there
is one thing 1 am absolutely convinced of—there s always somebody who knows about the
upcoming market move and this person is in the process of getting positioned for it. After
the crash on 9/11, one of the ways the government tracked down terrorist cells was to look at
all the brokerage accounts that showed heavy short selling in the weeks before the attack. This
led to multiple arrests, as people who knew about the upcoming attacks had been shorling
insurance companies and airlines aggressively. Out of the blue? Let’s look at a few market
crashes and just see how “out of the blue” they really were.
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THE KEY TO GETTING POSITIONED
BEFORE A MARKET CRASH

1 don't mean to belinle the events of 9/} | by viewing them as merely a “trade serup.” I lost
friends. and know many people who lost friends and loved ones in that anack. The point of
this is that the event should not scare us and make us cower in the comer. It should not keep
us from taking risks, whether i involves getting on a plane, visiting another country, embrac-
ing people from other ethnicities, or having exposure o overnight positions. Living scared
can hardly be called hving.

Dow Cash Index—September 11, 2001

k. This is a daily chart of the Dow Jones Industrials leading up to the terrorist attack
on the World Trade Center on September 11, 2001 (see Fig. 10.21). Ac point #1,
we can see that the daily squeeze fired off a short on August 30
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2. The very next day, the markets break through support on a descending wedge pat-
tern. There are now two solid short signals in place. There is no reasoen to be long
this market. )

3. Six trading days later it is September 10. The markets make new intraday lows,
and the momentum on the squeeze is stifl strong. There 18 no reason 10 be long;
there 15 no reason 10 cover shorts.

After 9/11. the markets were closed and didn’t reopen until September | 7.
The Dow closed at 9605 on September 10, and after the next trading day closed at
8920.70, down nearly 700 points. Again, leading into this, there was no reason to
be long in this market. Even though we didn’t know what was about to happen,
somebody did. The charts do not lie.

Dow Cash Index—October 19, 1987

1. There was another big crash on October 19, 1987 (see Fig. 10.22). This is the year
I graduated from high school, and one of my fondest trading memories is having
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owned puts on 1BM during the crash. | wish [ could say that | saw the crash com-
ing, but it was pure fuck. T had a bunch of calls. read something about hedging,
and bought puts on IBM. The puts saved my bacon and then some. If I'd had the
squeeze at this time, 1 would have noted that the daily squeeze fired off a short
signal on October 9, 10 full days before the crash.

2. Then on October 14 the markets broke down from a descending wedge pattern.
There are now two reasons not to be long in the markets.

On October 19 the markets crash. Those who are already positioned for the move have
a nice tradisg day. Those that don’t have the squeeze to guide them expericrce new variations
of the mearing of pain.

Dow Cash Index—the Crash of 1929

The crash in 1929 was no picnic, either. [ talked to one trader who was there when it hap-
pened. He is over 90 years old now and still actively trades. To him, nothing has changed, and
it’s all the same game. Remember in the first chapter wher I talk about markets not moving
because they want to, but because they have 107 We talk about TASR in that example. Along
these same lines, here is the quick narrative of the crash of 1929:

On the right of Monday, October 21, 1929, margin calls were heavy, and Dutch and
German calls came in from overseas to sell overnight for the Tuesday morning opening (see
Fig. 10.23). On Tuesday morning, cut-of-town banks apd corporations sent in $150 million
of call loans, and Wall Street was in a panic before the New York Stock Exchange opened.
‘The selling was heavy, but the influx of cash staved off a crash.

Unfortunately, on Thursday, October 24, 1929, more margin calls hit, and people began
to sell their stocks as fast as they could. Sell orders flooded the markee exchanges, the ticker
was running over an hour behind on price guotes, and the markets sold off hard, but not
enough to be considered a crash, The exchange directed all employees to be on the floor since
there were numerous margin calls and sell orders placed overnight for the next trading day.
Extra telephone staff was also arranged at the members’ boxes around the floor. The Dow
Jones average closed at 299 that day.

On Tuesday, October 29, 1929, the crash began. Within the first few hours, the price felt
so far that it wiped oul all gains that had been made the entire previous year. This day the Dow
Jones average would close at 230, This is like the Dow losing 2,400 points in one day today.
Between October 29 and November 13 over $30 billion disappeared from the American econ-
omy—and these were 1929 dollars. It took nearly 25 years for many of the stocks 1o recover.

The Dow finally botiomed out in July 1932 at near 40. That is like the DPow going from
10,000 to 1,100 in the year 2005.

Coming back full circle, it is important to note that a short squeeze fired oft on the daily
chart before the 1929 crash. Yes, terrorist attacks and crashes are scary things, but the squeeze
is designed to give traders a heads up on which way the markets are going 1o break, so they
aren’t caught with their pants down.
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STRATEGIES FOR THOSE WHO CAN'T TRADE FULL TIME

The squeeze on a daily chart is one of the best ways | know to trade part time. This can be used
on ndividual stocks, and there is no reason to scan thousands of charts. [ just sort through the
120 or so stocks that trade single stock futures. These are all of the big, hquid stocks with lots
of volume. and the list of stocks is available at www.opechicago.com. Once | see a stock fire
off, I will place an order for the rade. These types of trades do not need to be managed intra-
day. Even though [ watch the markets full time, ) do not watch my swing trades intraday. There
is no point. My parameters are in place, and the osly thing I'm going tc do by watching my
position is try to outsmart it. which never works in the leng run. In addition to individual stocks
this can be used for sectors, ETFs. and options on these same instruments. For options, {
always go i1 the money with the premium making up no more than 30 percent of the price.
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A NOTE ON THE SQUEEZE INDICATOR
FOR TRADESTATION AND ESIGNAL

Many traders are also good programmmers. I am not one of those traders. [ tell programiers
what 1 want, and they make the indicator for nie. For those of you who are programers, you
shouldn’t have a problem recreating the squeeze indicator {rom the information I've provided
in this chapter. For those of you who are not programmers and are interested in the sgqueeze
indicator, it is available for purchase at www.tradetherarkets.com for both TradeStation and
eSignal. The price is nominal, about the same price a programmer will charge to program it
for you. Any upgrades made to the indicator are also free.



BRICK PLAYS—LETTING
THE MARKETS STACK UP

USING BRICKS TO CAPTURE INTRADAY REVERSALS
IN THE MINI-SIZED DOW

My trading partnier, Hubert Senters, uses the brick play every day, and he uses it exclusively
on the mini-sized Dow. He was very helpful in sending me chart examples of brick plays that
he had taken while I was working on this part of the book.

The best intraday trades take place when a trader is able to catch the major portion of
an intraday reversal. One of the best ways to do this is with a specific price pattern that we
call bricks. We call them bricks because the price patiern that is formed looks like a bunch of
building blocks that have been placed on top of a regular bar chart. These building blocks are
formed on the charl because of specific price action. A series of three consecutive higher
closes will form an “up™ brick, and a series of three consecutive lower closes will form a
“down” brick,

If you have a hard time pulling the trigger, this is a good play to use with buy stop and
sell stop orders, as you will see in a moment. If you don’t have a hard time pulling the trigger,
then you can just wait for the signal and go 1n at the market. This is one of those plays that is
difficult to explain, but easy to show. In this case, a picture is worth at least 1,000 words, if not
more, so fet’s go through the trading rules and then go over a couple of actual plays,

227
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TRADING RULES FOR BUYS (SELLS ARE REVERSED)

This is a momentum reversal confimrmation play.

1. Set up a 24-hour time frame on an intraday chart so that the overnight activity can be
accounted for in this indicator setup. This is best used on smaller timeframes, typi-
cally under five minutes, though it can also be used for swing plays on daily chans.

2. Once a market shifts direction, which is denoted by the bricks changing color,
cownt backwards 1o the third brick in the formation.

3. Then draw a horizontal line across the top of this third brick back.

4. Once the price action breaks above this horizontal line, go long.

5. Hubert and I use this setup on the mini-sized Dow, and we both manage this trade
differently, so [ will go over both of our methods. For Hubert, he places a 10-point
stop from the entry. Then when he is up 10 points, he sells half his position and
moves his stop to breakeven -3. (So 1f his entry was 10545, then his new stop is
10542.) If the market goes up another 10 points, he sells a quarter of his position
and then moves up his stop six points lo breakeven +3. (So if his original entry
was 10545, his new stop is 10548.) He then hangs onto his last quarter of the posi-
tion to exit at his discretion. This typically means that he will hold onto this last
part of his pesition until the bricks signal an opposing sell signal.

6. 1 will get into the same trade and use a 20-point stop, I will exi¢ half my position
at +15 points and then stay in the trade until there is a brick that has formed in
the opposite direction—an opposing sell signal. I don’t irail the stops. Both meth-
ods have worked well for us, and this is a good exaniple of how different traders
can lake the same setup and modify the trading methodology to fit their own par-
ticular personality.

Let’s take a Jook at some actual plays:

Mini-Sized Dow—March 2005 Contract, February 25, 2005

1. On this five-minute chart of the mini-sized Dow futures on February 25, 2005, a long
signal occurs at around 10:00 a.m. Eastern (see Fig. 11.1). This takes place when the
price action reverses and crosses above the horizontal line created by the third brick
back in the series. The first brick in the series is the black brick labeled point 1, the
second as point 2, and the third as point 3. The entry price is 10696. This horizontal
line is drawn in manually. Originally it started on the brick above where the line 1s
currently drawn at point 3. This horizontal line was sitting near 10710, However, as
the market continued to push lower, additional down bricks were formed, and the hor-
izontal line was trailed 3 bricks back accordingly. This line, representing the entry
point for a long, continues to be trailed down as long as new down bricks are formed.
It is only when the markets can cross back above the third brick back in the series that
a trade signal occurs. On a color chart, the up bricks are blue, and the down bricks are
red. On these charts, the up bricks are light gray and the down bricks are black.
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2. In this instance, once the trade is entered. the YM rallies to almost 10790 before
rolling over. A reversal signal is generated shortly thereafter at point 4 at a price of
1778, for a total move of 82 poinis.

I want to also discuss three different ways this setup could be played. The first and most
straightforward way would be 1o stay in the entire trade from entry to exit, capturing the entire
move. In this type of play, I start off with a 20-point stop and then stay in the trade until the
reversal signal cecurs. The downside of this is that the market could rally 18 points and then
roll over and stop out the trade.

Another way to play this is to exit half the position at a purely mechanical price target.
This 1s how Hubert and I play this. We execute this trade slightly different from each other,
and the mechanics ol each of our styles will be explained shortly. By exiting half of your posi-
tion at mine or Hubert’s predetermined mechanical levels for the first half of the trade, some
profits would already have been taken. This can mean the difference between a losing trade
and a scratch trade. So the second way to play this is to start off with a 20-point stop and then
exit the first half of the position at a mechanical level, such as 15 points, and then exit the sec-
ond half upon a reversal. This is typically how I play the bricks.

The third way to play this is how Hubert plays it, where he uses a 10-point stop and then
starts peeling out of the position almost immediately. In this case he sold half when he was up 10
points, sold a quarter of his position when he was up 20 points, and held onto the rest until the
reversal. Note that these exit strategies can be used on all the intraday plays discussed in this book.
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These are all valid exit methodologies for this setup. [t is important for a trader to recog-
nize that every setup can be played differently and to find the way that best suits his or her own
personality. For the rest of the examples, [ focus on the actual reversal points as entries and exits.

Mini-Sized Dow—March 2005 Contract, March 3, 2005

1. On this three-minute chart of the mini-sized Dow on March 3, 2005, a long rever-
sal signal fired right around 1:00 p.m. Eastern, as the third brick back in the series
was penetrated (see Fig. 11.2). The entry on a buy stop order was 10817.

2, For the exit, we are now waiting for a down (black) brick to form, and once that
happens, we will use a trailing three-brick stop utilizing the up bricks. By doing
this, the trade is exited at 10871, for a gain of +54 poines.

Mini-Sized Dow—March 2005 Contract, March 9, 2005

1. On March 9, 2005, this five-minute chart of the YM fired off a brick short just

before noon Eastern (see Fig. 11.3). The entry took place using a sell stop order
at 10916.
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2. For the exit, the goal is to wait for an up brick, and once that occurs, to trail a stop
three bricks back. The stop 1s hit at 10830 for a pan of +86 points. What [ like
about this is that the setup keeps a person in the trade all through the choppy noise
and false rallies that occur between 1:00 p.n. and 3:00 p.m. Eastern. This goes
back to the importance of having a specific exit strategy—and only a specific exit
strategy—to get out of a trade.

Mini-Sized Dow—March 2005 Contract, March 10, 2005

1. On March 10, 2005, the YM three-minute chart fired off a brick Tong just before
noon at 10829 (see Fig. 11.4).

i 2. The setup reversed a few hours later, setting up an exit signal at TO880 for a gam
of +51 points.

Mini-Sized Dow—March 2005 Contract, March 11, 2005

1. On this two-minute chart of the YM on March 11, 2005, a reversal short brick sig-
nal fired off at 10864 at around |1:00 a.m. Eastern (see Fig. 11.5).
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2. The play continued to work lower until the Iast hour of trade, generating an exit sig-
nal at 10806 for a gain of +58 points. Again § would like to point out all the noise in
this chart that occurred between 11:30 a.m. and nearly 2:00 p.m. How many traders
got chopped up in this? How many chased it higher? How many shorts panicked and
covered? A trader who follows a specific setup, with a specific set of parameters, is
at a huge advantage over all the people out there who are “trying to rely on their
judgment while in a trade.”

r Mini-Sized Dow—March 2005 Contract, March 16, 2005

1. On this two-minuze chart of the YM on March 16, 2005, a reversal short brick sig-
nial fired off at 10699 in the latter part of the trading day a hutle after 1:00 p.m.
Eastern (see Fig. 11.6).

2. The markets continued to sell off, and the bricks stayed in self mode until about
20 minutes before the close, when a reversal signal hit, stopping the trade out at
10657 for a gain of +42 points.

Mini-Sized Dow—March 2005 Contract, March 22, 2005

1. On this two-minute chart of the YM on March 22, 2005, the YM fired off a shon
signal late in the trading day, and a sell stop order was hit at 10622 (see Fig. 11.7).
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2. The markets drifted lower into the close, and there was actually not a reversal sig-
nal given to exit this trade. In this case, we just use the 4:15 p.m. Eastern close on
the ES to get cut of the trade. Although the YM continues to trade until 5:00 p.m., the
hiquidity really dries up after the ES market closes. In this case, exating on the close
generated an exit at 10469 for a gain of +153 points. Why the big sell oft? This
was FOMC (Federal Open Market Committee) day, and the markets sold off after
the news hit about another quarter-point rate increase. This ties into ote of my
biggest beliefs about trading the markets—economic reports mean very little in
the scheme of things. The market is going to do what the market is going to do.
The key is to focus on the setup and ignore the rest of the noise.

Mini-Sized Dow—December 2004 Contract, October 27, 2004

1. On this daily chart of the YM, a swing play was generated on the bricks near the
end of October 2004 (see Fig. 11.8). The entry on this play was 9927.

2. The daily bricks stayed in buy mode until the end of November, when a sell signal
was generated at 10573, for a gain of +648 points. When the market reversed in
late October there were a lot of bears. This again points to the fact that it doesn’t
really matter what people think about the market and what they feel it might do.
Whar matters is what the market is actually doing. Trade setups like the bricks
remove all the emotion.
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SUMMING UP THE BRICKS

The brick setup i1s great when you're trying to catch an intraday reversal. Too many traders
try 1o do this but end up getting burned. They short the market, and it just keeps going higher.
Or they buy the market, and it gets flattened. There is no reason to try to catch the exact high
or the exact low in a market move. That involves too much risk and has a Jow probability of
success. With this confirmation signal, a trader will be made aware of when the move has
petered out and has started its reversal, and although they wor’t be able to catch the exact
highs or the exact lows, they will still be able to catch the “meat of the move.”



THE PING-PONG PLAY:
BATTING THE MARKETS BACK
AND FORTH . .. ALL DAY LONG

A TRADING CHANNEL THAT MOVES
AND ADAPTS TO THE MARKETS IN REAL TIME

The Ping-Pong play is a channe! play with a twist: This channel is always present and is con-
tinually adjusting itself to the market action. There isn’t any need to draw a couple of paral-
lel lines and wait for two tests of the highs and two tests of the lows to confirm that a channel
is in place. This channel is always hanging around, waiting for a trade to setup.

This setup was discovered by accident by Hubert Senters, one of my trading partners.
He spent a couple of years watching KLAC (KILA Tencor Corp) on a two-minute chart and a
five-minute chart. He noticed that when KLAC broke up through the 200 simple moving aver-
age (SMA) on a two-minute chart, it would head right up to the 200-period SMA on a five-
minute chart. To make life easier, he eventually figured out that he could do this all on one
chart, by setting up a new two-minute chart that had both a 200 SMA and a 500 SMA. The
500 SMA on a two-minute chart plots just the same as a 200 period SMA on a five-minute
chart. Once this play was converted to one chart, it was easy to see that a live, moving chan-
nel was in place as the 200 SMA and 500 SMA moved together in an almost graceful dance.

Hubert uses this setup almost exclusively on the stock KLAC. We’ve also found that
it works well for other high-volatility, high-volume stocks that tend to attract a lot of the day-
trading crowel.
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TRADING RULES FOR BUYS (SELLS ARE REVERSED)

The Ping-Pong play can be both a momentum play and a fade play, depending on the imtial
move against one of the moving averages. When prices are trading inside the channel, this is
a fade play. When prices break into the channel, this turns into a momentum play.

1. 1set up a two-minute chart on a 24-hour time setting. I want the pre- and postmar-
ket activity to be taken into account for the moving average calculations.

2. 1like to use candlestick price charts on this play, but it is not critical because
I'm not looking for any specific candlestick patterns such as Dojis, Harnmers,
Shooting Stars, and so forth. If you are unfamiliar with candlestick patterns, an
excellent book is Japanese Candlestick Charting by Steve Nison, 1 personally
don’t use candlestick patterns for intraday trading, but 1 do like to see what the
daily candlestick bars are doing to get a better feel of who is in control of the
market—buyers or sellers.

3. 1 place a 200-period SMA (represented by the thick line in the chart examples)
and a 500-period SMA (represented by the thin line in the chart examples) on the
two-minute chart.

4. When the market is trading below both moving averages, [ go long after the first
two-minute bar closes inside the moving average channel.

5. When the market is trading inside the moving averages, I go long on a bounce off
the bottom of the channel. 1 will wait for a two-minute bar to close on a bounce
off the channel before placing a market order to go long.

6. T use a 50-cent stop. If the moving averages are trading wider than 50 cents, then
when I am up 50 cents on the trade, I will move my stop lo the moving average
that tnggered my entry. If the moving averages are trading narrower than 50 cents,
then I will leave my original stop in place, and I won’t trail it.

7. My target is the “other moving average.”

8. Itypically use this trade on KLLAC, as does Hubert. However, it works with other
volatile stocks as well.

KLAC {KLA Tencor Corp), October 4, 2004

1. On Ocicber 4, 2004, KLAC broke down through the 200 SMA (see Fig. 12.1).
After the first closing candlestick, 1 went short at the market and was filled at
43.83. I place a 50-cent stop at 44.33, and my target is the 500 SMA below, About
45 minutes later I am up 50 cents on the trade. so I move my stop down to the 200
SMA, which is trading at 43.91.

2, KLAC rallies and comes within 10 cents of my stop. It eventually rolls over and hits
my target at 43.11 at point 2, and I am out of the trade for a gain of 72 cents. KLAC
is liquid and will support a large number of shares on this trade. For 1,000 shares
that is a profit of $720; for 10,000 shares that is a gain of $7.200. There will be a lit-
tle slippage when going in and out of 10,000 shares at the market. When this hap-
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pens [ just take the average price, and | vse that to determine where 1 will

place my 50-cent stop. { will also trade KLAC single stock futures on this trade
{(KLACIC), For those of you who aren’t familiar with single stock futures, they are
nice because the leverage is 5 to | without any margin interest costs. And these can
be traded in an IRA through a trust account {meaning you can short in your IRA),
and you can do these day trades with only a few thousand dollars in your account,
instead of the 525,000 minimum you need to day trade stocks. One single stock
futures (SSF) contract represents 100 shares of stock. With single stock futures, 1
will use limit orders instead of market orders because they are not as ligd as the
underlying stock. However. the low volume that is currently present in SSFs is mis-
feading. The liguidity is based more on the volume of the underlying stock. This is
something | talk more about later in the “8/21 EMAs for Swings™ chapter. My expe-
rience with single stock futures has been very positive, and 1 continue to add more
of these contracts 10 my trading program.

KLAC (KLA Tencor Corp), September 23, 2004
1. On September 23, 2004, KLAC pushes up through its 200 SMA (see Fig. 12.2).

After the first two-minute bar closes above this level, [ take a long at the market,
and I'm filled at 40.76. | place a 50-cent stop at 40.26. My target is the 500
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FIGURE 122
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period moving average trading overhead, For this particular trade, the moving
averages are not 50 cents apart, so I won’t be trailing my stop.

2. KLAC edges higher, and my target in the form of the 500 SMA is hit, and I'm out
at 41.07 for a gain of 31 cents.

KLAC (KLA Tencor Corp), August 30, 2004

1. On August 30, 2004, KLAC rallies into the 200 SMA (see Fig. 12.3). When the
first bar closes back below this moving average, 1 go short at the market. I'm filled
at 38.24, and [ place a 50-cent stop at 38.74. The moving averages are less than 50
cents apart, so I won’t be wrailing my stop on this trade.

2. KLAC goes pretty much straight down, and a litile over 40 minutes later [ am out
of my short at the 500 SMA, I'm filled at 37.82 for a gain ot 42 cents.
KLAC (KLA Tencor Corp), August 25, 2004

1. On August 25, 2004, KLAC comes down and tests the 200 SMA while trading
inside this moving average channel (see Fig. 12.4). Once the first two-minute bar



CHAPTER 12 The Ping-Pong Play: Batting the Markets Back and Forth...All Day Long 241

FIGURE 123
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closes above the 200 SMA after the test, T go long at the market. I'm filled at
37.10, and 1 place a 50-cent stop at 36.60. The moving averages in this case are
less than 50 cenls apatt, so 1 won't be trailing any stops on this trade.

2. KLAC rallies to the 500 SMA, and U'm out at 37.58 for a gain of 48 cents, This is
scalping at its finest, and although these aren’t huge plays, some would argue that
it beats flipping burgers for a hiving.

KLAC (KLA Tencor Corp), August 23, 2004

L. On August 23, KLAC sells off and breaks hard through the 200 SMA (see Fig.
12.5). It closes pretty deep within the channel, but as soon as this first bar
closes, I go short. I'm filled at 37.94. 1 place 2 50-cent stop at 38.44, The 500
SMA is not very far away, so I won't have the opportlunity to trail my stop
at all.

2. It takes longer than I thought it would. but the 300 SMA is eventually hit, and I'm
out at 37.61 fora gain of 33 cents.
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KLAC {KLA Tencor Corp}, August 19, 2004

1. On August 19, 2004, KLAC slams through the 200 SMA (see Fig. 12.6). Once the
first bar through closes below this level, [ go short at the market. P'm filled at an
average price of 37.44. [ place a 50-cent stop at 37.94. The two moving averages
are less than 50 cents aparl, so there won't be any trailing on this trade.

2, The market chops around for & while, and KLAC doesn’t so much fall to its 500
SMA as the 500 SMA rallies 1o the current price levels. Once this happens, 1 get
out at the market. I'm filled at 37.15 for a gain of 29 cents. This is a good example
of the “living, breathing, moving, horizontal channels”™ in action. There are no sta-
tionary straight lines on these setups. These babies move and ebb and flow with
the market.

KLAC (KLA Tencor Corp), August 17, 2004

1. On August 17, 2004, KLAC gups down into the 500 SMA (see Fig. 12.7). Once 1
see a two-minute candlestick that closes back above the 500 SMA, (the third can-
dlestick over from point 1), T go long at the market and am filled @t 36.32. Once
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FIGURE 127
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again, the two moving averages are less than 50 cents apart, so I won’t be trailing
any stops.

2. KLAC pushes hgher quickly, and eight mimutes later I’ out at 36.76 for a gain
of 44 cents.

KLAC (KLA Tencor Corp), August 10, 2004

1. On August 10, 2004, KLAC sells off and hits the bottom of its 200 SMA (see Fig.
12.8). KLAC pushes through this level, and I'm poised to go long after the fiese
two-minuote bar closes back inside the channel. This takes place shortly therealler,
and I go long at the market. My fill is 38.53. Once again the moving averages are
less than 50 cents apart, so 1 won’t have 1o worry about trailing my stop.

2. KLAC grinds higher, and after a while the 500 SMA is touched. When this happens,
1 exit and take my profits at 38.80 for a gain of 27 cents. It is okay to place limit
orders for targets, but because the two-minute charts move fast, the price of the
moving average is going to fluctuate and change every couple of bars, so you have
tor keep an eye on it, or have the exits adjust automatically via a trading system,
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FIGURE 128
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KLAC (KLA Tencor Corp), July 21, 2004

1. On July 21, 2004, KLAC drops back into its chaonel, through the 200 SMA. and
I short once the first bar closes within the channel (see Fig. 12.9). I'm filled at
41.23, and § place a 30-cent stop. I do a quick check and see that the moving
averages are less than 50 cents apart, and that of course means | won’t be trailing
any staps.

2. KLAC drifts down, and the 500 SMA s tagged. I cover at 40.81 and I'm out for a
gain of 42 cents,

KLAC (KLA Tencor Corp}, July 12, 2004

1. OnJuly 12, 2004, KLAC pushes back up into its channel via the 200 SMA {see
Fig. £2.10). Once the first two-minute bar closes 1nside this channef, | go long,
and I'm filled at 44.39. 1 place a 50-cent stop at 43.89. | duly note that the moving
averages are greater than 50 cents apart. So, if I get to the point where ['m up 50
cents on this trade, 1 will move my stop up to the 200 SMA.
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2. KLAC pushes higher, and once it trades through 44.89, I move up my stop to the
200 SMA, which is at 44.23. KE.AC continues to rally steaight up, and it runs right
o the 500 SMA. When this happens, [ closé out my long at the market. I'm
fifled at 45.23 for a gain of 84 cents.

KLAC {KLA Tencor Corp), July 1, 2004

1. On luly 1, 2004, KLAC gaps down and hits its 200 SMA (see Fig. 12.11). Once it
closes through this level, T go short, and I'm filled at 49.01, T immediately place a
stop 50 cents away at 49.51. The moving averages are greater than 50 cents apart,
so I will fook to trail my stop down 10 the 200 SMA once I'm up 50 cents in the
trade. KLAC ends up selling ofl quickly, and once it trades throngh 48.51, I move
my stop down to 48.99, which is where the 200 SMA is trading at this tme,

2. KLAC continues to sell off, and once it touches the 500 SMA, I start to cover, and
I'm out at 48.44 for a gain of 57 cents.

KLAC {KLA Tencor Corp), May 19, 2004

1. On May 19, 2004, KLAC sells off and enters its moving average channel (see Fig.
£2.12). 1 go short when the fiest two-minute bar closes inside this channel. I'm fifled
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FIGURE 12312

KLAC -Zmin NASDAQ -46 20

]%H"TI

Ul -46 00
I i
-45 80

Nis
[

2

13

1444 1500 1516 1532 1548  &20

at 45.78, and | place a 50-cent stop at 46.28. Since the moving averages are
wider than 50 cents apart, | will be looking to trail my stop once I'm up 50 cents.
KLAC drifts down, and once price action falls through 45.28, I move my stop
down e 45.89,

2. KLAC continoes to sefl off, and once it hits the 500 SMA, I'm out at 44.94 for a
gain of 84 cents.

WHEN YOU'RE DANCING WITH THE MARKET,
iT'S A GOOD IDEA TO LET IT LEAD

One of the things [ like about this play is that it catches the ebbs and flows of the market
nicely. All 1 have 1o do is sit back and “fet the market lead.” There really isn’t any good time
to try ko force the market to do what you want it to do. This setup is a nice reminder of that,
and afl I have to do is sit back, relax, and follow my dance pariner.




C:H+A P T E R

THE 3:52 PLAY: CAPPING OFF
THE DAY WITH A FINE CIGAR

THIS IS WHERE THE OTHER PEOPLE START TO PANIC

The 3:52 play is a setup I discovered while working in a trading room obsetrving over 100
other traders going through their daily gyrations with the market. It is commonly known
among traders that 3:30 p.m. Euastern is 4 key reversal point in the markets. What was fasci-
nating is that I would watch this room full of traders stare at the bounce (or sell off) that would
start at 3:30, and then they would wait, wait, and wait some more. They would wait for con-
firmation, wait for an indicator-based buy or seff signal, wait for their mother to call and tefl
them it was okay to take the trade, or whatever. The pomt is they would wait to jump in on
the move. Finally, they would succumb to the pressure to get in, and jump in on the move just
as it was running out of steam. | would spend the rest of the session watching in fascination
as they potnted, gyrated, and yelled at their computer screens as the markets drifted against
them. Often they would wait until the lase possible minute 10 get out of their S&P futures
trades, which is 4:15 p.m. Eastern. They would wait in the hope that the markets wounld come
back to them, and they spent this brief session praying that their position would work out.
Sometimes it did, bue often it did not because there were t0o many of them trapped and hop-
ing for the same move. As the markets neared 4:15 p.m., they had no choice. They could not
wait any longer, and they were forced to close out their positions. Like rats on a sinking ship,
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these traders would all head for the exits at once. i they were fong, they would all be selfing
at once. H they were short, they would all be buying at once.

The interesting part of this is that the liquidity dries up after 4:00 p.m. Eastern. With'
the decreased liquidity that occurs from 4:00 p.m. to 4:15 p.m., these groups of traders can
eusily cause exaggerated movements in the markets in the final minwes before the closing
bell. This causes the markets to move hard against them. | waiched them do this day after day,
assuming that one day they would catch on. They never did, and after a whife 1 would just sit
there and do the opposite of what they were doing, so while they were crying I was cashing
in. This same setup continues to work today, and it is something 1 do nearly every trading day.
Like a single malt scotch after a filet mignon, iU's a great way o cap off 4 trading session.

TRADING RULES FOR BUYS (SELLS ARE REVERSED)

This is a fade play. I let the 3:30 p.m. Eastern reversal happen, and then 22 minutes later, at
3:52, 1 take the opposite side of the move.

L. T use this setup for the E-minj S&Ps and the mini-sized Dow futures.

2. I set up a one-minute bar chart without any other indicators or interference.

3. At 3:30 p.m. Eastern I mark where the futures are trading. In the case of this
example, the futures would have started rallying at 3:30 p.m. Eastern.

4. A1 3:52 p.m. I take a short using a market order. T short at the opening of the 3:52
one-minute bar. This is assuming that the ES is at feast 1 point away and that the
YM 1s at feast 10 points away from where it was trading ar 3:30. On days when
this does not occur, T don’t take the trade.

5. My stop for the ES is 2 points, and my stop for the YM s 20 points. 1 do not trail
stops for this play.

6. 1hold onto the trade until 4:13 p.m. Eastern, at which peint I close out at the mar-
ket. Technically | could hold on until 4:15, but | don’t want to get stuck in this
trade overnmight, which is why 1 give it two minutes of elbow room. If 1 discover my
PC has locked up, that gives me enough time 10 call my broker and get out of my
trade, (I use a broker who actually answers the phone and doesn’t put me on hold.)

7. Even though the mini-sized Dow doesn’t close until 5:00 p.m., | will still use 4:13
p.m. to mirror the E-mini S&P futures markets. By 4:15 'm ready to take a break
{rom trading for the day.

E-mini S&P—December 2004 Contract, October 14, 2004

1. At 3:30 p.m. Eastern on Gctober 14, 2004, the S&Ps start 1o rally, and since they are
rallying off of 3:30, I will be looking 1o short this market at 3:52 (sec Fig. 13.1). By
watching a one-minute bar, I can see that the 3:51 p.m. bar closes at 1104.75. Then
at 3:52 p.m. the bar cpens at 1104.50, and I take the opposite side of this move. 1
short at the market, and T am filled at 1104.50. 1 place a two-point stop at 1106.50.
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2. The eraders who jumped on this 3:30 p.m. “pop” late are now starting to watch
their trade go under water. The longer they hang on, the more nervous they get,
and they start getting their stops hit, or just dumping their position vsing market
orders, This pushes the market down even further. At 4:13 p.m., the one-minute
bar opens at 1103.00. This is my time signal to get out, and [ cover at the market
for a gain of +1.50 E-mini S&P points. One of the things I like about this play is
that there is a tirme Emit. T know that when [ get in, [ will be getting out 21 min-
utes later. [ also like the fact that I'm not leoking for a big move. I'm mentally
prepped to 1ake a small scalp, and when this trade does move against me, it is typ-
ically for a very small loss, since my actual stop is rarely hit.

E-mini S&P—December 2004 Contract, October 4, 2004

1. A1 3.30 p.n. Eastern on October 4, 2004, the market sells off into the 3:52 p.m.
timeframe (see Fig. 13.2}. Since the market is selfing off from this time reversal
point, | am looking to take the opposite side of this move so | go long. All [ am
waiting for now s 3:52 p.m., which is my time trigger to get into the trade. At
3:52 pm., | buy at 1136.00 and place a stop at 1134.00. Why do | wait for
exactly 3:52 p.m. to fade this move? This is just the time I settled on after doing
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this on a trial-and-error basis for a long period of time. [ cannot mathematically
prove that getting in at 3:52 1s better than getting in at 3:30. It's almost like ask-
ing whether people prefer blondes or brunettes. They may have a preference, but
mn the end all that matters is that they are able to get along with their choice and
make a go of it

2. The markets chops back and forth, and a1 4:13 p.m.. [ am out at 1135.50 for
—0.50. It is interesting to note that I am rarely stopped out on this play. Though I
do take losses with this setup, they are typically very small.

E-mini S&P—September 2004 Contract, July 27, 2004

L. From 3:30 p.m. Eastern on July 27, 2004, the market rallies into the 3:52 p.m.
timeframe (see Fig. 13.3). At 3:51 the one-minute bar closes at 1094.75. | short
at the open of the next bar, and P'm in at 1094.75. | place a two-point stop at
1H096.75.

2. The market drifts down, and when the 4:13 p.m. bar starts, the S&Ps are being
offered at 1093.25. I cover at the market and 'm out for +1.50.

FIGURE 132

ES-1min CME L1138 50

IHJH 1138 00

’ -1137 50

I

F1137 06

-1136 50

M il 1=

i

1135 00
4522 1542 1552 1602 1005

il

-1134 50




CHAPTER 13 The 3:52 Play: Capping Off the Day with a Fine Cigar 253

FIGURE 133
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E-mini S&P—September 2004 Contract, July 28, 2004

1. On haly 28, 2004, the market rallies off of 3:30 pon, Eastern and at 3:52 p.m. [
shorl at [096.75 (see Fig. 13.4). 1 place a two-point stop at 1098.75.

2. The market drifts down, gets as low as 1094.75, and then starts drifting back up.
At 4:13 p.m. I cover at 1096.50 for a gain of +0.25.

E-mini S&P-—September 2004 Contract, July 29, 2004

1. On Fuly 29, 2004, the market sells off from 3:30 p.m. Eastern into 3:52 p.m. (see
Fig. 13.5). At 3:52 p.m., 1 buy in using a market order, and I'm filled at 10699.00. 1
place a stop at 1097.00.

2. The market starts moving higher after 4:00 p.m., and at 4:13 p.m. 1 self using a
market order. |'m out at 1100.50 for a gain +2.50.

Mini-Sized Dow—September 2004 Contract, July 1, 2004

1. This rade also works well with the mini-sized Dow. 1 don’t really have a prefer-
ence {or one market over the other for this play. Since the volume in the mini-sized
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Dow is less than that of the E-mini S&Ps, the movements in this mnarket can some-
times get a little more exaggerated from 4:00 p.m. to 4:15 p.m., which is a posi-
tive for this trade setup. On September 8, 2004, the mini-sized Dow sells off into
3:52 p.m., so [ take along and am filled at 10311 (see Fig. [3.6). T place a 20-
point stop at 10291.

2. After 4:00 p.m. the markets start to rally on short covering, and at 4:13 p.m. 1 sell
at 10322 for a gain of +21 points.

Mini-Sized Dow--December 2004 Contract, September 13, 2004

1. On September 13, 2004, the mini-sized Dow sells off a1 3:30 p.m. Eastern, so at
3:52 p.m. 1 go long using a market order, and I'm filled at 10309 (see Fig. 13.7). §
place a stop at F0289. This is a good example because the market stabilized and
started to drift higher at around 3:40 p.m. Shouldn’t I then be shorting this raily
into 3:52 p.n.? No! The key element to look for is the predorinant inove afler
3:30 p.m. Remember our friends in the trading room? They see the move off 3:30
p-m., and then they wait, wait, wail to get in. 80 in this example they are shorting
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FIGURE 137
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the dead lows of the move, and they will spend the rest of the session covering
their shorts for a loss. My basic rule of thumb on this trade is as follows: I it is
not crystal clear, then I just don’t take the trade. For example, if the market is dead
quiet into the final hour of trading and there isn’L any reaction at 3:30 p.m., then |
don’t have a trade to take. This setup is either very obvious, or there isn’t a setup.
There is usually a clear setup four days out of five.

2. The short covering continues right into the close, and at 4:13 p.m. L am out at
10321 for a +12 point gain, Note, this trade could also have been done in the
September 2004 contract, which was still active though set to expire on Friday,
September 17. Remember, during rollover week, the next front month becomes
the most active contract the Thursday of the week before expiration. Expiration
during this time was setup for Friday, September 17, so the December contract
became the official front month on Thursday, September 9. During rollover week
both contracts will trade actively, but volume starts pouring into the next contract
out, and a trader will want to begin trading that next contract on that Thursday of
the week before expiration.
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FIGURE 138
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Mini-Sized Dow—December 2004 Contract, September 14, 2004

1. On September 14, 2004, the market starts to sell off near the 3:30 p.m. Eastern
timeframe (see Fig. 13.8). Since it is selling off, I’'m waiting for my time entry to
go long. My time entry at 3:52 p.m. appears, and T go long at the market. I'm
filled ar 10318, and I place my 20-point stop at 10298.

2. At 4:13 p.m. I cover at 10324 for a gain of +6 points. This brings to light the vast
differences between scalping and swing trading. A trade like this won’t pay the
mortgage, but it does allow me to pick up an extra shot of espresso the next time
I’ at Starbucks. Of course, the idea here is that scalp trades are used to generate
monthly income, and swing trades are used to creaie wealth.

Mini-Sized Dow—December 2004 Contract, September 24, 2004

1. On September 24, 2004, the mini-sized Dow starts selling off at 3:30 p.m. Eastern
(see Fig. 13.9). I wait until 3:52 p.m., at which point 1 fire off a market order to
buy. I'm filled at 10037, and I place a stop at 10017,
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2. The market chops higher, and at 4:13 p.m. [ close out my long at 10044, a gain of
+7 points.

Mini-Sized Dow—December 2004 Contract, September 27, 2004

1. On September 27, 2004, the markets start selling off at 3:30 p.m. Eastern (sce Fig.
13.10). 1 sit back, imagining all the traders who are now chasing the market, trying
to get short. At 3:52 p.m. 1 place a market order to go long, and P'm filled at 9988.
The market continues 1o sell off, coming close 10 my 20-point stop at 9968,

2. 1 can now watch as the same traders who chased the market short start to take some
heat and start to cover. The market rallies hard, but the main part of this rally just
gets me back to even, At 4:13 p.m. I offer my contracts out for sale, and 'm filled
at 9990 for +2 points. Well, I won’t even be able to do much at Starbucks with this
trade, but 1 of course appreciate that I can still wear flip flops to the office.

Mini-Sized Dow—December 2004 Contract, October 6, 2004

1. On October 6, 2004. the market starts (o sell off at 3:30 p.m. Eastern, stabilizes
about 10 minutes later, and starts to edge higher (see Fig. 13.11). Because the ini-
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tial move off of 3:30 p.m. was a down move, | am looking to do the opposite and
go long. At 3:52 p.m. | go long with a market order, and ['m filled at 10220. 1
place a 20-point stop at 10200.

2. All the traders who chased that 3:30 p.m. short start getting smacked around.
Their plight turns into my profit. and at 4:13 p.m. [ offer out my contracts. I'm
filled at 10239 for a gain of 19 points. Today I can buy everyone in the office
Starbucks with my last trade, No joke. When we walk into Starbucks on these
days, the Starbucks employees whisper, “Here comes the ring leader” Where clse
can five people walk into a coffee shop and get a round of flavored water for $207
On principle 1 had to buy stock in the company. This way [ don’t feel like I'm get-
ting ripped a new one; I'm just helping to increase the value of my investment.
(What's the phrase? Denial ain’t just a river in Egypt.)

Mini-Sized Dow—December 2004 Contract, October 8, 2004

1. On October 8, 2004, the market rallies from 3:30 p.mn. Eastern right into 3:52 p.m., at
which point 1 go short at the market, and ’'m filled at 10049 (see Fig. 13.12}. | place
a stop at 10069. We come within eight points of my stop and then start to reverse.

2. At 4:13 p.m. I cover my short, and I'm filled at 10037 for a gain of +12 points.
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Mini-Sized Dow—December 2004 Contract, October 13, 2004

1. On October 13, 2004, the market rallies nicely off of 3:30 p.m, Eastern, and as we
hit 3:52 p.m. 1 short faster than a Boston Red Sox fan drinking a beer after their
teamn won game 7 against the Yankees after being down 30 (see Fig. 13.13). (I had
to put that in on October I8, I was at game 4, six seats behind home plate. The
game lasted 14 innings and was the most memorable sports experience of my life.)
I'm filled at 9994, and ¥ place a stop at 10014,

2. The market drifts down immediately, and at 4:13 p.m. I cover at 9984 for a gain of
+14 poinis.

SUMMING UP THE 3:52 PLAY

I like this trade because it is simple and effective, and it goes clearly against the masses who
chase this move off of the 3:30 p.m. reversal timeframe. Like it or not, futures trading 1s a zeto
sum game. For someone to win, someone else has to lose, This trade clearly takes advantage
of traders’ emotions and cleanky separates the winners from the losers.
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C H A P TER

BOX PLAYS—ON DAYS
WHEN THE STOCK MARKET
IS DEAD IN THE WATER,
LOOK TO THE CURRENCIES

MEASURING THE LENGTH OF THE MOVE
BEFORE IT OCCURS

The one thing I can say for certain about the markets is that they will never move straight up
or straight down forever. A market can definitely rip higher for a long time, but at some point
it will have to rest and consolidate, and sometimes it will even come back down to earth and
reverse all those spectacular gains. Just as runners can sprint for only alimited amount of time
before their body gives out, a market can move only so far before it needs to pause, take a
rest, and build up its energy reserves for the next major move.

Box plays are used to discover situations in which a market is taking a break before get-
ting ready for its next major thrust, whether 1t is the next spurt higher or the next spurt lower.
My favorite markets in which to use this play are the forex currency markets. Although these
plays also work well on the currency futures, especially the eure (EC), Fve found the forex
markets tend to set up “cleaner” for this play, with fewer stray ticks and more liquidity in the
VATIOUS CurTency pairs.

The most popular currency 1o trade is the Eoro. This is not to be confused with the
Furodollar contract that trades on the CME, symbol ED. Euarodollars are 11.S. dollars on

263
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deposit in commercial banks cutside of the United States. Eurcdollars are an interest rate
products that portfolio managers can use to hedge short term interest rate risk with all kinds
of complicated strategies. This is the most liquid contract in the world bur it doesn’t move,
and 1 don’t trade it. To clarify, Pm talking about the euro/dollar currency cross, which is the
actual currency | get in my hands when 1 go to Europe and exchange my U.S. dollars for
Eurcs. On the CME_ 1his is called Eurc FX, symbol EC. In the forex markets, it is called the
euro dollar cross, symbol EURUSD.

To review, on the CME and in the forex markets, the euro moves in increments of 1/100
of a cent. On the CME, this move is called a rick, and is worth $12.50 per contract, making a
full one-cent move worth $1,250 per coniract. In the forex markets, this move is called
a pip (price interest point} and is worth $10, making a full one-cent move worth $1,000.00
per contract. There is also a mini-forex contract available in which each pip is worth $1, and
a full one-cent move here would be worth $100. It is important to keep in mind, however, that
there are many other trading opportunities out there in the currency world besides the euro.
Often times the other currency pairs move and trend better for the simple fact that there are
not a lot of retayl traders jumping in and out of these other markeis. Trades in the Furo make
up only ahout 10 percent of my currency trading.

There are arguments on both sides concerning which market is better for currencies—
{futures or the cash forex markets. With the futures, the spreads are a little tighter, and the com-
mission is the same as trading regular futures contracts, but there are no guaranteed fills, and
slippage can be a real issue. With forex, the spreads are a little wider, fills are guaranteed in
all but extreme market conditions, and there aren’t any commissions t¢ pay. This works ouf
as follows: If a rader buys one contract on the CME, they will pay roughly $8 in commission
plus the $12.50 spread for a total outlay of $20.50. In forex a trader will pay a 3 pip spread
at $30 and no commission. The difference between the two in this case is $9.50. However,
I've found that 1-2 tick slippage in the futures markets is quite common. Add 1 tick slippage
and that $20.50 is now $33. three dollars more than the forex trade. In the end, the costs are
abour equal. [ am a redundancy freak, so I wade both. If for some reason | have a problem
with the futures contract, then | can hedge my position in the forex market. In general, how-
ever, [ like 1o keep my stock index futures trades separate from my currency trades. By hav-
ing separate accounts, | can easily measure my performance in trading these various markets.
Therefore, most of my currency trades are in the forex markets, in a separate account from
my stock index futures trades. In addition, the biggest argument in favor of the forex markets
is the fact that there is much better liquidity in the other currency pairs, such as the EURIPY,
GBPIPY, and so on. All of these currencies trade very technically, and the more charis that a
trader has available to watch, the more opportunities that will set up. For an individual who
has never traded currencies in the forex markets and is interested in doing so, the besi idea is
to open vp a demo or mini-forex account to get the proverhial feet wet. For more informarion
on how to do this and set up an account, as well as more information and other plays specif-
ically designed for the forex markets, www.razorforex.com is a good resource.

(Ykay, back to the box play. I'm looking for a period of horizontal consolidation with at
least two tests of the highs and two tests of the fows. Once | get these two tests, then I'm look-
ing to buy a breakout of the box, or sell a breakdown of the box. My target on these rrades is
the width of the box. These plays can be done on all time frames. An individoal who is pri-
marily a day trader can execute this setup ufilizing I-, 2-. 3-, 5- and even 15-minutes charts,
An mdividual who also likes to swing trade can look for these setups on the 60-minute, 120-
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minute, 240-minute, and duily charts. I trade these as both swing and intraday plays, with each
timeframe independent of the other timeframes. This means | could have a 6(+-minute box play
going on with one set of parameters. and a 5-minute box play going on with a totally different
set of parameters. Also, since the forex markets actively trade 24 hours, these box plays can be
set up at any time. If is important to remember that there are multiple major openings each duy.
Tokyo, London, Australia, New York—and other markets—all open around 8:00 aan. in their
. local time. There isn’t a bell or anything that rings. Traders waltz into their offices, and when
they get to their desks, they start placing orders for their clients. Because of this, these consol-
idation patterns tend to break quickly, and once they do, they tend to trend really well.

I ke o try to get some sleep each night, but on those nights when I get shafted by the
wait staff (i.e., 1 order decaf coffee after dinner but they give me caffeinated, so I end up lying
in bed staring at the ceiling), I can at least get up and check if a box play is forming overnight.
Although | will look for box plays throughout the trading day, | also like to scan through
the charts before 1 go to bed. If there are any box plays setting vp, I will place my orders, hit the
sack, and see how my trades worked out in the morning. This works out great-—my friends
joke with me because 1 can’t sleep very well unless I have a position on.

TRADING RULES FOR BUYS (SELLS ARE REVERSED)

Box plays are momentum plays. 1 will buy a breakout and short a breakdown,

1. Ilike to set up a simple bar chart on the timeframe I want to play. 1 will search
through various timeframes 10 see where box plays are currently setting up. For
this example I use a [5-minute chart.

2. As the market action progresses, | take a horizontal line and start marking highs
and lows. L usually have to adjust this horizontal line a few times as the market
acticn develops. Once I get two tests of one of the lines, [ have a potential box
play developing.

3. At this point I am watching to see if [ get another test on the opposite side of the box.
Let’s assume in this example that 1 do, and now I have two tests of the highs and two
tests of the lows. The width of the box is 20 ticks. Now, a trader isn’t going to know
that a box 15 in place unti] the prices hold the fourth test and move back into the cen-
ter of the box. Once prices have moved back up into the box by about 25 percent, my
box is complete. For example, if the width of the box 1s 20 ticks, then | would want
to see prices move back into the box by at least 5 pips afier the fourth price test.

4. Now that 1 have my box, 1 place two orders. | place a buy stop order one tick
above the high end of the box. I place a sell stop order one tick below the low of
the box. Whichever way the market breaks, | am sitting there with my order wait-
ing to get filled.

5. My buy stop is hit. For my stop, [ just leave my sell stop in place, as this now
becomes my stop loss order on this trade. This represents a risk-to-reward ratio of
a little over {:1.

6. Istay in my play vnul my stop or my target is hit. 1 do not trail stops.
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Euro FX-December 2004 Contract, October 5, 2004

1. This is a |5-minute chart of the euro currency futures contract that trades on the
CME (see Fig. 14.1). On October 5, 2004, there is a high point marked at 1.2319.
I draw a horizontal line over this level to see if this will hold and become the top
of a new box.

2. A few hours later the markets make a low and bounce, and this is where I draw
the horizoatal line for the bottom of the channel. Now that [ have my first highs
and lows, I need secondary tests of both these levels in order to have a box.

3. About five hours later a test of the upper end of the range occurs.

4. And about two hours after that another downward test occurs. 1 now have a box,
and T can set up my orders. I place a buy stop order one tick above the high of the
box. The high of the box is 1.2319, so | place my order at 1.2320. The lower end
of the box is ar 1.2306, so 1 place a sell stop order ar 1.2305. It is important 1o
note that each box does not set up in a “picture perfect” way. In this chart, there is
a wayward tick at point 4 that pushes through the horizontal line. I'm more con-
cerned about the two levels that were tested. which is why I keep the line of the
first test at point 2. The basic rule of thumb for boxes js this: If you have to sit
back and wonder if there is really a box on the chart, then there 1sa’t a box on the
chart. Once boxes form, they are very obvious. It is not critical if you include the
wayward ticks in your box if they are only a few ticks away. This is a trade in
which a few ticks usually won’t make or break the trade.

5. At point 5 my sell stop is hit, and I'm now short at 1.2305. My target is the width
of the box. Since the width of the box is 13 ticks, I subtract .0013 from 1.23053,
and I get 1,2292. I place a limit buy at this level to cover my position. 1 leave my
original buy stop in at 1.2320 as this will be my stop. Note that even though 1 am
getting 1in the trade a little “outside the box,” [ still use the exact width of the box
as my targel.

6. My target is hit at 1.2292, and 'm out for a gain of 13 ticks, or a gain of $162.50
per coniract,

Euro FX—December 2004 Contract, September 27, 2004

1. This 1s an example of another box play on the CME euro currency futures contract,
though this is on a 60-minute chart (see Fig. 14.2). This box tzkes a period of two
days to develop, over September 27 and 28, 2004. At point 1 a high is established
al 1.2305, and I draw a horizontal line. Two bars later the market pushes higher to
1.2310, and I move my horizontal line up to this level (see Fig. 14.3).

2. The market sells off for six hours and bottoms out. I draw a line at this point,
1.2276, and 1 have a potential bottom of my box. I now need anocther test of the
highs and test of the lows.

3. The euwro rallies for four hours and tests the upper end of the box. It makes a high
of 1.2305 before turning back and heading lower,
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FIGURE 143
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4. Five hours later there is another test of the lows, at 1.2276, and we now have a
box. Let’s look at Figure 14.3 to see where | placed my orders.

Euro FX—December 2004 Contract, September 27, 2004 (Continued)

1. As prices continued 1o floctoate, 1 have moved my horizontal line up to 1.2310,
which is the new top of the box. Could I have left this at 1.23057 Yes. Remember,
when it comes to wayward ticks that are a few ticks away, it generally does not
have any impact on the trade. I place a buy stop order one tick above this level at
£.2311 at point 5. [ also place a sell stop order one tick below the low of the box,
at 1.2275. 1 note that this box is 34 ticks wide, so my target will be 34 ticks,
whether I'm taken into the market long or short. Later, it tarns out my buy stop
is hit. 1 place a limit sell order for my target 34 ticks above my entry, which is
1.2345. My stop is my original sell stop order at 1.2275.

2. My target 1s hit, and ['m out for 34 ticks, a pain of $425 per contract. If you aren’t
using OCO (order cancels order) orders, be sure to remember to cancel your open sefl
stop order at 1.2275. If you don’t, you will be leaving a five order in the market, and
if this level is hit, you will get filled with an unwanted trade. Leaving in an open
order in the markets is like leaving your food out overnight when camping near bears.
Sure, nothing may happen, but there is also a decent chance for disaster to strike.



Forex Markets—EURUSD, October 15, 2004

1.

This is a 15-minute chart of the euro currency en the forex market (see Fig. 14.4).
The reason it says “EURUSD” is that this is the indication that this is the Euro as
it 1s trading in relation o the U.S, dollar, as opposed to the euro as it is trading
against the pound, yen, or some other currency. By now this drill should be famil-
iar. We get two tests of the highs and two tests of the lows, and we get our box via
the levels marked 1, 2, 3 and 4 in Figure 14.4. I adjust my lines so that the high
of the hox and the low of the box are represented, and | place my orders. I have a
buy stop in at 1.2402 and a sell stop at 1.2375.

This box stays in place for a long time. It’s a relatively tight box at 24 pips.
Typically, the longer the box is in place, the more energy it is building up, and the
more forceful the move will be when it eventvally breaks.

At 7:30 a.m. Eastern it breaks the box and hits the buy stop labeled point 5. I'm
filled, and the target hits shortly thereafter, for a gain of 24 pips, or $240 per
contract. This particular move keeps right on going. Some traders | work with
will take half their position off once the initial target is hit, and then trail the
other half. This all comes back to formulating a business plan that best fits a
trader’s personality—something ! talk about in great detail at the end of the book.
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For me, the box play is a high-probability play in and of itself, and I stick with
the original stops | have laid out in this chapter. However, | will scale out of mul-
tiple-lot positions as they are going my way, and I'll show an example of thar at
the end of this chapter.

Forex Markets—EURUSD, May through June, 2004

L

This is a daily chart of the eurc on the forex markets (see [ig. 14.5). This is an
example of a swing trade and a bigger example of the “power of the box.” On
May 20 and May 21, 2004, we form the lows at 1.1620,

2. On May 27 the market loses steam from its vault higher and sells off, forming the

Fl

highs of the box 312 pips later (a little over 3 cents).
On June 4 and June 5 the market retests the lows of the box.

And on June 16 there is a retest of the highs of the box. Once this happens, I place
my orders. | use a buy stop at 1.1933 and a sell stop at 1.1619.
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5. My sell stop is hit at 1.1619 at point 5. Since the width of the box is 312 pips, |
calculate my target accordingly, and I place a buy limit order at 1.1307. My stop is
my original buy stop order at 1.1933. ’

6. The market moves down nicely and then shoots back higher. Anyone using a trail-
ing s1op for this trade would have been stopped out for a siall gain. The reason 1
keep my siop wider, and the reason 1 do not trail i, is that I know this is a high-
probability play, and I want to give this setup “room to move” in order to give it a
chance to work our. My targer is hit nearly two weeks later for a gain of 312 pips,
just over three large in trader speak, or $3,120 per contract. Nexy.

Forex Markets—EURUSD, August 3, 2004

I. On August 3, 2004, the euro forms a box on the 13-minute charts {see Fig. 14.6).
The first high is marked here at poini 1.

2. A few hours later we get a potential low for the box, and I draw a horizontal line
at the lows here.

FIGURE 136
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3. The market bounces, and we get a retest of the highs.

4. Then the euro sells off nicely, and we et a retest of the lows. Since this low
pushed a little lower than the low at point 2, | go ahead and move my horizoneal
line down to reflect this fow. Once I have these lines set up, | pface my orders. 1
use a buy stop at 1.2062 (one pip above the highs) and a sell stop at 1.2042 (one
pip below the lows).

5. My sell stop is hit at 1.2042. Since the width of the box is 18 pips, | calculate my
target, and I place a limt buy order at 1.2024. My stop is my original buy stop
order at £.2062.

6. My target is hit, and P'm out for a gain of 18 pips, or $180 per contract. I don’t
have to remember to cancel my open buy stop because my execution software
does it for me automatically.

Forex Markets—EURUSD, August 19, 2004

1. On this 15-minute chart of the EURUSD we get a first test of the highs at 1.2347
(see Fig. 14.7). Once the market sells off from this level, I draw a horizontal line
across the high.

FIGURE 147

EURUSD - 15 min FOREX -1 2380
Target 8 l” 12370

lees
h#l -1 2360
vonee 3 5 flp] L4 2350

l ]liﬂﬂljl;huq[|rllii}’”p;utlllnll‘” \ :ZZ
11”“[[’ 21 4

-1 2320

-12310

|

-12290

o
-
£

1145 1515 1845 819



CHAPTER 14 Box Plays—On Days When the Stock Market Is Dead in the Water, Look to the Currencies 273

2. The market sells off and pushes as low as 1.2323. | start off drawing a line at this
level. Later I move this line back up to 1.2331 because the rest of the price sup-
port fests are much closer to this level than the “wayward tick.”

3. Here we get another test near the highs.

4. And we get another test near the lows. Once the four price tests are complete, [
place a buy stop order «t 1.2348 and a sell stop order at 1.2330. Although this box
isn’t perfect, there is no doubt that we have a nice horizontal channel in place.

5. My buy stop order is hit. Since the width of the box is 16 pips, 1 place a sell limit
order for my target ar 1.2364. My sell stop remains in place as my stop on this play.

6. My target is hit, and I’'m out for 16 pips, a gain of $160) per contract. As you can
see, [ could have also used the low of the “wayward tick” in my calculations, and
this would have been a more profitable trade. The bottom line is that when it
comes down to a few ticks, it 1s not a big deal where you place your horizontal
line, as long as it is crystal clear that a box is in place. This applies to nearly all
setups. If you have a setup, and you miss the trade because you were trying to get
the perfect entry, then you are the chump that just got played by the market. Good
setups take time to develop and shouldn’t be squandered away. Generally, traders
who miss their “perfect entry”™ usually end up chasing the markets as prices run
away from them. Afraid of missing the move. they frantically jump on board.
Unfortunately this action shifts them into the group of traders who just bought the
top or sold the bottom. What was a great setup suddenly turns into a losing trade.
Ax with most of the scenarios in this book, I'm speaking directly from the painful
and frustrating experiences all newer traders have. This particular scenario is
where the following ofien quoted trader saying comes into play: Don't be o dick
Jor a tick. 1 keep this somewhat crude phrase handy so that when | see a setup, |
just get into the trade and try not to finesse my entry. Entries are a dime a dozen.
It’s the exits that make you money.

Forex Markets—AUDUSD, May 30, 2005

1. On this 120-minute chart of AUDUSD we pet a first test of the highs at 0.7638
(see Fig. 14.8). Once the market sells off from this level, T draw a horizontal line
across the high.

2. The market sells off and pushes as low as 0.7584. T start oft drawing a line at this
level. The market bounces and retests this level again before moving higher.

3. At point 3 we get another test of the highs, pushing up 4 little bit above the previ-
ous highs.

4. Once this high is tested, the markets stair-step their way back to the lows at point
#4. Afrer the four price tests are complete, and prices rally about 25 percent back
into the box (the width of the box is 54 pips, so 25 percent of this is about 14
pips), 1 place a buy stop order at (.7639 and a sell stop order at 0.7583. Prices
rally almost all the way to the top of the channel before rolling over and heading
lower. Finally, on May 30, 2005, my sell stop is hit. It is important to remember
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that [ had to wait patiently for this setup to execute. After | placed my buy and sell
stops, I bad 1o wait 44 hours before one of them was hit.

5. After my seff stop is hit, my original buy stop becomes my stop loss on this trade.
My target is the width of the box, which is 54 pips away at 0.7530. The markets
move quickly down to this level but don’t quite make it. Then they bounce all the
way back to my entry, pause, and then reverse back Jower, plunging violently into
my buy limit order. Fm out for 54 pips, a gain of $540 per lot being traded. ¥ want
to emphasize again how important it is to be patient in trading and waiting for the
right setup. This trade took 76 hours to setup. Then, once I placed my orders, it
took another 44 hours for one of them to be hit. And after T was filled, it took
another 34 hours for my target to get hit. This one trade spanned 154 hours. In
trading, patience is a virtue, while impatience triggers devastation.

Forex Markets—EURGBP, April 12, 2005

1. On this 120-minute chart of EURGBP we get a first test of the highs at 0.6867
(see Fig. 14.9). Once the market sells off from this level, I draw a horizontal line
across the high.

2. The market sells oft and prints a Jow of (.6848 before bouncing higher. | draw
another line beneath this level.
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FIGURE 149
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3. Prices firm and rally back up to the highs. Once this level tests and prices roll
over, I wait to see if a retest of the lows will hold.

4. And we get another test near the lows. Once the four price tests are complete, T wait
o see if the markets can rally at least 25 percent back into the box. Since the width
of the box is 19 pips, 25 percent would be about 5 pips. Once this happens 1 place &
buy stop order at 0.6868 and a sell stop order at {,6847. This box is pretty clean,

5, Prices come back up 10 retest the highs, sell off 1o the middle of the box, come
back up yet again to test the highs, and then finally roltover and go through the
lows, filling my sell stop order. My buys stop order stays in place as my stop.
EURGBP sells off quickly and my target is hit on the second bar at point 5. (Of
course, quickly is a relative term as these are [20-minute bars). This currency pair
is worth around $18 a pip, so the 9 pip target yields a gain of $342 per lot.

Forex Markets—USDCHF, June 10, 2005

1. On this 60-minute chart of USDCHE, there is an initial test of the highs at 1.2577
(see Fig. 14.10). Prices quickly fall from this level and I draw a horizontal line
across the high.

2. USDCHTF sells off to 1.2519 at point 2. Once prices start to rally off this level 1
place a horizontal line across the lows.
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FIGURE 141
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3. Prices shoot up and retest the highs at point 3.
4. This is quickly followed by another test of the lows at point 4. Once prices rally

about 25 percent back up into the box, 1 place my orders, with a buy stop at
1.2578 and a sell stop at 1.2518. Twenty hours later, after retesting the lows yet
again, prices firm and bust out through the highs, triggering my buy stop order.
My sell stop remains in place as my stop loss on the trade. Prices plow forward
and it doesn’t take long for my target to get hit. The gain is good for 58 pips. or
roughly $464 per lot.

Forex Markets—EURJPY, April 7, 2005

1. On this 60-minute chart of EURJPY we get a first test of the highs at 140.03 (see

Fig. 14.11). Once the market sells off from this level, | draw a horizontal line
across the high.

2. The market sells off to peint 2 at 139.66 and bounces. I draw a line undernesth

this level.

3. We rally quickly back up to the highs for the third test.
4. Once prices test the highs, they quickly roll over and test the lows and we now

have the fourth test of the box in place. Once prices rally back 25 percent into the
box, I place my orders, a buy stop at 140.04 and a sell stop ar 139.65,
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5. Prices rally to just beneath my buy stop, and then roll over and trigger my sell
stop. My buy stop stays in place as my stop loss order. Prices consclidate near the
lows for about 5 hours before breaking lower and hitting my target at 139.30 for a
gain of 36 pips, or about $2¥8 per lot.

Forex Markets—GBPJPY, May 16, 2005

1. On this 240-minute chart of GBPIPY, we get a first test of the lows at point | at
197 86 (see Fig. 14.12). Once the market rallies off of this level, I draw a horizon-
tal Jine across the lows.

2. The market rallies and stays in the upper part of its range for a long time. We
test the highs three times before selling off to test the lows again. Even though
we test the highs three times, this only counts as test 2 of the box. For this upper
part of the range to become an official part of the box, it has 10 be offset with
another corresponding test of the lows. {For example, three tests of the highs and
one test of the lows does not make a box). I keep my line across the highs at
199.24 and wait to see if we will get another test of the lows.

3. Ar point 3 the market finally sells off and retest the lows.

4. It doesn’t 1ake long for the market to rally back up and test the highs of the box at
point 4, and once prices fall back to within 25 percent of the boxes range, I set up
my buy stop order at 199.25 and my sell stop order at 197.85.
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FIGURE 1432
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5. Prices continue lower and hit my sell stop order. My buy stop order stays in place
ag it is now my stop loss. Prices proceed quickly and without pause down to my
target, and F'm out for a gain of 139 pips or about $1,112 per contract.

Forex Markets—EURJPY, August 4, 2005

1. This play was particularly fun as it occurred while I was finishing the rewrites on this
chapter, and 1 was able 10 capture this live on my execution platform. On this 15-
minute chart of EURIPY we get a first test of the highs at 1.3784 (see Fig. 14.13).
Once the market sells off from this fevel, [ draw a horizontal line across the high.

2. The market sells off and pushes as low as 137.63. Once prices rafly off of this
level, I draw & horizontal tine across the lows,

3. Here we get another test near the highs at point 3,

4. The markets drift back down and retest the lows. Once prices rally back about 25
percent into the box, I place a buy stop order at 137.85 and a sell stop order at
137.62.

5. The market rallies right off the lows to and through the highs. My buy stop order
is triggered, and shortly thereafter my target is hit for a gain of 21 pips, or $168
per contract.
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FIGURE 1413
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Ringing the Cash Register—
Scaling Out of a Position as it Goes Your Way

My style within a strategy is to get into the trade all at once and then scale out as the trade
goes my way. My goal is o still have one third to one half of my position left if and when the
strategy hits my target. This is one big advantage in trading multiple lots. With one lot, [ would
just stay in the trade from start to finish. With multiple lots, a trader can start peeling off con-
tracts so that if the trade does reverse and gets stopped out, the overall loss will be offset by
any gains already booked, thus increasing a traders risk-to-reward ratio. On this particular play,
my buy stop order was for 75 lots. Once the markets triggered my buy stop, T scaled out in
thirds all the way up to my target (see Fig. 14.14). This snapshot of my execution platform
shows that [ sold 25 lots at 137.93, another 25 lots at 138.05, and the final 25 lots at 138.07,
for a total gain on the play of $14,957.62. Because 1 literally executed this trade while scram-
bling to make the deadline for this chapter, it put into perspective how much writing a book
really is a labor of love, albeit painful. This is my first book. but I'm guessing that my year of
toil in tying to fill hundreds of blank pages with semi-useful material will probably net me
about the same amount as this two hour trade. (I'm sure there is a lesson in there somewhere.)

If you wish 1o drown, do not torture yourself with shallow water,

BuLcARIAN PROVERE
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SUMMING UP THE CURRENCY BOX PLAY

1 always enjoy the act of giving presents and opening them over the holidays. T find that 1
enjoy that feeling almost as much as discovering a new “box” to open up in the currency mar-
kets. With this play, Christmas seems to happen a few times each week instead of just once
a year.
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In parting, 1 can’t emphasize enough how important it is for traders to find a market that
fits their own personality if they hope to be successful. If you find that you are happy only if
you are buying breakouts and selling breakdowns, theti the currencies are probubly your mar-
ket of choice. Currencies break and trend well, while the E-mini S&Ps tend to suck in fraders
with false breakouts and breakdowns. In other words, if you are buying breakouts in the S&Ps
and getting killed, then give the currencies a try.



C H A PTE R

HOLP AND LOHP—
CATCHING TREND REVERSALS
WITHOUT GETTING SMASHED

BUYING A MARKET JUST BECAUSE IT IS CHEAP OR
SHORTING A MARKET JUST BECAUSE IT IS EXPENSIVE
IS DANGEROUS—UNLESS IT'S DONE LIKE THIS

When it comes to the financial markets, the bottom line is that current action is going to be
determined by one thing and one thing only: the price that people are willing to pay right now.
A stochastic can be overbought, a MACD (Moving Average Convergence Divergence) can be
rolling over as a potential short, and moving averages can be violated to the extreme.
Whatever the case, it doesn’t mean price action is going o reverse, There is a high probabil-
ity to be sure, but that doesn’t mean it’s going to happen. On the contrary, prices can still keep
trending higher or lower in these cases of extreme overbought or oversold readings for a long,
long time. ln 1999, overbought stayed overbought For months and months. In 2000 and 2001.
oversold stayed oversold almost continuously. Everyone who screamed, “It’s a bargain™ on
the way down learned many times over the meaning of pain.

1 hear stories nearly every day from people who bought a stock “because 1t looked
cheap” only to have it continue o crater on a daily basis. Some of these stocks like EXDS
(Exodus Communications, Inc.) and WCOM (WorldCom, Inc.) got real cheap, real fast
Eventually the people who bought these stocks on the way down either got frustrated and

8}
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couldn’t take the pain anymore so they sold, or, in many instances, they got out using one of
the best tried-and-true sell signals on the planet-—-the company declared bankruptcy, and the
stock went to zero. The opposite is also true in that I've heard plenty of war stories about”
traders shorting a stock “because it looked tco high” They were soon experiencing shell
shock as the stock continued to race higher and destroy their account.

Speaking of shorting, 1 always find it arnusing that brokers talk about how dangerous
shorting a stock is, because the potential losses are “infinite.”” Well, I have yet to see a stock
rise to infinily, but I've seen plenty of stocks go w zero. Never mind the fact that brokers and
trading firms make a huge living shorting stock to the public.

In trading, it is never a good idea to try 1o catch a falling knife {buy a steep sell off) or
step in front of a freight train (short a frantic rally) just because prices *“look too low” or “look
too high” How, then, does a trader catch a reversal without risking life and limb?

That is where this setup comes into play. This method for catching market tops and bot-
toms is based on the one solitary thing that matters most in trading: price.

TRADING RULES FOR SELLS (BUYS ARE REVERSED)

This is a reversal play. I will short tops and buy bottoms only upon confirmation of this setup.
1 generally use this for swing plays, but it is valid on all timeframes including smaller time
frames for intraday plays. HOLP and LOHP are acronyms for “high of the low period” and
“low of the high period.” We refer to them as “HOPE™ and “LOPE™

1. Identify a rending market. or individual stock. that is ideally making new 20-day
(or period) highs. This is a rule of thamb and markets that are only making 17- or
18-day (or period) highs are also fine. The point is that you want fo see a defini-
tive trend and be ready to step in when that trend reverses.

2. Ideniify the high bar in the uptrend. This is typically the current bar, but it could
be a few bars back. By “high bar” | mean the bar with the highest intraday price
prints in the entire move higher.

3. Once | identify the high bar, I will then go short once price action closes below
the low of this high bar. (Say that really fast three times.)

4. The initial stop is the high of the high bar. If I am still in the trade on the third day,
or periad, 1 will start o use a two-bar trailing stop. 1 will exit this trade when the
current bar closes above the price level represented by the two-bar frailing stop.

5. Due to retracement price patterns while in a play, the two-bar trailing stop will have
1o at tines be held on the current “stop bar” until the trend resurnes. Once the trend
resumes, the two-bar trailing stop can also be resumed. This doesn’t happen very
often, and 1 realize it makes no sense while reading this text. Don’t worry, it is not
subject to interpretation, and it will become clear when you see a specific example.
1 will focus specifically on this in Fig 15.13.

This setup works in all markets, in all tmeframes. | usually use this play on
individual stocks and their corresponding stock oprions, stock index futures, and
the forex currencies on the 60-minute and daily charts.
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E-mini S&P—December 2004 Contract, October 7, 2004

1. Figure 151 is an example of the entry method. This particular chart is a daily repre-
sentation of the E-mint S&P futures. Once Pve gone over this entry method, we will
jump into the exit sirategy. It is important to understand how to enter this trade. The
white bar Fabeled point | represents the "high bar” in the uptrend. The low of this
high bar 1s 1133.50. This high represents the highest prices seen in at least 20 days.
In face, the last time the S&Ps were ar this price level was back on July 1, 2004,

2. Since the black bar labeled point 2 broke the low of the high day, we enter this
positicn at the close of this day. My entry is 1131.50. This trade does not have an
exit at the time this snapshot was taken because an exit signal has not fired off.

1 usually get a few questions here when [ discuss this trade. The first &s, “Can |
enter the trade intraday as soon as it breaks the low of the high day instead of wait-
ing for the close?” My answer to this is that you can, but T really want to see a
close to show that the market means business. Often 1 would take ¢his trade intra-
day, only to have it close back up above the low of the high day, which invalidates
the trade. By waiting for the close, you are getting extra insurance that this reversal
is valid. The other question 1 get usually has to do with entry points and in knowing
which bar is actuaily going to be the high bar. Of course, you don’t know which
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bar is going to be the high bar that kicks off the reversat unat the price break actu-
ally occurs. Is it going to be this bar? Or are we going Lo get another, higher bar
first? All you can do is continue to walch the new bars develop. When 1 identify a
high bar, 1 keep an eye to see if price action closes below the low of that high bar.
If the next bar goes even higher, then this new, higher bar becomes the high bar. In
essence, ['m trailing an imaginary sell stop order. As prices advance higher, so will
my enkry until we finally get a break of the low of the high bar. Although this is a
simple concept, 1 have found that it takes a few examples for people new to this
setup o get the hang of it. That said, let’s look at some more examples.

E-mini S&P—December 2004 Contract, October 7, 2004

1. This daily chart of the E-mini S&Ps (Fig. 15.2) is the same as Figure 15.1.
However, this chart focuses on the initial reversal trade off the fows. The bar
labeled point 1 takes place at the end of the September, marking the lows of this
particular move, which aren’t quite 20-day lows, but they are 18-day lows, which
is fine. 1 want to buy a close above the high of the low day. The high on this day

registered at 1112.50.
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2. The next day we close above this bar, and 1 enter this trade right after the 4:00
p.mn. Eastern close of the regular cash session. I am filled at 1115.25. My initial
stop is the lows of bar | just above 1100.00. -

3. I'm in this trade for seven days. In the bar labeled 3 the S&Ps close below the low
of the previous two bars. Once this happens, 1 exit right after 4:00 p.m. and get out
at [£32.25 for a gain of +17.00 points, or $850 per contract. Note that the exit of
this long also coincides with the initialization of the new short position in Figure
15.1. This doesn’t always happen, but it does once in a while,

Mini-Sized Dow—September 2004 Contract, August 6, 2004

I. On August 6, 2004, the mini-sized Dow establishes a new low within its current
trend, and then starts 1o rally (see Fig. 15.3). This bar marks the low day, so I'm
{looking to buy a break of the high of this low day.

2. It takes seven trading days to close above the high of the low day. When this
finally happens on August 17, [ get in after the close, and my entry is 9974, My
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initial stop is the low of the bar that triggered off this trade, near 9770. Once 'm
in the trade for two days, I start using a two-bar trailing stop.

3. On August 26, this bar closes below the close of the two-bar trailing stop. I'm out
at F012] for a gain of +147 points, or $735 per contract.

Mini-Sized Dow-September 2004 Contract, June 23, 2004

1. On Jupe 23, 2004, the mini-sized Dow futures put in a nice high bar (see Fig.
15.4). The low of this high day is 10343,

2. On June 28, the YM closes below the low of the high day at point #2. I enter this
position short at the close of this day at 10329. 1 start off with a stop at the highs
of the high day, and once I'm in the trade for two days, 1 start to use a two-bar
trailing stop. Remember, I'm looking for a close above these levels as a signal to
exit the trade.

3. On July 27, I exit at the close of bar 3 at 10061 for a gain of +268 points, or
$1,340 per contract.
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E-mini Nasdag—September 2004 Contract, August 13, 2004

1. On August 13, 2004, the high of the low day on the E-mini NASDAQ is 1317.50
{see Fig. 15.5).

2. On August 16, since the bar labeled 2 broke the high of the low day, 1 enter this
position at the close of this day at 1322.00.

3. On August 30, I exit at the close of bar 3 at 1367.00 for a gain of +45 points, or
$900 per contract,

E-mini Nasdag—September 2004 Contract, June 30, 2004

1. On lune 30, 2004, the low of the high day is 1506.00 on the daily N chart (see
Fig. 15.6).

2. On July 1, since the bar labeled 2 broke the low of the high day, we enter this
position at the close of this day at 1494.00.

3. As the NQ sells off, we start using the two-bar trailing stop. On July 29, prices
close above our trajling stop, and we exit at the close of the bar labeled poini 3 at
1401.50 for a gain of +92.50 points, or $1850 per contract.

FIGURE 155

@NQ - Daily CME

‘ -1420.00

LT R

T -1360.00
t] 1340 00
1{ -1320.00
12 L
1300 00
1
r.tl’ﬁ\ug ?Segﬁ




20 PART TWO  Specific Intraday and Swing Trading Setups

FIGUERE 156
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30-Year Bond—September 2004 Contract, July 28, 2004

1. On July 28, 2004, the high of the low day is 100 26/32 for the 30-year bonds,
which can be seen on the bar labeled point 1 (see Fig. 15.7).

2. On luly 29, since the bar labeled 2 broke the high of the low day, we enter this
position at the close of this day at 106 31/32.

3. We start trailing our stop, and on August 23, we exit at the close of the bar {abeled
point 3 at 110 16/32.

Forex Markets—EURUSD, December 31, 2004
1. On December 31, 2004, the EURUSD breaks and closes below the low of the high
day (see Fig. 15.8). The entry on the short side is 1.3553.
2. The market continues to drop lower for five days in a row before bottoming out.
On January 12, the stop is triggered, and we are out at 1.3254 for a gain of 299
pips, or $2,999 per lot.
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3. On February 4, the EURUSD makes new nearly 20-day lows and is now a candi-
dare for this setup. The entry signal fires off on February 9 with a close above the
high of the low day. The entry is taken at 1.2803.

4. The markets work higher until the 2-bar trailing stop is hit on March 1 at 1.3186,
for a gain of +386 pips, or $3,860 per lot being traded.

GOOG (Google Inc}—September 2, 2004

1. On Sepiember 2, 2004, the high of the low day is 102.37 on the bar labeled point
I on GOOG (see Fig. 15.9). The low here isn't a 20-day low, but GOOG had just
gone public on August 19, 2004, 11 days prior.

2. On Septemnber 10, since the bar labeled 2 broke the high of the low day, we enter
this position at the close of this day at 105.33.
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3. We start trailing the stop, and on October [2, we exit at the close of bar 3 at
£36.55, for a gain of just over 30 points.

TZOO (Travelzoo Inc)—August 30, 2004

1. On August 30, 2004, the high of the low day is 42.37 on the bar labeled 1 on
TZ0O (see Fig. 15.10).

2, On August 31, since the bar labeled 2 broke the high of the low day, we enter this
position at the close of this day at 45.00.

3. On September 28, we exit at the close of bar 3 at 56.42. This is one of those trades
where, in hindsight, it would have been “genius” to exit at the intraday break of
the two-bar trailing stop. Thar exit was around $70. However, | have done this
play both ways, and I've found that the intraday stop will frequently get a trader
out of a position that still has a lot of roorn to move. Regardless, we still netted
nearly [2 points on this trade.

EXM (Excel Maritime Carriers Ltd)—September 2, 2004

1. On September 2, 2004, the high of the low day is 23.50 at bar labeled 1 on EXM
{see Fig. 15.11).
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2. On September 3, since the bar labeled 2 broke the high of the low day, we enter
this position at the close of this day at 24.2].

3. On Septeraber 15, our trailing stop is hit and we exit at the close of bar 3 at 38.00
for a gain of nearly 14 points. On this play we got stopped out just before the
stock rocketed higher another 30 points 1n just three trading days. This goes back
to heing a “genius in hindsight”

Forex Markets—EURGBP. June 16, 2005

1. 1like this particular example because it demonstrates how important it is for a
trader (o stick to their setups. On June 16, the EURGBP made new Jows, and the
next day prices reversed and closed above the high of this low day, firing off a
long signal {(see Fig. 15.12).

2. I went long, and a group of other traders 1 work with alse went long. Our entry
was 0.6708.

3. EURGEP rolled over and closed below our two-bar trailing stop. Our exit was
0.6632, at point 3 on June 23, for a loss of 77 pips. This bar also marked a fresh
low, and became the new signal bar in this setup.
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On June 29, at point 4, we get another close above the high of the low day, and 1
take the entry at 0.6680. Other forex traders 1 work with passed on this setup, hav-
ing felt the sting of the first loss.

EURGBP rallies nicely, and the two-bar trailing stop gets hit on July 13 at point 5,
at 0.6851, for a gutn of 171 pips. The point of this example is to show the impor-
tance of not filtering out a particular setup because of how you feel about it If the
previous setup was a loss, many newer traders will hold off on taking the next
setup because of their feelings associated with the last time they 100k the play. In
reality, our feelings have nothing to do with how the next trade will work out. We
never really know what the market is going to do next, but we can plod along, fol-
low our setups, and try 1o make a living.

Forex Markets—GBPUSD, August 29, 2003

1.

In this example 1 will also focus on mile 5, which talked about holding a stop in
place until the trend resumes (see Fig. 15.13). As 1 said, this doesn’t happen very
much, but it does happen once in a while, and it will make sense once | show it to
you. This is a weekly chart of GBPUSD. 1 like to use the weekly chart to caich
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macro trend reversals, as these can result in big plays. The stops are also wider, so
it is important 1o position size correctly on this larger timeframe. In this weekly
chart, a new low bar is created during the week of August 26, 2003, with a low of
1.5620. The very next week, prices dip below this level to 1.5612, creating a new
low bar. Because this is a weekly bar, the only time action is 1aken is at the end of
the week. These plays require a lot of patience.

2. There is a close above the high of the low week ending September 12, at point 2.
The entry is 1.6037.

3. GBPUSD rallies strongly the following week and then edges up for the next sev-
eral weeks. Duoring the week of November 9, labeled at point 3, prices fall below
the two-bar trailing stop intraweek, but rally and close above the lows by 30 pips.
At this point, if we move the two-bar trailing stop up to the next bar, we would be
stopped out because prices are already trading below that new stop. This is what 1
talked about in rule 5. Because of this, 1 just leave my closing stop in place, which
is designated by the longer line reaching out from point 3. I will just leave my
stop here until I am stopped out or until prices make new trend highs.

4. At point 4 prices make new trend highs, and I go ahead and resume my two-bar
trailing stop.
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5. GBPUSD rallies strongly until my two-bar trailing stop is hit during the week
ending en March 5, 2004, about six months after the entry, for a gain of 2,424
pips, or $24,240 per contract. This is the type of trade that makes the forex mar-
kets interesting, because a trader could take a $50,000 account in this example
and make a million: dollars on the trade. Needless to say, there is also the obvious
risk of losing the entire $50,000. It wouldn’t be fun if it was easy.

SUMMING UP THE HOLP AND LOHP PLAYS

There are two ways to try to catch tops and bottoms: the wrong way, and the only way.
Shorting a stock or a market just because it is too high is the trader’s rendition of committing
suicide. Just as a dog will generally let you know when it's about to attack, a market will let
you know that it is about to reverse. All you have to do is pay attention and be alert to the
appropriate entry signal.



PROPULSION PLAYS—SWING
PLAYS USING STOCKS,
SINGLE STOCK FUTURES,
AND STOCK OPTIONS

SETTING UP FOR THE BIGGER MOVES
IN INDIVIDUAL STOCKS

To me, some of the greatest risk-takers on Wall Street are long-term investors, They will stub-
bornly hold onto a stock they bought three years ago because they have a “long-term view.”
It doesn’t matter that the company is beating off creditors with a lead pipe. [t doesn’t matter
that the stock is down over 80 percent from the entry price. It doesn’t even matter if the CFO
was recently seen sharing an 8 X B cell with Martha Stewart. What matters is that, come hell
or high water, they have blind faith that by stepping back and taking the long-term view, all
will be well in the end. All's well that ends well, right? Of course. Unfortunately, this ain’t
Shakespeare’s play; this is Wall Street.

This carne to light in glaring, full color for me in earty 2000. First, there was the Super
Bowl. I don’t even remember who played in that game, but | do remember the 18 commercials
that played advertising various dot-com companies that were blowing their whole annyal mar-
keting wad on this one 30-second spot. | also rernember that this was the time the first ever “day
trading expo” took place in southern California. Finally, I remember my refrigerator breaking
down. It wasn’t the actual breaking down that was significant, but the man I called cut of the

299
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Yellow Pages who came to fix it for me was, The job 1ook him exactly 84 mirnutes. The first
12 minuates were spent fixing the refrigerator. The rest of the time he spent preaching to me
about his favorites stocks in the NASDAQ and why Cisco was worth $500 a share. I tred to -
stop him halfway through his lecture to let him know that a fleck of saliva was hanging off his
chin, but he wouldn’t let up. As he preached the gospel of the Internet, I realized that there was
so tuch exciternent in this current market that it really didn't matter how far down it went
when the crash finally came—people were now believers, and they would hold on until they
got their margin call. By the time he left, | started looking at my charts for any breaks of the
low of the high day. There weren’t any thai day, but 2 month later there were plenty,

1 do focus some of my efforts on finding newer companies thar have the potential to
make a big splash with a new product, such as a RIMM (Research in Motion L1d) or a TASR
(Taser Inernational 1nc). There are many long-term trend-following opportunities in the mar-
kets, on both the fong and the short side. However, finding the next Microsoft is not my trad-
ing niche, If I do find it, great, but in the meantime, I'm going o keep looking for setups.
Theretore, most of my “long-term” efforts in the stock market are involved in swing trading,
and one of my favorite setups is what | call propulsion plays. This is a systematic approach
to getting positioned in stocks over a few days to a few weeks. Seventy percent of the time
individual stocks spend their days backing and filling in 2 tight range, building vp steam for
their next major move, This approach looks for stocks that are done with their “resting period”
and are getting ready to spurt higher (or lower) once again.

The idea is to already be in the stock when it makes a push higher (for longs) or lower
¢for shorts), instead of trying to chase it intraday. The reason 1 like to do this is that there are
many times in the market when very few intraday trading opportunities in the stock indexes
set up. Some of the sectors are up, some are down, resulting in 2 very choppy and quiet over-
all market. However, during these tirnes, there are always going to be individual stocks that
are making a move. By being positioned in these stocks over the course of a few days to a few
weeks, I don’t feel forced to get into intraday trades in the stock index futures when nothing
is really setting up. This is becavse | already have positions on that are set up to take advan-
tage of their next “mini-move.”

For this setup, I"'m focusing mostly on individual stocks. However, on individual stocks
that also trade single stock futures (SSFs) and stock options, I will consider plays in those instru-
ments as well. Because SSFs are so new and because most people play options incorrectly, £'m
going 1o spend a little time reviewing how they work and how 1 use them. Let’s review.

THE TRADER'S GUIDE TO SINGLE STOCK FUTURES

Single stock futures (SS8Fs) are futures contracts on individual stocks. There are currently
around 130 well-known stocks such as IBM, QCOM, EBAY, GOOG, RIMM, and MSFT that
have futures on them. This is a recent development since it was only in late 2000 that Congress
passed legislation lifting the ban on these products, which were already trading in Europe and
other countries. There are also futures contracts available on many exchange traded funds (ETFs).
To get a complete listing of all these futures contracts, a trader can visit www.cnechicago.com.
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Orne Chicago is an electronic exchange that is a joint venture of the Chicago Board Options
Exchange (CBOE), Chicago Mercantile Exchange Inc. (CME), and the Chicage Board of
Trade (CBOT). Now. how do they work and how does a-trader use them?

Many brokers have been slow to adapt to these new trading instrurnents, but they are
starting to catch on. Because these are futures contracts, traders need to have a futures account
in order to trade them. Cn top of that, they also need to be trading with a broker that is set up
to trade themn, as not every broker is equipped to handle these trading instruments. Once that
is completed, these are traded just like a normal futures contract, and they are available
through eCBOT and Globex, just like the mini-stock index futures.

Whereas mini-stock index futures contracts like the YM and ES trade quarterly, the
SSFs trade monthly. Traders who aren’™ familiar with the letter codes for the various months
should write this down and tape it to their wall as a reference guide. These are applicable to
all futures contracts:

= Januvary
= February
= March

= Aprl

= May

= June

= July

= August

= September
October
= November

NxxagoOzzZz"=ITOMmT

= December

To get a quote on an EBAY (eBay Inc) single stock futures contract in TradeStation, a
trader would type in EBAY (underlying stock symbol) 1C (One Chicago) V (Month Code) 05
(Year). So the final gquote for the EBAY October 2005 SSFs would look like this: EBAY ICV05.

There are a few nice features regarding SSFs that | find attractive. First, the “$25,000 day
trading rule” dues not apply. Active traders whe have a $50,000 account and who tie up
$26,000 of that in options trades will suddenly find themselves out of luck. They will not be
able 1o execute any new stock or options trades because the broker won’t count the option value
toward the traders’ equity. This situation would draw their “countable” account balance below
$25,000, and traders would be locked out of initiating any new trades, An annoying feature to
be sure. SSFs provide the leverage of “just in the money” options without the restrictions con-
straining ‘“‘patiern day traders™ and their account size. Here are a few additional key points:

* On stock accounts, a trader can get a 2:1 overnight margin, and the interest charged
is the same amount a person would pay for a mediocre deal on a credit card. For
S8Fs, the equivalent of a 5:1 margin is available, and there are no interest fees.

® 5:1 leverage equates 1o having to put up 20 percent of the purchase price of the under-
lying stock. A trader who buys $10,000 worth of IBM (100 shares at $100) by
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using one IBM SSF contract would have to put up only $2,000. A trader who buys 10
contracts IBMIC at $95 ($95.000 worth of IBM) would put up $19,000, and so on.

® When shorting stocks, a trader has to wait for an uptick in order to get filled.
There isn’t any uptick rule for short selling an SSF contract. This is becoming
less important as more and more actual stocks are becoming shortable on
downticks.

® One SSF contract equals 100 shares of stock.

* A one-point move equals $100 per contract.

® These are monthly contracts that expire the third Friday of each month, just like
options. I traders own a February contract on the day # is expiring, they will need
to sell the February contract and buy the March contract. This is also known as
“rolling over” into the next month. If traders hold onto the contract through expira-
tion, they will have the stock “delivered” into their account. Don’t worry about for-
getting, because brokers don’t want to deal with this, and they will calt and pester
you to close out your position days before expiration.

The biggest question [ get about SSFs has to do with their volurme. For many of these
contracts, there is not a lot of volume fraded at this time, and this is an obvious concern for
traders. However, it is important to note that the “real volume™ of an SSF contract is in the
undertying stock itself. The LMMs (lead market markers) and MMs (market markers) for SSF
products make their living buying and sefling SSF contracts and immediately hedging or arbi-
traging that position with the undertying cash stock. Because of this, they will fill any order
that is in line with the underlying volume of the stock. Since most of these stocks trade mil-
lions of shares, getting a fill is oot an issue. There have been days when ['ve been the only
one trading the SSF, and yet [ have no problem getting in and out of the position. Cn those
days, which rarely happen anymore because volume is steadily growing, it’s fun knowing I'm
the only person in the entire world who made money on that trade.

The other guestion 1 get from traders involves the spreads. If there aren’t any orders
coming in, then the EMMs and MMs keep the spreads wide. This is so that they don’t end up
trading against each other. However, once a real order comes in, they will close the bid and
ask to be in line with the underlying stock and snap it up. Because of this, 1 never use market
orders when getting into an SSF trade. T just look to see where the underlying stock is trad-
ing and place a limit order based on the underlying price of the stock.

The other thing to remember about SSFs is that their charts are pretty much worthless
at this time. The volume is sporadic, so the charts aren’t very clean. The best way is 10 chart
the underlying cash stock and then base all decisions to get in and out of the 8SFs on the
underlying stock. What I will do is set up the chart of an underlying cash stock and then put
the quotes for both the cash stock and the SSF contract below it so I can see where the cur-
rent bid ask is located. However, because most of my trades in the SSFs are swing trades, 1
don’t even watch the charts intraday. I just set up my limit orders the night before based on
the cash chart and then wait until the end of the day to see if I'm filled.

We’ll look at a couple of sample plays on EBAY and QCOM in a moment. First [ wanat
to discuss options quickly.
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THE ONLY WAY TO PLAY INDIVIDUAL STOCK OPTIONS

I'm writing this section based on the premise that the reader knows at least a little about what
options are and how they work. If not, that’s okay. There are plenty of Web sites out there that
explain them in detail, and [ would recommend reading more about what options are and how
they work if you plan on ausing them. I'm just going 1o give a guick rundown and share how |
incorporate them into my trading plan.

There are many complicated option strategies available, and many people spend hun-
dreds of hours looking for the perfect strategies 1o generate “guaranteed income” Most of
these strategies work great when the markets are range-bound—which they are most of the
time. Then along comes the inevitable big rally or watershed decline and all these people get
hosed. For a period of years in the mid-1990s, a lot of traders and funds made a nice living
selling naked puts. These are put options whose writers do not have a short position in the
stock on which he or she has written the put. The goal here is that the options expire worth-
less, and the put writers collect the premium. Many bocks started popping up on the shelves
about “taxi-driver millionaires” who discovered this “amazing get rich gquick” trading strat-
egy. Then along came October 27. 1997,

The markets had been drifting down through October, and many of the taxi drivers, as
well as several large funds with a few hundred million in assets, were busy selling naked puts.
The brokers who worked with the funds started getting nervous because the positions had
gone against the funds to the point where it wouldn't take much of a further decline to start
forcing margin calls. The brokers, who didn’t quite understand the strategy being used by the
funds, started to place discreet calls 10 other traders asking what would happen “if the Dow
dropped a couple of hundred points™ over the next week or s0. The answer was easy—these
funds would be forced 10 dump their positions because of margin calls, and this would create
tremendous dowaward selling pressure in the overall markets. The S&P 500 floor traders at
the CME got wind of this and started prepping for the slaughter.

On October 16, 1997, the Dow broke through its most recent uptrend line as seen on
point 1 in Fig, 16.1. The Dow then rallied and clesed at 8034.65 on October 22, fust below
its broken trendline, at point 2. This is a common occurrence in all markets-——once a trendline
is broken, the markets will come up and test it fast time before rolling over. I call it, “kissing
the trendline goodbye.” On October 24, at point 3, the Dow closed at 771541, down 319.24
points. This started the round of forced margin calls after the close, which was on a Friday.
The margin call selling would take place on Monday. The Dow cpened Monday at 7633.14,
down 82.27. Then the forced selling via the margin calls began—— and the S&P pit traders,
who knew what was happening, simply stepped back and walked away from the bids. With
no support in the markets, the Dow dropped quickly and closed at 7161.39, down 554.02
points on the day as seen at point 4. By the time the closing bell rang on Monday, everyone
who was selling naked puts for a living had lost a substantial amount of money. The funds
that were involved not onty lost all the money under their management; they ended up owing
money to the brokers. Well, more correctly, the people who had invested in the fund lost
all their money, and ended up owing more than they had put into the fund. Many metaphors



304 PART TWO  Specific Intraday and Swing Trading Setups

FIGURE 161

§IMNGU - Dake  US -
s ¥

g |y I
L

LTV &

FLes el

Lep et Tio Tee

come to mind here, but I will pass as most of them are quite graphic in mature, Once all these
people were cleaned out, the markets were set to tally. The very next day the markets pushed
down to new lows, touching 6927 at point 5, shedding just over 1,000 points in three trading
days, before putting in a hard bottom. The Dow then closed at 7498.32, up 336.93 points on
the day, and went on (o rally steadily from there. Once all of the naked put sellers were
cleaned out, there was nothing to do but resume the uptrend.

Okay, s0 how do I use options? The only way I use options is as a means for owning a
stock at a cheaper price. Because of the premium and time decay, | am very specific about the
options 1 buy. For example, I won’t buy out of the money options, as they are all premium and
a sucker’s game, Therefore, | want to look at options that are trading in the money (“in the
money” means when the option’s strike price is below the current market price for call
options, and when the strike price is above the current market price for put options) if not
more, in order to buy an option where the premium constitutes less than 30 percent of the
overall purchase price. As I'm writing this in early 2005, the premium of options is generally
low, 50 I can usually buy options just one strike in the money to meet this criterion. In 1999
and 2000 option premiums were at extremes, and | often had to go 5-10 strikes in the money
to buy options that met my criteria. | remember when QCOM was at $250 before its infamous
“run 1o a thousand™ at the end of 1999. At the money call options were $45. In order to buy
calls that were only 30 percent premium, 1 had to go nearly 15 sirikes in the money.
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The option table represented in Figure 16.2 shows different strike prices and expiration
months for GOOG. At the time this was created, in early November 2004, GOOG was trad-
ing at $191.67. If T am interested in buying a call on this stock, I'll start looking at the near
month contracts that are in the money. Because GOOG is a higher-priced, volatile stock, the
option premiums are going to be high-—the higher the volatitity, the higher the premium. fn
this case, I look at the November 180 calls, which are two strikes in the money. The premium
on these is still excessive, and [ need to go down one more strike price, to the November 175
calls, to meet my criterion of the premium being less than 30 percent of the overall purchase
price. The amatenr option trader in this case s going to buy the November 220 calls because
they are so “cheap” at $2.55. Never mind that they will expire as worthless. For puts, I first
took at the November 200 puts, but they are too expensive. | look at the 210s, and they are
close but the 220s are better with respect to the amount of premium I want to pay. Remember,
all I'm trying to do is buy (or short) the actual stock at a cheaper price, This means [ don’t
want a lot of preminm. Looking at the next month out in Decernber, these same strike prices
jump up excessively in price, so I want to stay with the near month contracts and wait until
expiration to roll over into December if [ have to, 'l explain more about how to figure out
premiurn shortly.

In contrast to GOOG. IBM is a more stable stock, and the preminms here aren’t that
high. With the stock trading at $91.20, I first look at the November 90 calls, but they have
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too much premium (see Fig, 16.3). The 85s fit the bill nicely. On the put side, the first strike
in the money, the 95s, work fine. Note that 1 could even go out to the next month, the
December 95s, and pay only a little extra in premium. [ like to focus on the near month con-
tract in order to reduce premium. However, if the option is set to expire in less than two
weeks, then I will go ahead and buy the next month out, though 1 may have to go even deeper
in the money. Following are a few more notes of interest on options contracts:

One option contract equals 104 shares of stock.

Buy 10 GOOG Nov 190 calls at $12, and that will cost $12,000.

To buy an equivalent 1,000 shares of the stock at $190 would cost $190,000,

If GOOG rallies by 10 points, these options will move about 6 peints. This depends
on how far in the money they are. The further they are in the money, the more they
will move “dollar for dollar” with the underlying stock.

& Sell the 10 GOOG calls ar $18 ($18.000) and pocket $6,000.

& Maximum loss on this trade 1s the option’s cost, $12,00(.

By contrast to this last bullet point, if a trader bought 1,000 shares of GOOG at $190
and it gapped down 30 points on an earnings report, the trader would be out $30,000. Options
do limit risk if they are purchased correctly. Now that we’ve reviewed SSFs and stock options,
let’s get down to the play itself.
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TRADING RULES FOR BUY FADES
(SELLS ARE REVERSED)

This is a fade play that focuses on swing positions that last a few days to a few weeks. T am
looking 10 sell strength and buy weakness,

1.

For these plays I am utilizing a daily chart. Because these plays are meant to last a
few days to a few weeks, I'm not interested in what is happening on a 5- or 15-
minute chart. [ want to be able 10 step back and look at a slightly bigger picture
without alf the noise found in intraday charts.

The only indicators 1 place on the daily chart are an 8 and 21 period exponential
moving average (EMA).

For longs, I want to see the 8-period EMA trading above the 21-periocd EMA.
Once this upward cross happens, then [ can start looking for a setup to occur.

The specific setup I'm looking for, once the 8 EMA has crossed above the 21
EMA, is a pullback to the 8-period EMA.

The initial stop is the 21-period EMA or 4 percent of the stock price, whichever is
greater, Typically the initial stop turns out to be this 4 percent level, Note this 4
percent level is based on the price of the stock, not my equity level. That is, I'm
not risking 4 percent of my equity on one trade; I'm risking 4 percent in the price
of the stock. [ could have 10 stocks going at one time,

Once I'm up 4 percent on the position (I caff this my wazermark level), I will then
move up my stop to the 21-period EMA. [ will then use this 21 EMA as a trailing
stop until my target or trailing stop is hit.

My target is an 8 percent move in the price of the stock from my entry price.
Although I focus mostly on stocks when using this play, it ¢an also be used on the
stock index futares. However, the percentages will be ditferent. On a daily chart,
instead of an § percent target, I just use a | percent target and a 0.5 percent stop to
start. If the mini-sized Dow is at 10604, then my target is 106 points, and my ini-
tial stop is 53 points, or the 21 EMA, whichever is greater. On a 60-minute chart |
cut this in half, using a target of 1/2 of | percent and a stop of %4 of 1 percent, or
the 21 EMA, whichever is greater. To get these, 1 just multiply the price of the
index by .005 for the target and by .0025 for the stop. A sample play of this nature
is discussed in Chapter 8.

The easiest way to figure out all these levels is to guickly set up an Excel spread-
sheet with the formulas already in place (see Figure 16.3).

One way 10 increase the odds of success slightly on long setups is to trade only
stocks where the 8-period EMA is higher than the 21 EMA on the weekly charts.
This condition can last on a weekly chart for months and even years. If this setup
exists on the weekly charts, then it’s just a matter of waiting for an entry on the
daily chart as per this setup. This process is discussed in more detail in Chapter 18.

Figure 16.4 is a snapshot of the exact Excel spreadsheet I use to calcolate my key stop
and target levels. All I do is enter my entry price in the highlighted box. If I'm long on the
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stock, then 1 use the “long”™ box and vice versa. Once the price is in, the Excel spreadsheet
catculates all the levels for me antomatically. The formulas are very simple. For exampie, the
target is calculated by taking the entry price and multiplying it by .08 (8%]). The initial stop
is calculated by taking the entry price and multiplying it by .04 (4%) and subtracting it from
the entry. The 4 percent watermark level is calculated by taking the entry price, multiplying
it by .04 (4%j), and adding it to the entry price. | use to do all this manually. and it is a real
buzz kaller.

EBAY {eBay, Inc.)—August 19, 2004

1.

On August 10, 2004, EBAY crosses above its 8 EMA (see Fig. 16.5). However,
since the 8 EMA is still trading below the 21 EMA, 1 am not interested in setting
up a buy order just yet. I need to wait for the & EMA 1o cross up through the 21
EMA before | set up my first buy order. Note: On all these charts, the 8 EMA is the
skinny moving average line, and the 21 EMA is the thicker moving average line.
On August 19, the 8 EMA crosses up above the 21 EMA. I'm now ready to start
bidding for 4 long, and my entry point will be a pullback to the 8 EMA. The next
day I am filled at 79.28 when the market pulls back 1o the 8 EMA. Now that I'm in
the trade, I need to check where to place my stop. The 21 EMA is at 79.08, which is
net very far below my entry level. A 4 percent stop would be placed at 76.11. Since
the 4 percent stop is greater, this is the stop [ will use to start ont with. My target is
8 percent up from my entry, which is 85.62. Remember, once I'm up 4 percent in
the position, 1 will then move my stop up to the 21-period EMA, The 1nitial stop
and target for this play is highlighted on the chart with the horizontal lines.

On August 25 EBAY pushes higher and hits my target, and I'm out for just over $6
per share ($6.34). Now that I'm out, its time to start looking for the next pullback
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to the 8-period EMA. A trader could have also followed this same play using single
stock futures or in the money call options. | will review those possibilities for this
play in a moment.

On September 9, 10 trading days later, EBAY pulls back 1o its 8-period EMA, and 1
am filled at 87,95. I do a quick calenlation and see that my target is going to be 95.78
and my stop is 84.43. I set my parameters and let my orders babysit my position.
Four trading days later my target is hit, and [’'m out of the trade.

On September 17 the market pulls back 10 the § EMA once again. [ take the trade,
and I get in at 91.74 and set my parameters. This would be a stop of 88.07 and a
target of 99.08. At the time [ did this chart, | was still in the trade, so it is “active.”

[’d like to take a moment and examine the first EBAY play detailed in Figure 16.5 more
closely. This play could also have been executed nsing single stock futures or in the money
calt options. It is useful 1o compare these trades to the actual stock trade to get an idea how
this setup could have been followed on these vanious trading instruments. This will also give

a trader

an idea of the risk-to-reward parameters for each scenario. Althongh it's the exact

same play across all three instruments, the amount risked verses the amount gained is differ-
ent for all three scenarios. Let’s take a look:
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® Buy 1,000 shares of EBAY stock at $79.28. Total cost is $79,280.

® Buy 10 EBAY1C September single stock futures (SSF) contracts at $79.28, Total
cost is $15,856 (209% of $79,280).

® Buy 10 EBAY September 75 call options at $6.10. Total cost is $6.100.

® To figure out the premium on an oplions contract, people can fook at the Delta, or,
if they aren’t familiar with that, just use a calculator: With the stock at $79.28, a
$75 call option costs $6.10. $75.00 + $6.10 = $81.10, and $81.10 — $79.28 (the
actual price of the stock) = $1.82. The option, then, has $4.28 of intrinsic (real)
value and $1.82 of premium. The ratio is 29.84 percent (1.82/6.10).

® Now that we’ve locked at the total costs for each entry, let’s take a look at the exits:
Sell 1000 shares of EBAY stock at $85.62, a gain of $6,340 or 8.00 percent {or
16.00 percent if bought on margin).

* SeH 10 EBAY1C September SSF contracts at $85.62, a gain of $6.340 or 40 per-
cent.

® Sell 10 EBAY September 75 calls at $12.20, a gain of $6,100, or 100 percent,

As you can see, nsing this exact same setup, a trader could put up $79,280 in cash to
buy the stock {or $39,640 if they are using margin), $15.856 to buy the singie stock futures,
or $6,100 to buy the options. The dellar outcome of the trade is very close across ali three sce-
narios—a little over $6,000. By using SSFs or the correct in the money option strike prices,
4 trader can risk less capital for the same potential monetary gain of the stock play. [tis upto
the trader if they want to just focus on stocks, S8Fs, options, or 2 combination of the three.

QCOM {Qualcomm, Inc.}—August 19, 2004

1. The 8 EMA pushes above the 21 EMA, and I place my bid (see Fig. 16.6). Two
days later, on August 20, 2004, [ am filled at 35.47_ 1 place 2 stop at 34.05 and a
target at 38.31. By the time trading is done this day, the stock is already up by 4
percent from my entry, so [ move my stop up to the 21 EMA, which is 35.34.

2. On Monday, Aogust 23, QCOM continues to push higher, and my target is hit. |
immediately set up a bid to buy the next pullback to the 8 EMA.

3. On August 30 my trailing bid is hit, and 'm in at 37.51. [ place a stop at 36.01
and a target at 40.51.

4. About two weeks later, on September 13, my target is hit. Note that when the
stock is up by 4 percent from my entry on September 7, | razse my stop to the 21
EMA at 37.42, and [ trail this stop until my target is hit.

As Fdid with EBAY, let’s take a look at executing this same QCOM play across all three
trading instruments. Here is how the entries would break down:
® Buy 1,000 shares of QCOM at $37.51. Total cost is $37,510.

® Buy 10 QCOMIC September SSF contracts at $37.51. Total cost is $7,502 (20 per-
cent of $37,510).
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FIGURE 166
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# Buy 10 QCCM September 35 calls at $3.10. Total cost is $3,104.

To fipure out the premium on the QCOM options, just take $35.00 + $3.10 = 38.10.
There is $2.51 of real value ($37.5] — $35.00) and (.59 cents of premium (3.10 - 2.51 = 0.59).
The ratic is 19.03 percent (0.59/3.10).

We've looked at the total costs for each entry, so now let's take a look at the exits:

e Sell 1,000 shares of QCOM at $40.51, a gain of $3,000 or 8 percent, or 16 percent
if using margin.

* Sell 10 QCOMIC September S8F contracts at $40.51, a gain of $3,000 or 40
percent.

* Seli 10 QCOM September 35 calls at $5.90, a gain of $2,800, or 90.32 percent.

Once again, using this exact same setup, a trader could put up $37,510 in cash to buy
the stock (or $18,755 if they are using margin), $7.502 to buy the single stock futres, or
$3,100 to buy the options. The dollar outcome of the trade is very close across all three sce-
narios—about $3,000. Now that you have the idea, I'm just going to focus on the actual stock
plays for the rest of this chapter. Of course, not all stocks have options and single stock futures
available on them, so some of these plays can only be executed on the actual stock.
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KLAC {KLA Tencor Corp)—July 9, 2004

| 8

When the 8 EMA crosses below the 21 EMA and the price action moves below
both these levels on KLAC, [ start looking for the next shorting opportunity (see
Fig. 16.7). ] want to short a rally back to the 8 EMA, and on July 9, 2004, 1 am
filled at 46.19. 1 place a stop at 48.04 and a target of 42.49. On July 13, my posi-
tion is up by 4 percent so I move up my stop to the 21 EMA, which is 46.84.

On July 14 KLAC gaps down and opens through my target. 'm filled at the open
at 41.61, 88 cents better than my target for a nice gain. KLAC is still rading
below its 8 and 21 EMAs, so | set up my next short, which would be a rally back
to its 8 EMA.

On July 20 the market rallies back to the 8 EMA, and I'm filled at 41.81. My
stop is 43.48, and my target is 38.47. On July 22, the stock 15 up by 4 percent
from my entry, so [ move my stop down to the 21 EMA, which is 42.84.

On July 26, my target is hit, and I'm out for an 8 percent gain. [ start looking to
short again at the next rally back to the 8 EMA.

On July 29 I'm back in short at 39.33. [ place a stop at 40,90, and my target is
36.18.

FIGURE 157
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6.

10.

The next day KLAC gaps up on positive news and rallies to my stop. I'm out for
a 4 percent loss. I note that the 8 EMA has not crossed above the 21 EMA. 1 sit
back and wait, because if KLAC trades and closes back below its 8 EMA, I will
set up an order to short the next rally back to its 8 EMA.

A few days later on August 3 KLAC closes below its 8 EMA. [ set up an order to
short a rally back to its 8 EMA, and on August 4 [ am filled at 39.93. 1 place a stop
at 41,53 and a target at 36.74. The stock pushes higher, and on August 5 it comes
within spitting distance of my stop, but doesn’t make it and closes well off its highs.
On August 10 I have a 4 percent gain registered, so 1 move my stop down to the
21 EMA, which is 40.29. On August 11 KLAC gaps lower and pushes lower all
day, hitting my target.

KLAC 1s still rending lower according to the & and 21 EMAs, so I set up
another order to short a rally to the 8 EMA. On August 17 KLAC rallies, and 1
am filled at 37.15. I place a target at 34.18 and a stop at 38.64.

The market chops back and forth for a while, and on September 1 | am stopped
out for a 4 percent loss.

QLGC (QLogic Corp)—June 14, 2004

1.

On June 14, 2004, the 8 EMA on QLGC crosses below the 21 EMA, setting up a
situation in which [ could start taking new plays (see Fig. 16.8). | place an order
the pext day to short a rally back up to the § EMA, and V'm filled at 28.14. 1
place a stop at 29.27 and a target at 25.89.

On June 16 QLGC dry heaves and pukes for a nice down day. It gets close to my
target, but not quite. Since I'm up over 4 percent on the play, [ move down my
stop 1o the 21 EMA,, which is 28.22. The very next day my target is hit at 25.89,
I'm now flat on QLGC, and | begin looking at new entries. A new entry, of
course, would mean a rally back to the § EMA.

I place my order and am filled on June 22 at 26.68. I place a target at 24.55 and a
stop at 27.73.

QLGC continues to rally, and on June 25 I’'m stopped out for a 4 peicent loss,
The day after I'm stopped, QLGC moves back below its 8 EMA and closes
below it. This 1s the trigger I’'m looking for before I set up my next trade. I need
10 see a close back below the 8 EMA in order to start setting up orders for a new
short position. The next day I set up an order 1o short a rally back to the 8 EMA,
and I'm filled on June 28 at 26.86. My stop is 27.93, and my target is 24.71.
QLGC starts moving my way, and on July 1 [ am up by more than 4 percent on
this position. At this point I move up my stop and start using the 21 EMA as a
trailing stop, starting with 27,12,

QL.GC continues to bleed like a stuck pig, and on July 6 1 am out at my target. [
set up an order to short a rally back to the 8 EMA.



314 PART TWQ Specific Intraday and Swing Trading Setups

7. On July 9 my order is hit, and 1"m short at 25.85. 1 place a stop at 26.88 and a
target at 23.78. On July 14 QLGC comes close to my target, but “close” only
works when you are throwing a grenade. My target isn’t hit, but } do move my
stop down to the 21 EMA, which is 26.03.

8. The next day QLGC moves higher, and 1"'m stopped out for a loss of —18 cents.
One question | usually get in a situation like this is, “Hey, since the stock was so
close to your target. why didn’t you just take the profit?” The main reason [ don’t
is that by bringing that “human judgment” into the equation, you do two things:
First, instead of this being a relaxed system 1o trade, it now becomnes an intense
system because you have 1o watch the moves closely on an intraday basis in
order to decide when to get oul. Second, I've found that most traders, when they
are in a trade, lose all objectivity. By actively managing this trade, many people
will close it out as soon as it starts to go against them, or they’ll stant taking prof-
its too soon, In this respect, you might as well be day trading without a plan,
which is the most common reason traders lose money. Choose your setup, choose
your parameters, and stick to them! How else can you measure the effectiveness
of a system unless yon stick with the parameters?

9. On July 16 QLGC closes back below its § EMA, so [ set up another order 1o
short. F'm filted on July 20 at 25.10. My stop is 26.10, and my target is 23.09.

£0. QLGC bieeds lower, and my target is fitked on fuly 28. Remember, once | am up
by 4 percent in the position, I start using the 21 EMA as a trailing stop.

1E. On July 29 QLGC bounces back up to its 8 EMA, and I'm filled on a short at
24.09. My target is 22.16, and my stop 25.05. On August 5 [ am up by 4 percent
in the position, so I move my stop down to the 21 EMA, which is 24.23.

12. On August 12 my target 15 hit, and P'm out for an 8 percent gain.

CEPH (Cephalon, Inc.}—May 3, 2004

1. On May 3, 2004, the 8 EMA on CEPH crosses below the 21 EMA (see Fig. 16.9).
1 set up an order to short the next rally back up to the 8 EMA. On May 5 my entry
is hit at 57.42. My 1arget is 52.83, and my stop is 59.72.

2. OnMay 7, in addition to celebrating my birthday (after you turn 21, what’s the point?),
CEPH moves down by over 4 percent so [ adjust my stop to the 21 EMA, which is
57.30. This now becomes a trailing stop that I npdate at the end of each trading day.

3. On May 19 my target is hit. This is a pretty typical swing trade, where I'm in the
position for a fittle over twoe weeks, and my daily management of the trade is at
the absolute mimimum so I can focus on other things. A pure day trader who was
flipping in and out of CEPH during this time could have easily done 30 trades and
had nothing to show for it except a pile of commission costs.

SBUX (Starbucks Corp)—May 24, 2004

1. Aslong as there are day traders, Starbucks will be able 10 charge as much as it
wants for a cup of coffee. There s no bid and ask when it comes to a Grande
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Latte. Traders will take that one “at the market.” On May 24, 2004, SBUX has #ts
8 EMA cross up above its 21 EMA (see Fig. 16.10). This is my signal 1o set up a
bid to buy the next pullback to the 8 EMA. On May 25 my order is hit, and ['m
filled at 38.64. | place a stop at 37.09, and my target is 41.73.

2. On May 27 SBUX moves up by 4 percent from my entry, so I move my stop up,
using a trailing 21 EMA. My stop on this day is moved up to 38.71. The stock
contintues to push higher, and on June 3 my target is hit. 1 start to set up my next
bid on a pullback to the 8 EMA.

3. OnJune 14 SBUX pulls back, and I am filled at 41.96. My stop is 40.28, and my tar-
get is 45.32. The stock grinds higher from this point, and on June 18 it hits my 4 per-
cent watermark. I tighten my stop, using the 21 EMA as my guideline. My new stop
is 41.51. On June 25 and June 30 the stock pulls back very close to the 21 EMA, and
obviously very close to my stop. However, it doesn’t hit, and I'm still in the trade.

4. On July 2 SBUX firms, and my target is hit for a gain of +$3.36 or 8 percent.

GS (The Goldman Sachs Group, Inc.)—August 24, 2004

1. On August 24, 2004, the 8 EMA on GS crosses up above the 21 EMA (see Fig.
16.10). I start setting up bids to buy the next pullback 1o the 8 EMA. On August
25 I am filled at 87.75. I place a stop at 84,24, and my target is Y4.77.

FIGURE 1610
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2. On September 7 this position is up by 4 percent from my entry, and I adjust my
stop to reflect the current position of the 21 EMA, in this case 89.06.

3. 1update and change my stop at the end of each day, reflecting the movement in
the 21 EMA. GS pulls back and hits its 21 EMA nine trading days after I start
using the trailing stop. I am out at 91.05 for a gain of +3.30 or +3.76 percent. This
is another good example of a low-maintenance trade that lasts the better part of a
month. This is a very manageable type of trade for people who work full time. 1
should know, because these are the main types of trades I did when I was doing
my stint in the corporate world.

PSFT {PeopleSoft, Inc.}—August 27, 2004

1. 1 like this example because this does tend to happen more often than you would
think. This setup keeps you in the direction of the most recent order flow. Typically
when stocks come out with really good news or really bad news, there are always
people “in the know” who get positioned for these moves before the news is
released, This pushes the stock higher (for good news) or lower (for bad news)
before the story hits the wire since these insiders load up or dump shares. When the
news hits, they get out—and often I can 100 because I'm following these setups.

FIGURE 161
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With PSFT, the 8 EMA crosses the 21 EMA on Avgost 25, 2004 (see Fig. 16.12). 1
set up an order to buy the first pullback to the 8 EMA. On Avgust 27 PSFT pulls
back, and [ am filled at 17.11. My stop is 16.43, and my target is 18.47. On
September | I"m up by 4 percent, so | starl to trail my stop using the 21 EMA.

2. On September 3 my target is hit, and 1 set up an order to buy the first pultback to
the 8 EMA.,

3. The pullback actually occurs on this very same day, and I'm filled at 17.62. 1
place a stop at 16.92, and my target is 19.03.

4, The stock doesn’t do a whole lot for the next three trading days, but on the fourth
day it gaps higher on the ORCL (Oracle Corp) takeover news and opens at 19.97,
94 cents above my target. I'm out for a +13.34 percent gain. Although 1 had no
clue that this would be announced, T did know that the order fiow on the stock was
positive based on this particular setup, so the odds were in my favor that the path
of least resistance would be higher.

TZOO (Travelzoo, Inc.)—August 13, 2004

1. TZOO was one of the hyped stocks of 2004, and using this setup, [ was able to
catch z few of the moves. On August 13, 2004, the 8 EMA crosses up and
through the 21 EMA (see Fig. 16.13). Once this happens I set up an order 1o buy

.. FIGURE 1612
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the next pullback 1o the 8 EMA. A few days later, on August 18, 1 am filled at
30.29. 1 place a stop at 29.08 and a target at 32.71.

TZOO ramps higher soon after I enter the stock, and my target is hit later

that same day. Once I am out, I place another order to buy a pullback (o the

8 EMA.

On August 24 the pullback occurs, and I am filled at 37.03. [ set my target at
39.99 and my stop at 35.55,

Similar to my last trade, TZOO ramps up, and my target is hit the very same day.
Like a robot, [ set up an order to buy the next pullback to the 8 EMA.

On August 30 1 had a bid set at 40.8). The stock gapped below this level and
opened at 39.24, where | was filled. This is a good example of what I do in this
type of situation, because I place my orders before the market opens and don’t
wait and try 1o “finesse my entry” after the market opens. When you have a limit
order in place, and the stock opens below that level, then your order becomes a
market order because it is “at this price or better.” However, I will update my
stop and target based on my actual enmiry price. In this case, my entry price was
39.24, so I use a stop that is 4 percent lower than this price, which is 37.67, and a
tarpet that is 8 percent higher than this price, which is 42.38.

FIGURE 1613
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6. On August 31, the very next trading day. my target is hit. I know what I'm going
to do now—I"m going to bid for the next pullback to the 8 EMA. It’s like kissing
your spouse goodbye when you leave for work in the morning; after a while its
automatic and you don’t have to think about it,

7. On September 2 T filled at 42.36, and 1 set my stop at 40.67, and my target at
45.75.

8. A few days later my target is hit. Time to buy the nexi pullback.

9. The market pulls back many times but never quite to the & EMA until September 20,
where I'm filled at 66.34. 1 place a stop at 63.69. and my target is 71.65.

10. My target is hit the very same day.

SNDK {Sandisk Corp)—August 31, 2004

1. On Avgust 31, 2004, I buy a pullback to the § EMA on SNDK, and I'm filled at
23.30 (see Fig. 16.14). 1 place a stop at 22.37 and a target of 25.16. On Septernber 8
SNDK gets close to my stop and closes near the lows. After | see this, 1 assume I'm
going to get stopped out the next day, but the important thing is that I do not alter my
parameters. It doesn’t matter what 1 think, as long as [ don’t touch the parameters!

FIGURE 1614
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2. Two days later the stock has reversed, and I'm out at my target on September 10,
It’s time to set up my next bid to buy SNDK on a pullback to the 8 EMA.

3. Trail up my bid and it’s almost hit on September 20 and again on September 24,
but close enough doesn’t cut it, | don’t get filled again on this play during this
time frame.

SUMMING UP THE PROPULSION PLAYS

There are two main things that 1 like about the propulsion play. First, I don’t have to watch
the markets all day in order to get my entry. I can set up the orders the night before and then
check at the end of the day to see which of my orders got filled. Second, 1 like that these plays
have specific targets. I've tried this method by just using trailing stops. but the results were
nol as good. Sure, once in a while I would catch a stock that would have a parabolic move.
but more often than not a perfectly nice profit would roll back over into a breakeven trade,
Through trial and error, I have found that by setting a firm 8 percent target using a GTC {good
till cancel) order, my profitability improved. Remember, you don’t want to become one of the
many brokerage clients that the staff pokes fun at. They call GTC orders “good till close,”
because any time the stock gets close to the client’s target, the client calls up and cancels the
order “because it looks like it will go even higher.” Of course, most of these stocks end up
heading back lower and getting sold for a Joss. Establish the parameters, then treat your para-
meters like good employees and let them deo their job.

In terms of actual execution of these plays through your broker, here are two additional
tips. First, it helps to “drill down™ and watch the daily EMAs update in real time throughout
the day. You can do this by overlaying the daily EMAs on a 15-minute chart. To do this in
Tradestation, set up a 15-minute chart and then do the math. Take the 6.5 hours in the regular
stock session, which equates to twenty-six 15-minute bars. 26 periods x 8 EMA = 208, and
26 period x 21 EMA = 546. These 208 period and 546 period EMAs on 4 |5-mmnute chart
mimic the 8 and 21 EMAs on a daily chatt. You can adjust this to include the pre and post
market sessions if you like. By watching the intraday charts with the daily EMAs overlaid, a
trader can really keep an eye on when the cross is taking place and where to place the orders.
Second, like the pivots, I think it is helpful to get “just in front of” the moving averages. For
example, if the 8 EMA is at 43.40 and you are trying to buy a pullback, then place a limit
order 10 to 15 cents higher, say 43.52, in order to get filled. When the setup is there, don’t
make the mistake of tripping over pennies when your aim is to be picking up dollars.



CH A P T E R

MARKET PROFILE—
REMOVING THE MYSTERY

FOLLOWING IN THE FOOTSTEPS OF ELEPHANTS

Market Profile is a mystery to most traders, and I want to spend a little time tatking about it
and at least introduce it to traders who have never used it, since it is becoming increasingly
more important to understand how to use this technique. I want to emphasize that this is an
introduction—there are entire books written on Market Profile, and unfortunately, none of
themn is easy to read.

One of my trading partners, Alex (alleyb—~his name in our trading room), uses Market
Profile extensively, and he was kind enough to research the examples for this chapter. Again,
this is intended 1o be an introduction into this methodology, so if you are already familiar with
Market Profife, there shouldn’t be any new information for you here. For the uninitiated, the
goal of this chapter is to just introduce you to this technique and give you a busic under-
standing of how it works.

I must point out that 1 do not use a specitic strategy for trading Market Profile. Rather, |
use it to get a bias on the markets. If Market Profile ts telling me that the sell side is more attrac-
tive than the buy side, then I will focus on short setups and generally ignore buy setups, and vice
versa. By setups, | mean the setups P've already discussed in this book. Alse, | personally do not
do my own Market Profile analysis on the markets. It is not my area of expertise, and I would
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rather just Yook at what other experts are doing in this area and view their research. 1 keep an
updated resource list on this at www.tradethemarkets.com. With Market Profile, people can’t
hide what they are doing, which is the beauty of this analysis technique, and this will become -
incredibly more important as the financial markets come kicking and screaming into the elec-
tronic age. Let’s take a look.

Market Profile or MF as | refer to it here,was originated by Pete Steidlmayer in 1982 and
was licensed to the Chicago Board of Trade in 1984. In its simplest form, MP is one of the most
accurate methods for analyzing market data available, and it is becoming even more important
as markets make the switch from open outery to all electronic. MP organizes data and puts them
into a picture type of view that represents time, price, and volume. The picture is shown on a
vertical axis in the shape of a bell curve. The price component of this picture is displayed on
a vertical axis. This part is easy enough to understand, Now it gets a little more interesting,

The time portion of this visual is displayed utilizing letters of the alphabet. These letters
represent the time or time brackets, and they are displayed on a horizontal axis. Finally, the
third part of this piciure, volume, is shown in the form of a histogram and 1akes ditferent shapes
depending on the provider of the data.

MP shows in real time the development of pricing patterns, which 1s sometimes referred
to as price discovery. 1t shows the market organizing data into a unique format in which it is
possible to view whether a price is being accepted or rejected over time and through volume.
1t is possible with constant analysis 1o establish whether the majority of market participants
are long or short and if they are trying to add to or liguidate their positions.

It also provides an opportunity for establishing the reference points of the market.
Examples of this include establishing areas of fair or unfair value. Because these data are orga-
nized as 4 picture, high-volume prices and low-volume prices, both of which acr as support or
resistance, stand out clearly. In addition, the data can establish possible price projections by
knowing how the various patticipants are positioning themselves.

Any market exists to facilitate irade. In simplistic terms this means that the markets
travel up and down to establish points of reference at which the majority of buyers and sell-
ers are satisfied in an attempt to establish value. Value is not necessarily viewed by different
timeframe participants in the same way. Whar may be fair to one is unfair to another. MP
attempts 1o create balance and moves through varying degrees of imbalance or trend or verti-
cal moves followed by renewed periods of balance or consolidation or horizontal moves. This
is how the bell curve is created and takes shape, and from this the long-termi MP can be used
to establish short-term moves.

SPECIFIC EXAMPLES OF MARKET PROFILE IN ACTION

Let’s look at a few examples of Market Profile.

® Figure 17.1 depicts a daily MP time price opportunity (TPO) together with the
open, opening range, 50 percent of each day, close, and value range.

¢ The contract shown is the CME big S&F 500 December futures contract, covering
September 16 through September 23, 2004. This contract is also referred to as the
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Spoos (pronounced spooze), with the quantity traded often referred to as cars and
| points made or lost on a play often referred to as handles. September 21 was the
U.S. Federal Reserve or Fed interest rate announcement day. On September 22
the Spoos opened on a gap and underneath the bottom of several of the previous
days distribution giving a low risk sell opportunity. This sell opportunity was taken
a1 the opening at 1122 and covered on the close for a profit of 8 points.
* An additional sell was generated on September 23 on the higher open and at the
base of value of the previous day. If the market had wanted to go up, the stop
would have been just above the top of value on September 22.
S&P Futures, December 2004 Contract, September 13, 2004
® Figure 17.2 depicts the weekly MP on the big S&Ps again with TPO and value
range for the weeks shown.
FIGURE 111
iaaey 0= 1113860
113340
& o Hioves
113220 I Lr 1ioneo
F13160 LM o o7z
113100 o LM 4.-?.,—-. 2 -
113040 DEH LMN elting
12880 CEFGHLHN LN Tail
112620 CEFGH L HNP (e
112880 DEFG JLUHP4 KLP
$128D0 806G JIKE MNP . 'KLP
112730 BOHKLH 0 HLP
11288C O BCDIKL oE JKLPe
] 112620 DEFKL B0 CDEH B KL
112506 | COEFHKL  CO COEGH EFGH JK
112500 | COEFSH JxLup -]C BCOEFEH BCEFGHJ
112440 [CFOH JKLMNPE | | C BCOEFGH ECCEG
112380 BCG MEF BCFH K 2N
112320] | 8ok BCH JKMN BCO
112260 | BGM BCH JKLHNF C
112200 % 8 BCH JKLMNP« B
112140] |8 BC.IKL MNP =
112080 JKLH B eling
112020 K 8C Tail
111960 8C
i &
11184
111780 Seﬂdthe gg
111720 breakdown
111660 CDEEGH .
111660 f“’“} the | coEFeH JxL
111530 revious EFGJRLM :
111320 cofmsoiic{ation EF GJKLIA Selling
111420 - Ny FAKLIN 8
111360 - distribution KLFNP 8
111300 KidHP BCDE
111240 HRF e BCOEFKLM
111180 BCCEFGKL MM
14112 Buy bach / Beserad
111060 H
111000 haif MOC BCDFGH JKLMN
0940 onezch COM KN
130880 day H JKNP
110820 H NP
110760 HP
140700 P
110840
10580 -
IE} EEET CIEF] [67Z0 ERF3] FXPF] 6773



PART TWO  Specific Intraday and Swing Trading Setups

FIGURE 172
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* The time covered is the last week of August and the first three weeks of September

2004.

® The week of September 13 clearly shows that value was being driven higher ver-
sus the previous week’s value range, and as long as the close remained greater
than the point of control from the week of Septernber 7 at 1118.70, then the best
trading ideas were longs or to stay flat. Short wasn’t an option—unless prices
broke down through 1118.70.

® The week of September 20 clearly showed the rejection of the previous week’s
point of control at 1127.50. The markets tolled over from here and accelerated
down through 1118.70. Once this happens, the trader can set up a short. To find a
target, a trader then starts to look for the bottom of value from the weck of August
30, which is listed at 1102.20.

Mini-Sized Dow—September 2004 Contract, September 2, 2004

® Figure 17.3 depicts several versions of single prints where there was a single TPQ.
® The contract shown is the CBOT mini-sized Dow December fotures contract.



® The first example is the A wrapped around the top of z at 10185.

® The second example is the single A, which is a breakdown point at 10176,
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* The third example is several again at a breakdown point from 10139 through 10151,

® The first example denotes that there is in fact a seller in control, the second example
is obvious as a breakdown level, and the third example depicts a market irending.
hoping to find a buyer. Instead jt is being rejected by the buyers and shows that sell-

ers are in control.

Euro FX—December 2004 Contract, September 22, 2004

® Figure 17.4 depicts the top part of an MP distribution pattern across three days.
® The contract shown is the CME Euro FX Pecember futures contract, also referred

to as the euro.

® The N period print at 1.2341 on Septernber 22 gives a powerful sell signal where the
previous day’s high at 1.2340 was exceeded by one tick. This move was followed

quickly by a rejection of this level.
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FIGURE 174
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¢ The September 21 close to the end of day shows a late running profile in K period,
which together with the N period single print and the September 23 retest and
rejection at £.2330 show a seller in control. On a daily chart this can lead to a mul-
tiday move—in this case lower and a stop close order a few ticks above the high

can be used initially for risk management.

E-mini Nasdag—December 2004 Contract, September 8, 2004

® Figure 17.5 depicts a daily MP TPO together with the open, opening range, 50 per-
cent of the day, close, and value range.

® The contract shown is the CME E-mini Nasdag December futures contract.

® A neutral day is a rotational day i which the market rotates on either side of the
opening range, showing that the market is distributing with buyers at the low end and
sellers at the top end of the day’s range. September 8 and 9 are both neutral days.

® On September 8 we see how the D and E time periods are above the B.
Additionally, note how the Ietters M and P are below the B. The B time period is
the opening range in this mstance.
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FIGURE 115
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® The second example shows C, D, E. E G, and H all below B and §, 1., M, N, and P
above B. The next chart continues with this example.

E-mini Nasdag—December 2004 Contract, September 8, 2004

# Figure [7.6 of the NQ covers the tune period of September 8 through 17 and shows
the move from neutral days followed by trend and then consolidation that returns
back to neutral again,

® Neutral days can be the hardest to detect if they are looked at only by themselves
without relation to previous days’ activity. Without these additional data as a refer-
ence, what appears to be a directional move can just as easily turn around and go
the other way. These days are classic for getting people to buy high and sell low.

Emini Russell—December 2004 Contract, September 10, 2004

® Figure 17.7 depicts a daily MP TPO together with the open, opemng range, 50 per-
cent of the day, close, and value range.
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® The contract shown is the CME E-mini Russell 2000 December futures contract.
® [n the first example, the Russell developed a buying tail in the B period of

Septernber 10 going right into the middle of the previous day’s range. Note the lack
of trade on September 9 in the middle of the MP creating a form of gap. This
occurred after the initial early sell created a buying opporiunity which became
more evident in the C period. Profits could have been 1aken cither at the developing
point of control/high volume or MOC.

® The second example shows again on September 13 the buyer driving the market

higher after having opened on a gap up and with a range extension for the first two
hours through the E time period. Note that late in the day profit takers were
afforded a second chance 1o buy this time in the N period, which traded right down
to the bottom of the C pertod before bouncing back to midrange of the day.

SUMMING UP MARKET PROFILE

MP can be used in all markets. 11 is based on the statistical analysis of time, price, and volume,
and, therefore, it has stood and will continue to stand the test of tume. With the advent of mar-

PART TWO  Specific Intraday and Swing Trading Setups
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kets moving to electronic platforms, MP has suddenly taken on more meaning. Why is this?
Everyone s currently trying to adjust to the change of not being able to hear from the floor
brokers what the various market participants are up to. What are the locals doing? What about
the commercials? Funds? The general public? As more and more markets go electronic, the
footprints and actions of these groups are easier to hide, and one of the biggest advantages
traders have is lost. However, by using MP. these footprints and actions are picked right back
up again, giving the advantage back to the trader who learns how to use this analysis technigue.

1 must emphasize that this chapter on market profile is just thut—a chapter on market pro-
file. People are starting to take a renewed inerest in MP, and I wanted to provide a brief intro-
duction for those who don’t know anything about it. The setups T've already discussed in this
book are used independently of any MP analysis. MP is just a tool and for anyone who is famil-
iar with this analysis technique, it can be used in conjunction with the setups already discussed.
For example; if MP is pointing higher, then a trader can know nothing about MP and still take
the 5-minuie squeeze as it fires off long. The point of this is that everything out there—whether
it is Fibonacci numbers, Bollinger Bands, Eliot Waves, Market Profile, or whatever-—is just a
tool. Tt is up to the trader to find a couple of good tools that will help them with their overall
rading plan, and then establish specific setups and specific money-management parameters for
their plays.
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THE PREMARKET
CHECKLIST—CREATING
A GAME PLAN FOR

THE NEXT TRADING DAY

In a calm sea every man is a pilot.

SpanNisH PROVERB

LIKE RUNNING A CREDIT CHECK, TO UNDERSTAND
WHAT THE MARKET IS GOING TO DO IN THE FUTURE,
IT HELPS TO UNDERSTAND ITS PAST

Atthough | base much of my daily rading decisions on specific setups, I also like to analyze
how the market has recently been behaving. My goal in doing this is to be constantly aware of
the path of least resistance, since I want to set up the bulk of my trades directly along that path.
To that end, I'have developed a quick datly checklist. and, on Sundays, a more detatled and thor-
ough checklist. The purpose of this is to mentally prepare myself for the trading day ahead.
There will be times when my analysis is totally off, but 've found that the act of mentafly
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reviewing potential scenartos before the opening bell prepares me for just about anything. The
market can be casy to trade when the going is smooth, but there are plenty of times when the mar-
ket will throw a curve ball. In these situations, it’s the prepared traders who consistently come out
on top.

The first thing | do in this regard is to look at the markets I'm trading from a top-down
approach, starting with the monthly charts and working my way down to the 60-minute
charts. In this example 1 apalyze the S&P 500, but T do this with every market that I'm fol-
lowing. In doing this analysis, all the charts I'm looking at have the following indicators
placed on them:

1. The 8-, 21-, and 200-period exponential moving averages (EMA). In the charts
shown in the pages that follow, the B-period EMA is the thinnest line, while the

200-period EMA s the thickest line. 1 will also look at the 50 and 100 EMAs, but
they aren’t as important to me.

2. A slow stochastic with the default TradeStation settings of 14, 3, 3.
3. A MACD with the default TradeStation settings of 12, 26, 9.
4. A'TTM squeeze indicator—this is the same indicator discussed in Chapter 10.

MONTHLY CHART ANALYSIS

I always like 10 start off with the monthly charts. Even though I'm going to be doing most of
my trading in the fitures market, for the stock indexes [ will look at the cash index for
monthly charts. This 1s because there is much more history here to view, as the cash index has
been around a lot longer than the stock index futures contracts.

The first thing I look at is the stochastic and MACD readings. These represent “pres-
sures” on the market. Is the pressure more to the upside (buying pressure) or downside (sell-
ing pressure)? In general, I want to establish positions that are on the same side as the current
dominant pressures in the market T am trading. My rule of thumb for this s as follows:

The stochastic is the heads-up, and the MACD is the confirmation.

This brings me to why 1 place little value on whether a stochastic is overbought or over-
sold. According to the stochastics in Figure 18.1, the S&P was overbought starting in the mid-
dle of 1995, and it stayed overbought until the middle of 1998-—three long years. During that
time this “overbought” market rallied by over 100 percent. To me, an overbought stochastic
is actually a bullish sign—if the MACD is also in a buy. This brings me to my next guideline:

What I'm looking for is MACD crossovers.
The stochastics are valuable 1n that they will turn first, and therefore they can give me

a heads-up that a MACD cross might occur. That said, I don’t act on it unless and until a
MACD crossover actually does occur.



CHAPTER 18 ‘The Premarket Checklist—Creating a Game Plan for the Next Trading Day 37

FIGURE 181

SSPX X - Monthly CBOE B=1181 10 A=118143 . Hi=1183 56 Lo=1176 52 [ 1606.00
1400 00

F10060.Co
R

MEGE DO

£00.00
3

Stochastic Slow {High Low.Close 14,331 20 861 77 €1 82 07 20.00 80 00

. NN e N Y i N

|
Vi LA VO AR
3.0
MACD (12265 3836 3651 785 000
-40.60
"
m wrrm

TTM Suueeze V4 {Close 1 "Futures=1 Stocks=? FX=3"20152) § 00 14 33
|“l| 1
i

$

I

L R P Ty

At puint 1 the monthly MACD crossed over into a sell signal in May 2000, about two
months after the stochastics crossed into a sell. Once this happened, the path of least resis-
tance on the monthly S&P chart officially switched from higher to lower. This means that, for
longer-term swing and position trades, I would start spending more time focusing on short
setups and generally ignore long setups. I would do this until the monthly MACD went back
1nto a crossover buy, and that happened at point 2, nearly three years later. Once this occurred,
[ started focusing more on long swing-trading setups and generally ignored most short {rad-
ing setups. Remembes, P ralking about swing and position trades here, not day trades.

The snapshot of this chart was taken on April 3, 2005. At point 3, I can see that the sto-
chastics are trying to roll over into a sell. What does this mean to me? It means that, poten-
tially, the MACD could rol} over into a sell. However. at point 4 we can see that the MACD
is still in a buy. For me, this means that, for longer-term swing and position plays, I will still
continue to focus on the long side until the monthly MACD rolls over into a sell.
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The next thing 1 like te look at is the key moving averages. First 1 will look at the 200-
period EMA just to see where that is in relation to the cumrent market prices. This is the
strongest moving average and represents serious support of resistance—it was enough io stop
the crash of 2000, as seen at point 5. In this current snapshot of the S&P. the 200-period EMA
is way down at 849.60 and isn’t much of a factor in the current market conditions. However,
the fact that the market is trading above this level is bullish.

What is more relevant to the short term is the relationship between the 8- and 21-period
EMAs. The first thing Pm looking for is 10 see which moving average 1s on top of the other.
If the B-period EMA is on top of the 21-period EMA, this shows that the path of least resis-
tance is higher. If the 8-period EMA is trading below the 21-pertod EMA, this shows that the
path of least resistance is lower. This crossover is a confirming indicator for the MACD, as
the MACD will fire off faster. | like to use these moving averages in my entries. In this regard,
I will use these moving averages on the monthly charts just as 1 described how 1 use them on
the daily charts in Chapter 16, where I will buy pullbacks or short rallies to the 8-period EMA.
In this current chart, at point 6, I can see that the S&Ps are trading right at their 8-period
EMA. Since the B EMA is trading above its 21 EMA, this is a buy zone.

I also like to ook at where the 50 and 100 EMAS are tocated, but | don’t place as much
importance on them in terms of establishing a trade. I will use these more as targets as
opposed to entry pomts.

The last thing 1 look at is the squeeze. Most of the time the squeeze is not doing any-
thing, so I just glance at it to see if it is in the process of setting up a move. However, when
it does fire off, as it did at point 8, this takes precedence over everything else. When the
squeeze is on, then I'm in this trade until the squeeze 1s no longer valid. At point 7 you can
see that a long squeeze occurred in early 1995, This signal fired off at the beginning stages of
one of the strongest and most enduring rallies the S&P has ever seen. To that end, I like to
know when a sqgueeze 1s in play. I never fight the squeeze.

For this current chart, there isn’t a squeeze play that has fired off or is even developing.
Monthly squeezes are a rare occurrence, with only two of them in the last 10 years.

WEEKLY CHART ANALYSIS

Once | am done with the monthly char, [ take a quick glance at the weekly chart (see Fig. 18.2).
Note that here 1 have switched back 1o the ES futures contract, because with the weekly ES chart,
there is enough data to get accurate information going back a few years. Alf the same guidelines
apply. What I'm: most interested in here is what is happening as of today, April 5, 2005.

We can see at this point that the weekly chart has been m a MACD sell for about a
month, and during this time the S&P has fallen by about 60 points. The stochastics at point 3
have taken it on the chin and are oversold. Remember, however, that I couldn’t care Jess about
that. What I'm interested in is the weekly MACD at point 2. Is it turning higher? No, it is still
in a sell. In addition, the squeeze at point 3 has three black dots. This is not a signal, but it is
a heads-up that a squeeze is in progress, and [ want to pay attention to which direction this
eventually fires off. Finally, I look at the moving averages at point 4, and I can see that the
B EMA has crossed below the 21 EMA, a bearish developmeni. We are right at the 21 EMA.
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What to do here? This is what I call a mixed market. The monthly chart is bullish, and
the weekly chart 1s bearish. In this situation, the sell signals on the weekly chart will create
buying opportunities on the monthly chart. This is an important distinction to understand. Just
because the weekly chart is in a sell doesn’t mean that the world is coming to an end. Yes, 1t
absolutely creates shorting opportunities. but the monthly charts are still in a buy, and this
means that the longer-term path of least resistance is higher. I want to point this cut because
typically this type of situation creates many bears and many negative attitudes, because a
weekly sell signal can generate a devastating beating to bulls. But, in the bigger scope of
things, I'm looking for the weekly chart to turn higher and move back in line with the monthly
chart. The best trading opportunities cccur when the weckly charts line back up with the
monthly charts.

For setups, the weekly chart is still ini a sell. meaning that shoit setups are appropriate.
However, before I would set anything up, 1 would want to first lock at the daily charts to see
if the pressures on this timeframe are lower or higher.
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DAILY CHART ANALYSIS

Although | will use the monthly and weekly charts to help me determine the path of least
resistance for swing and position trades, it is the daily chart that I drill down to in order to get
my specific entry levels. Figure 18.3 shows the daily chart of the S&Ps, and now it is time for
me to set up a trade. The first thing I notice is that the stochastics at point 1 are turning higher.
I then of course lock to the MACD at point 2 to see what it is doing, and it is also trying to
turn higher, though it hasn’t quite done it yel. At point 3 | see that the S&Ps have held a test
of support at the 200 EMA. However. at point 4 the 8 EMA is trading below the 21 EMA,
which is negative. The squeeze also doesn’t help me out because there aren’t any signals on
it at this time.

Okay, so now 1 have a bullish monthly chart, a bearish weekly chart, and a beanish daily
chart that is trying to turn bullish. Can I do anything with this? There really isn’t a clear
answer here. It’s time to keep on drilling down. Let’s visit the 60-minute chart.
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60-MINUTE CHART ANALYSIS

The 60-munute chart reveals a bullish stochastic at point 1, and when I check the MACD at
point 2, I can see that the MACD is also pointing higher, which is bullish (see Fig. 18.4). In
looking at the moving averages at point 3, | can see that the 8 EMA s trading above the 21
EMA, which is bullish, but the market is below its 200 EMA., which is beartsh. Is there a trade
here? Take a moment before reading on and figure out what you would do in this situation. |
want you to take a trade based on what we’ve just talked about. Would you go long or short?
What's your entey level? What's your stop? What's your target? Spend a few minutes on this
before moving on to the next paragraph.

Today is Tuesday, April 3, 2005. Here is what 1'm going to set up for tomorrow,
Wednesday, April 6, 2005. I'm going to set up a buy order at 1183.50, right above the 8-
period EMA. Since this is a 60-minute chart, I'm going to use a target of 4 of 1 percent,
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which is 5.9175. 1 will round this up to 6.00, which would make the target 1189,50, This is
right below the 200 EMA, which is a good place for a target. If the 200 EMA had been
below my target, then 1 would not take the trade. My stop will be 2.95875 (% of | percent),
which I will round up to 3.00. This makes my stop 1 180.50. This 1s just below the 21 EMA.
I we get up % of 1 percent in the play (three points to 1186.50), I will move my stop up to
the 21 EMA and trail it from there. If this locks familiar, this is the propulsion play
described in Chapter 16.

For my swing plays, [ want t¢ play them in the direction of the path of least resistance
according to the MACD. The monthly charts are higher, and the daily chart is about to turn
higher, Two of the three timeframes are pointing higher. Then when 1 drill down to the 60-
minute chart, { see one of the setups that [ utilize staring me right in the face. So I set it up.
Simple as that.

However, before we get too excited about a potential play, iet’s double-check the path
of least resistance by looking af two more charts.

DAILY RS1 CHART ANALYSIS

While the previous charts give me an idea of the overall buying or selling pressure, as well as
give me an indication of key levels | need to be watching out for during the next trading day,
there is still a piece missing. What 1 want to see next is if there are any bullish or bearish diver-
gences in the seven-period relative strength index (RSI). These are a heads-up to a pending
market reversal.

In Figure 18.5 we can see that at point | af the top of the chart, the S&P made a mice
rally into the end of 2004. However, if we look at point 1 at the boltom of the chart, we can
see that the seven-period RSI was making lower lows, while the S&P was making higher
highs. This is a massive bearish divergence and essentially is a heads-up that the current raily
is not going to last.

That’s great, but how does a person enter that trade? That is a great question. Think a
minuote before going on to the next paragraph and decide what you would do in this situation
with the tools you’ve learned so far in this book. The market is rallying. but there is a bearish
divergence. I'm looking for the market to fall—how do | enter?

There are a couple of different ways to enter. Plays described in this book that worked
well in this situation are discussed in Chapters 8 (Scalper Buys and Sells), 11 ¢Bricks), 15
(HOLP and LOHP), and 16 (Propulsion Plays). This comes back 1o the fundarnental basis of
my whole trading plan—even if I feel 100 percent sure that the market is going 1o rofl over, 1
will not establish a short position until one of my setups generates a short signal.

Now if we got to point 2 in the upper right-hand portion of the chari, we can see that
prices made lower lows. Then if we look to point 2 in the lower right-hand portion of the
chart, we can see that the RSI made higher lows, creating a bullish divergence. This sets up
a potential reversal in the markets, meaning that 1 want 10 focus on the long side. This con-
firms that the play we just set up in the last section with the 60-minute charts is the right way
to go.
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60-MINUTE RSI CHART ANALYSIS

On this 60-minute chart (see Fig. 18.6) there are two bullish divergences in place within the
current market action. ['ve marked one of them—can you find the other one?

The one Fve marked shows the RSI making higher highs, yet prices bave not made
higher highs, This is bullish. The RS] is essentially leading the market higher. The second
divergence takes place when the ES made Jower lows on April 1, yet the RS made higher
fows. This is a bullish divergence and also positive. After locking at both these RSI charts, we
can clearly see that the long side is the path of least resistance in the short term,

What if P'm wrong? What if news about oil hits tomurrow, driving it higher by $5 a bar-
rel and that kils the stock market? Then I'm stopped oul. Next trade. This is about putting the
odds in your favor, not guarantees.
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INDEX RADAR SCREEN ALERT

Looking at one index in a couple of different timeframes can be a handful 1o track. But what
happens if you are looking at all these different charts and timeframes for three to four dif-
ferent indexes, a couple of sectors, and a handful of stocks? It can get confusing. However,
knowing what’s going on across multiple teading mstrurnents and multiple timeframes gives
a trader a much better feel for the overall markets. To that end, F've put together the foltow-
ing table to help me keep it all steaight (see Fig. 18.7).

This table gives me the opportunity to write in my chart interpretations in an easy-to-
read, take-it-atl-in-at-a-glance worksheet. With the key indexes that I'm viewing on the far
left, 1 can then go through the stochastics, MACD, RS1, and squeeze on all the different
indexes in all the different timeframes. For stochastics and MACD, 1 have M, W, and D as
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headings for monthly chart, weekly chart, and daily chart. For the RSI and squeeze 1 have W,
D, and S as headings for weekly chart, daily chart, and sixty-minute chart. [ can then go
through and see at a glance that the monthly and daily MACDs are in buys across the board,
and the 60-minute RSIs are also in buys (as they are showing bullish divergences) as well as
some of the daily RSls. For the squeezes, 1 have N, R, S, and B representing neutral, red dot,
sell, and buy. Neutral just means that there currently isn’t a signal in place, nor is a squeeze
even in a heads-up. The red dot (which is the black dot in this book because of the black and
white charts) means that a squeeze play is setting up, but hasn’t yet fired. Whenever [ see a
market that is in R mode, 1 start paying close attention because 1 want to see when it fires off.
Finally, after it does fire off, if it’s a long squeeze, that is a B for buy, and if it is a short
squeeze, that is an S for sell.

It may seemn like a lot of work, but it doesn’t take long to do. The monthly and weekly
charts do not change very often—most of the attention 1s spent on the daily and 60-minute charts.
P update this table each evening after the stock markets are closed, and post the results in my daily
newsletters. One of the reasons T started sending out newsletters in 1999 was that it forced me to
keep these tables updated each and every day, no matter what else was going on in my life.

By having everything in place, I can see when one index is breaking down before all
the others, like the NASDAQ did in early 2005. When one index starts to buck an overall
trend, that is a heads-up that the rest are setting up to roll over as well.

SECTORS AND KEY STOCKS RADAR SCREEN ALERT

This radar screen alert is the same as for the indexes, except that this will have key sectors
and key stocks that I'm watching (see Fig. 18.8). It 1s set up just the same and works just the
same. When markets turn, you can see il first in the key sectors and stocks that make up
the index. Also, if I'm looking for trading ideas and 1 can see that the semiconductors, for
example, have just fired off a short squeeze, it is fairly easy to figure out where I should go
looking for short plays.

Both these radar screens are included in the daily newsletter 1 write. Traders who want
to do these themselves will benefit from the exercise. Traders who simply don’t have time or
like to have a second opinion can get these daily readings from my own research.
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THE KEY TO READING DAILY VOLUME

I like to waich the daily volume in the cash indexes to see how much activity there is going
on behind the moves. Each day I take the volume and key it into an Excel spreadsheet like the
one shown in Figure 18.9.

What I'm looking for is the strength or lack of strength behind the move. If the markets
push higher, I've got to see two things in order to validate the move: First, the volume has to
be greater than it was the day before. Second, the volume has to be greater than the 50-day
average volume. The bigger the difference in these numbers, the better the odds that the move
is the real deal and the start of something big. Conversely, if the markets have a big day to the
upside and the volume is lighter than that of the previous day and lighter than the 50-day aver-
age volume, then the more trouble T have believing in the move. The lower the actual volume
in relation to these other numbers, the greater the chance that the move was a mere probe and
15 going to reverse violently at the drop of a hat,

Think of it this way---a car going uphill on a full tank of gas has a much berter shot at
making it than a car that is running on fumes. High-volume days show the markets riding on
a full tank of gas, while low-volume days show the markets riding on fumes.

THE KEY PRICE LEVELS TO KNOW
EACH AND EVERY TRADING DAY

There is a specific set of numbers that 1 want to be aware of every day, because these are criti-
cal in helping me to establish trades and staying on the right side of the market (see Fig. 18.10).

I like to follow most of these price levels in the S&P futures, just because it is the
biggest and broadest index and tells me a lot about what is going on in the market. However,
I also hike to do the same in the Dow, NASDAQ. and Russell futures. For the sake of this
example, we focus mostly on the S&Ps, but bring in the other indexes for part of it as well.

The first thing 1 want to look at is today’s close in relation o the prior three-day highs
and lows. Did today’s price eclipse either of these levels or was it contained within these lev-
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Total 14B8.368.000 | 1472620000 1 1.07°. 1664046000 1982829000 | 156.08%
50 Day Avg’ 1.502,598,000 | 1.502.598,000 | 0.95% 2.010.802.050 | 2.023.950.200 1 17.24%
FIGURE 1810

S&9 Futures Prior Three Days Highs/Lowes + Monthly & Weekly Levels

TODAY'S CLOSE 1050.50
Prior 3 Days HIGH 1058.78
Prior 3 Days LOW 1043.25
Break and hold these levels today? Broke highs intraday, failed
Close: Upper/Middle/Lower a4 Today? Lower

Prior Week High/Low + Current Level?
Pricr Month High/Low + Current Level?
Low of High Week (week ending 10/17}
Low of High Month (mp ending 10731)
Number of days in current trend

1064.50/1043.25 Mid: Neutral
10585.75/995.00 Mid: Neutrat
1043.25 Above: Bullish
995.00 Above: Bullish

1 day down
10492.500n 11/3
1030.750n 10/28
994.00 on 9730
No Gap on 11/3
9587 on 10/28
9258 on 9730
1418.00 on 11 /3
1377.500n 10/28
1338.500n 10/2
Ne Cap on 9730

Key Gaps onthe S&P Futures:
S:20 am. - 4:15 p.m. Eastern

Key Gaps on the DOW Futures:
D30 a.m. - 4115 pame. Eastern

Key Gaps an the Nasdaq Futures:
D30 a.m. - 4:15 pom. Eastem

els? If it eclipsed either of these levels, then we have a trending market. H it stayed contained
mn these levels, then we have a trading range. It is very important to always understand what
type of market environment you're currently in, and this is one of the easiest and most accu-
rate ways to tell. If today is Thursday and the close is 1050.50, then you just look at a daily
chart and review the highs and lows for Wednesday, Tuesday, and Monday. Did Thursday’s
close make it past these levels, or was it contained within these levels?

I also like to note where the close was in relation to the day’s range. Did the mar-
ket close at the top or its range? If so, there is a good chance for upward continuation




tomorrow. Did it close near the bottom of its range? Or did it close in the middle—
indicating massive indecision.

Next | want to see where the highs and lows are located for the prior day, prior week,
and prior month. These are all important support and resistance levels, and { want to know
where they are sitting in relation to current market prices. 1 like to note if we are trading above
any of these levels. which is bullish, or below any of these levels, which is bearish. 1If we are
stuck in the middie, then | call that neutral.

After this ['m looking at HOLP and LOHP levels (as discussed in Chapter 15). Any
moves above or below these key levels are a major opportunity. 1 also like to note whether we
are trading above or befow these key levels, because that is also bullish or bearish.

The next number 1 want to know is the number of days in the current trend. The reason
for this is that many trends reverse after three days, so | want to be aware if we are in the third
day of a trend. Also, after six 0 seven consecutive days markets just lose their gas and faif to
move any further. I want 10 know about this so I'm not the last one jumping on the bandwagon.

Finally, I want 1o know where all the open gaps are sitting. Remember in Chapter 6
when we talk about open gaps lilling within 5-10 trading days? It’s important to know where
those gaps are located.

PIiVOT NUMBERS, OF COURSE

We have talk extensively about pivots in Chapter 7, so I’'m not going to explain again why |
look at them. However, | do like to have them handy so I can look at themn before the trading
day. By placing them in this eusy-10-use Excel spreadsheet (see Fig. 18.11), 1 can quickly
glance at these levels and see if any of them line up with the key price levels we just talked
aboul. Is the daily pivot also lined up with an open gap? That is important because that level
will be particularly strong on that trading day.

In addition to the daily pivots, 'm looking for confluence among the weekly and
monthly pivots with my list of key numbers (see Fig. 18.12).

KEY SENTIMENT READINGS

We talk about the put-call ratios in Chapter 5. 1 like to record where it closes on the day, as
well as note where the 10-day moving average of the put-call ratio is trading. While the daily
number 1s good for gauging market direction on that particular trading day, the 10-day moving
average pinpoints major market turns, The following chant (Fig. 18.13) from Decision Pomnt
shows the key turning points in the martkets based on the reading of the 10-day moving aver-
age on the put-call ratio. This is data that you can get from TradeStation, but I just subscribe
10 www.decisionpoint.com and get it there. It’s $20 a month and provides nearly every key his-
torical technical study on the planet, and 3t’s where I spend a lot of quality time each weekend.
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FIGUYURE 1811

~ Daily Pivots & Midpoints

T | 8P Futures | DOW ag Pitures |
High 1125.00 10315 1435.50 High
Low 1108.60 10163 1408.50 Low
Close 1122.50 10278 1431.50 Close
R3 1144.00 10506.33 1468.83 R3
Mid 1139.28 10458.50 1460.50 Mid
R2 1134.50 10410.67 1452.17 R2
Mid 1131.50 10377.50 1447 00 Mid
R1 1128.50 10344.33 144183 R1
Mid 1123.75 10296.50 1433.50 Mid
Pivot 1118.00 10248.67 1425.17 Pivot
Mid 1116.00 10215.50 1420.00 Mid
$1 1113.00 10182.33 141483 S1
Mid 1108.25 10134.50 1406.50 Mid
52 1103.50 10086.67 1398.17 52
Mid 1100.50 10053.50 1393.00 Mid
S3 1097 .50 10020.33 1367.83 $3

Figure 18.14 shows that whenever the put-call ratio gets near 1.00, this excessive bear-

ishness in the form of put buying puts a bottom into the markel. All these shorts then spend
the next several weeks frantically covering their positions. The opposite 1s also rue. When the
crowd gets frothy and overly bullish, driving the PC ratio to 0.70, the market is overloaded
with bulls and either halts its advance or rolls over.

1 also like to look at AAII investor sentiment, because this is a good gauge of how
traders are feeling about the current market. This is also a contrarian indicator. When there
are too many bears, look for the markets to bottom out and reverse. When there are too many
hulls, Iook for markets to take a breather or roll over.

Figure 18.15 is a chart is from April 5, 2005, the day ['m writing this. You can see that
we are at excessive bearish levels. This tells me that the market is looking to bottom out and
starting to beat up on all the shorts.

The other item [ have listed in Figure 18.13 is the daily arms index reading, which is
shown in Figure 18.15. This is the indicator we discuss in Chapter 5, and I'm looking for read-
ings of over 2.0 or under (.50 as key action signals.
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FIGURE 1812

| S&P Futures | DOW Futures | Nasdag

qFutures |

1159.00 10634 1485.00 High
Low 1101.00 10070 1388.00 Low
Close 1118.00 10208 1431.50 Close
R3 1209.00 11100.00 1565.33 R3
R2 1184.00 10867.00 1525.17 R2
R1 1151.00 10536.00 1478.33 =1
Pivot 1126.00 10303.00 1438.17 Pivot
81 1093.00 9972.00 139133 S1
52 1068.00 5739.00 1351.17 s2
S3 1035.00 9408.00 _ 1304.33 S3

~ MonthlyPivets
e L —

1158.75 10750 High
Low 1122.00 10447 Low
Close 1144 50 10582 147150 Close
R3 1198.2%8 11082.00 1687.50 R3
R2 1178.50 10916.00 1566.50 K2
R1 1161.50 10749.00 1514.00 R1
Pivot 114178 10583.00 1483.00 Pivot
$1 1124.75 10416.00 144050 51
s2 1105.00 10260.00 1409.50 s2
83 1088.00 10083.00 1367.00 $3

FIGURE 1813

Key Sentiment Readings

Reading Rating

Today’s Put /Call Close 0.78 Neutral
10 Day MA of CBOE Put/Call Ratio 0.74 Neutral
10 pay MA of OEX Put/Gall Ratio 0.97 Neutral

Investors Intelligence Advisor Sentiment

Bulls 56.30%

Bears 21.40840

AAIT Investor Sentiment

Bulls 58.009%

Bears 17.00%

Daily Arms Index

1.20

Neutral
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FIGURE 1814
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AAIl Investor Sentiment (¢ 2005 DecisionPoint.com
S&P 500 Large Cap Index (Meekiy) T181.30 +847 +0 7% 45808
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IT'S A GOOD IDEA TO KNOW
WHAT THESE PEOPLE ARE DOING

The last key number in this series is the NYSE member net buy/sell numbers, which 1 get
from www.decisionpoint.com. This shows whether NYSE members are net long or short.
If they are net long, it is because they have very strong reasons 10 believe that they will be
able to distribute their holdings to the public at a higher price. If they are net short, they
have strong reasons to believe that they will be able 1o buy back their inventory at a cheaper
price. These people make a lot of money, and [ like to follow what they are doing.

Figure 18.16 shows a couple of huge readings that came into play over the past few
years. The first was during the March 2003 bottom. These people loaded the boat with a
record amount of longs. Lo and behold the markets moved significantly higher shortly
thereafier. They sold their inventory all the way up and then reloaded the boat in October
2003 just before the next leg higher. Finally, in September 2004 they loaded the boat again
with a record number of long positions. The markets chopped around for six weeks and
then rocketed into 2005. If these people are loading the boat one way or the other, [ want
to know about ie.

FIGURE 1816

NYSE Member Net Buy/Self Weekly) (€) 2005 DecisionPoint.com
HY'SE Compasiie indes (Rieekly) FA70 00 +34 54 +0 5% 505
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MISCELLANEOUS ITEMS

The final things [ want to know about are any key economic and earnings reports that are
coming out on the day. I'm not concerned with every company that is reporting, but I want 1o
know if a big one like MSFT or IBM is coming out with numbers after the close. I also want
to know when key economic reports are going to be hitting the tape. There are iwo main rea-
sons for this. First, if traders are waiting for a key earnings or an economic report, they will
generally stand aside to see how the market reacts. This means that the markets are going to
be choppy, and [ don’t want to be trying to catch trends intraday if the markets are going
to be choppy. On these days I will focus on fading pivots levels and fading extrerne tick
readings—these are the best plays 've found 1o follow on days where the trading is light and
choppy. The second thing I'm looking for isn't the actual number itself, but how the markets
react to it. The number, whether it Is earnings or economic, has no importance. What is
important is if the market sells off on the news, rallies on the news, or ignores the news.

The market is efficient at pricing in information before it ever comes out. In addition,
large firms have access 10 the same research as the government, and they hire an army of
economists to figure out what the numbers are going to be before they are announced. These
reporis mean little in the grand scheme of things because they get priced in well before the
actual number is released.

The moral of the story? Find a couple of setups and stick to thern and don’t get sucked
into the “waiting for the next report™ game. Just because it’s hyped on CNBC doesn’t mean
it's a good idea to place a lot of importance on it.

s WHAT DOES YOUR MOTHER THINK?

My final piece of research has to do with random comments I hear {from people who are not
in the industry. A classic example is a recent conversation I had with my mother, who men-
: tioned that she had read about eBay in Business Week. Was il a good time to buy? Normally
% in situations like this 1 just run out and look for a short setup on the stock, but, because it was
my mother, I told her I would hold off on buying it for now. Then I shorted it. A few weeks
later it got killed on earnings.
1 Anything that is just now hitting the ears of the nontrading public is a major signal. This
typically means that the people who are usually the last to know are thinking about finally
getting in. I can’t think of a better topping signal in my arsenal of trading tools.

As I’'m writing this, there is this same flurry of activity going on in real estate. More
and more random people are talking about things like buying parcels of land sight unseen
from out of the back of magarines because “real estate is doing so well” It’s almost at the
same ferocity as when Beanie Babies topped out and crashed back to earth. Pretty soon we
are going 10 start seeing major magazine covers talking about how everyone is making money
in real estate. Shortly thereafter, prices will start to soften. And no, it’s not different this time.
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SUMMING UP THE PREMARKET CHECKLIST

P've got 4 quote on my wall that says, “Fortune favors the prepared mind.” There is a big dif-
ference between getting lucky on one trade and being able to consistently make money in the
markets. There is also a delicate balance between being prepared and overanalyzing, but
the basic set of tools and numbers discussed in this chapter will give traders a huge leg up
without drowning them in barrels of information.

All this data is available to every trader. It’s a good practice 10 take the time to go through
and line up this information each day. If you don’t have the time or would like supplemental
information, this is the same routine { go through each evening. 1 post the same daily checklist
I've reviewed in this chapier in a newsletter that comes out 5 evenings per week {each night
the stock market is open). In addition to this information, I also post the swing trades I'm set-
ting up the next trading day, with the exact entry, exit, target, and stop loss levels. There is one
newsletter that focuses on the stock indexes, and has plays in the stocks, options and futures
markets. There is also a second newsletter that focuses on the forex markets.

In addition to these key levels, | also include a nightly video embedded into the newslet-
ter that records my computer screen. With this technology, I'm able to flip through my charts
and make comments, discussing the way the vaious markets are setting up and talking about
what I think is going to happen—and the orders I am placing—for the next trading day. This
technology is great as it allows a person 10 look over my shoulder as F'm doing my research
each night. I don’t rehearse—it’s all recorded live so you get sy first impressions as well as
the coughs and telephone imterruptions. A trader can just click on the video link, turn up the
speakers on their computer, and watch and listen.

For information on the newsletters, you can visit the following websites,

* www.tradethemarkets.com
®* www.knowthemarkets.com
® www.razorforex.com

It’s probable that all of these websites will be tied in together by the time this book
comes out. As I'm writing this, we are in talks with forex brokers who are interested in pick-
ing up the forex newletter subscription costs for clients who trade through them. As this is “in
the works™ and not yet finalized, we thus have multiple websites “prepared.” Information is
also available toll free at 888-898-8118 within the United States and +! 512-2066-8659 for
callers outside of the United States.




THE TRADER'S
BUSINESS PLAN

No one ever won a war by dving for his courntry. He won it by
making the other poor dumb bastard die for his country.

—GENERAL GEORGE S. PATTON

WHO GETS TO THE WORLD SERIES—THE TEAM WITH A
PLAN OR THE TEAM THAT DECIDES TO WING IT?

A two-foot-long Arrowana is a voracious predator fish. A single-minded creature, it has
one basic rule of thumb that it follows each and every day: If it thinks something will fit
into its mouth, it will eat it. When traders visil my office 10 watch me trade, they are often
surprised fo learn that their first assignment is to feed Martha, my two-foot-long pet
Arrowana. They have to take the net, dip it into the feeder tank filled with goidfish, and
choose a victim. Martha is used to this routine by now and begins to shimmer with excite-
ment and anticipation. The goldfish is released. The water boils and churns as the predator

358
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lunges, and a few seconds later all that remains of Nemo 1s a few scales and a bit of fin.
Steve Patrow, a visiting trader, summed it up succinctly when he said, “That just seems
really cruel” '

“Yep,” I rephied. “Almost as cruel as sending a trader out into the markets without a
fully developed trading plan.” A trader who is trying to make 2 living in the markets without
a fully developed trading plan is in exactly the same position as the goldfish. Whereas one is
merely a meal for an Arrowaaa, the other is routinely preyed upon by professional traders. At
least with the goldfish the pain is over quickly. Traders without a plan can stretch out their
torment for years.

My first trading plan was created in 1993, eight years after | started trading. It was
a one-page document that has evolved over the years into the current fifteen-page plan that
1 use today. This evolved out of experience and from having other traders share their plans
with me, most notably Mark Cook, who utilizes one of the most detailed plans I've ever
studied. I update this plan annually. My plan expanded over the years as 1 realized the fol-
lowing truths:

* A superior per-trade tracking system had to be set in place.
® A specific day-to-day money management system had to be set in place.

* A methodology for holding specific trading setups accountable for performance
had to be set in place,

A reward and punishment system for myself had to be set in place.

My plan had to evolve and take into account the setups and markets that best fit my
personality,

Not only did [ have to incorporate trading into my plan, but T had to incorporate it
into my whole life to really make the plan work. One reality of trading is that this
is a profession that can take over a person and dominate their life. It is important to
recognize this and bring a more holistic approach to your overall trading plan. This
keeps a trader in the game for the longer term, helping to prevent burnout—a com-
mon occurrence in the trading world,

Every wader I've worked with has mentioned that the comprehensive business plan [
make them write has been the deciding factor in their own performance. “It was when I turned
the corner,” 1s a common phrase I've heard used to describe the action of writing out such a
detailed plan. What's in the plan? I'll show you the guestions 1 make myself answer every
year and take you through them step by step, Atter I'm done with this, I'll share a plan that
was developed by one of the traders I've worked with. What follows are the guestions and
excerpts of the answers from my actual trading plan for 2005.

WHY AM | TRADING AGAIN THIS YEAR?

The first question 1 ask myself each year is, why am I trading again this year? Although this
might seemn obvious, it is important to deliberately choose this occupation over everything
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else that’s available out there. This is applicable to whether you are trading part time while
you're holding down another job or are trading full time. Here is my answer:

The main reason I'm going to continue trading in 2005 is that I enjoy the financial
independence and freedom that trading has to offer. | also love the fact that £ can do this from
anywhere. because T don’t like 1o be tied down to any one location. I've never been good at
taking orders, so | appreciate that | don’t have a boss whom I have to placate. I enjoy meet-
ing other traders because they are the most random, eclectic, crazy, and interesting people
on the planet. 1 enjoy the mental challenge and stimulation that comes from trading, and 1
know if 1 stopped, 1 would miss it.

HAPPY WIFE, HAPPY LIFE

This is where | take stock of everything else that is going on in my life and how it might affect
my trading. By doing this, I figured out when 1 needed to hire my first assistant, when 1
needed to bring on another partner, and whatever else needed to be done to streamline my life
for rading. Here’s what [ wrote down for 2005:

I have a lot of activities going on in my life besides trading. P’m actively involved in
real estate investing, coin collecting, and traveling, and 1 have a lot of stuff going on with my
Web site and other financial market-related programs, 1 also have a lovely wife who expects
me to notice that she is a living and breathing human being, and 1've realized how important
it is to include her in my plans and keep her involved in the process, as well as being able to
“leave trading at the door” and spend quality time with her. It’s good for her, it’s good for me,
and it’s good for us, Happy wife, happy life.

My wife and | are expecting our fiest child, and we are considering moving from Boston
to Austin, Texas, where most of our family is located. | know that trading is my main occu-
pation, and the only way | can continue with these other things is if I’m making profits from
my trading. It is possible that | will drop some of these other activities if they become a dis-
traction. I will compartmentalize and focus on trading during trading hours. To help with this,
I have someone who ruas the day-to-day operations of the Web site, have a cook and maid to
handle all routine daily chores around the house and office, and somecne else who helps man-
age my other investments. I will focus on writing newsletters that only pertain to my own
trading, instead of writing about what 1 think other people want to know about. These
newsletters are mostly for me to help force myself to clarify my own research and continue
to find new trading ideas. Do not try to please all the people ail the time.

I won’t try 1o day trade if I am traveling or on vacation. It’s okay to have swing trades
on and manage existing positions, as long as [ have a stop and target in place and ! don’t try
to “out think” the position intraday. If [ have distractions going on, I will not trade. Get rid of
the distractions first. Examples include having uninvited guests over, morning phone calls,
people instant messaging you in the morning asking about a trade, and so forth. Take care of
the distractions. [gnore phone calls and instant messages until after 11:00 a.m. Eastern. Or
better yet, turn them off. Don’t be accommodating just to be nice. The path to hell is paved
with good intentions.
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WHAT MARKETS AM | GOING TO TRADE?

This ts where 1 lay out all the markets 1'm going to trade. Beginning traders should be focus-
ing on only a few markets. Once a trader decides. he or she should stick with those markets
for a year instead of locking for the “‘next great thing.”

For day trades, I'm going to trade the mini-sized Dow (YM), E-mini S&Ps (ES), E-mini
Russell (ER), 30-year bonds (11.S.), and the major currency pairs in the forex markets. For
swing trades, I will trade the E-mini Nasdag (NQ), [O-year notes (TY). corn (C), wheat (W),
soybeans (8), crude oil {CL.), gold (GC), silver (S1), single stock futures, individual stocks,
and stock options, in addition to swing trades in the major currency pairs in the forex markets
1 will allocate my total trading funds as follows:

® 75% intraday trades (ES, YM, ER, US, forex markets)

& 25% swing trades on futures (NQ, TY, C, W, S, CL., GC, SI, single stock futures,
forex markets)

® 25% swing trades on stocks
® 75% swing trades on stock options

WHY THESE MARKETS? WHAT SPECIFIC TRADING
STRATEGIES AM | GOING TO USE?

This is a really important part of the plan. Traders should have a specific setup for each mar-
ket they are trading. This way the setup can be tracked for performance. Each setup should
be independent of itself. This means a trader could have a short on the YM for a gap play
and a long on the ES for a pivot play simultaneously, and then track the performance of each
setup separately.
For intraday trades. I will use the following plays:
® YM: gap plays, tick fades, and pivot plays
® ES: squeeze plays, scalper buys and sells, and brick plays
® ER: squeeze plays and pivot plays
® US: break of the high/low 15-minute bar, squeeze plays
® Forex Markets: box plays, squeeze plays, break of the high/low 15-minute bar
For swing trades, | will use the following plays:
® All futures and forex plays: daily squeeze plays, box plays, break of the high/low day,
8/21 EMA for swings (for single stock futures}
¢ All stock plays: daily squeeze plays, box plays, break of the high/low day, 8/21
EMA for swings
* All stock options plays: daily squeeze plays, break of the high/low day, 8/21 EMA
for swings

The key with this 1s that if I don’t have a specific setup in one of these markets, then
I'm not taking a trade. I just wait until something sets up.
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HOW MUCH MONEY AM | GOING TO ALLOCATE TO
EACH TRADING STRATEGY AND SETUP?

Determining how much money to allocate to each trading strategy and setup is, of course, crit-
ical. The key is to find an allocation that doesn’t cause any stress, allows the chance for a trade
to do its work, and won't violate any daily drawdown rules. One of the biggest problems ! see
with newer traders is that they are trading way too big in relation to their accouni size. Trading
10 lots on a $10,000 account is like inroducing your mistress to your wife. Yes, you can do
it, but that doesn’t make it a good idea. (Luckily my wife has a great sense of humor.)

The following allocations are based on a per $100.000 basis. The number of contracts
or the position size to be used are as follows:

Intraday Swing Stock
Futures/Forex Futures/Forex Stocks Options
Trading Each Each Each Each
Vehicle $100,000 $100,0660 $100,000 $100,000
¥M, ES, US 10 contracts
ER 5 contracts
NQ, TY C, W 5 contracts
S, GC, 8I, QM 3 contracts
Forex 8 contracts 2 contracts
SBFs 10 contracts
Stocks 15% of
account
toward each
position
Options 15% of
account
toward each
position

These numbers will seem conservative (0 some of you and aggressive to others. 've seen
traders take a $100,000 account and start trading 60 ES contracts at a time. Pretty soon they
are trading six contracts, because that’s all the money they have left to trade. The goal with
this plan is to make a living, not a killing.

WHAT EXECUTION METHODS WILL | BE USING?
WHAT PARAMETERS?

This is where I decide my primary execution method. Am I scaling in? Scaling out? Geiting
all in and all out? What is my risk-to-reward ratio? This is a lengthy part of the plan as I will
write down sample plays for all my categories. I'm not going to do that with alt my plays here,
but I will spell out my parameters for gap plays.

For all of my intraday plays. | will get in all at once and scale out as the position goes
my way. The target on the first half of my play will be small, the equivalent of 1 to 2 ES, or
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10 ¢ 20 YM points. Once 1 have this initial profit, I will give the second half more room to
play out. For my swing plays, I will get in all at once and get out all at once, trailing my stop
to protect any gains.

For 5-minute squeeze plays on YM, get in all at once, using 10 contracts per $100,000.
Use a mechanical targer of 10 points on the first half for choppy days, and 20 points on the
first have for more volatile days, as determined by the volume on the ES on a five-minute
chart (Chapter 3). If the target on the first half is hit, move your stop up to breakeven. Stay in
the trade until one of four things happens:

® Your stop is hit.

®* You get a reading of 800 ticks in the opposite direction of your frade.
® There is a reading of 1,000 ticks in the direction of your trade.

* The squeeze loses momentum.

I do this for each of my plays so there is no question as 1o how they should be executed.
This is crucial because it ties in directly with the next portion of the plan.

HOW AM | GOING TO TRACK AND RANK MY TRADES?

This is where 1 detail how I am going to track each of the setups I trade and how they are
working. | track this information in Excel, which calculates a running average.
I will track all my trades and rate themn as follows:

1. Target hit

2. QOut at a different price from target, but profitable
3. Qut at breakeven

4. OQut at a different price from stop, but a losing trade
5. Stop hit

I'will add up my daily score and divide by the number of trades to get an average. This
provides a “grade point average” on the different setups and how they are doing. | separate
the trades by the specific setup that is being used. At the end of the month, I will have an aver-
age by setup, and an overall cumulative average. This will help me to weed out the setups that
aren’t working. For example, I may have something at the end of the month that reads, “Gap
plays: 4.24, squeeze plays: 3.57, pivot plays: 3.87.7 By looking at this I can see trends in these
setups and potentially drop setups that aren’t working, or allocate more funds toward setups
that are working. It is imperative that traders do two things well in order to do this. First, they
have to spend 10 minutes a day keying their trades inte an Excel spreadsheet, or into a jour-
nal. Second, they have to follow their setups the same way each and every time. This brings
me to an important rule regarding my trading plan:

Any trade I take that does not fall into a specific setup or chart pattern 1 have outlined,
Iwill label as an “impulse play.”
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This includes plays in which I took a specific signal to get in, but got out of the trade too
late or too early because 1 wasn’t paying atiention or because I was feeling hopeful or scared
or whatever. This is a weakness, and if T succumb to this temptation, I must track it and see the
irnpact it has on my trading. I know from past experience that the results of any of my “impulse
plays™ over time are poor, and this reminder keeps me from taking these trades. However. [ do
not want to get lax, and 1 will continue to write these down and track them if T take them. 1 will
jot notes on these trades. Did I jump in too soon? Did I miss a fill? Did I chase? I have found
that by tracking these things, 1'm also holding myselt accountable. The more I start tracking
my trades, the fewer impulsive trades I take and the fewer overall amateur mistakes 1 make.

To this end, 1 also grade my trades on how well [ followed the setup. [ will give a trade
a “5” if I tollowed the setup to the letter—whether or not it makes money. Any trade thar is
not a 5 is an impulse play. You have to be brutally honest with yourself here. If not, you're
only hurting yourself and anyone who depends on your trading income.

1 will also note any overall trends in my trading. How many days did 1 start off losing
but ended up on the plus side”? How many days did [ start off strong only to give it all back?
What was going on that day in terms of interruptions, phone calls, family stuff, and the like?
I know from past experience that 1 get in trouble when | start off strong and start to go for
“bigger trades with house money.” 1 will keep track of any days in which I let greed get the
best of me, then work on reducing the number of those days.

WHAT ARE MY DRAWDOWN RULES?

If [ am down by 15 percent for the month. 1 will cut my positien size in half for the rest of
the menth. If 1 am dewn by 20 percent for the month, 1 will stop trading the rest of the month.
If 1 hit a 30 percent total drawdown, it 1s time for a six-week break from trading. My daily
drawdown max for intraday trading is $3,000 per $100,000. If at the end of the day 1 exceed
this level, 1 am on probation the next day. If | exceed $3.000 per $100,000 again that week, 1
am done for the rest of the week. This is my punishment for breaking my trading rules.

I have to point out that many hedge funds and money managers are much more con-
servative when it comes to drawdowns and annual targets. A monthly drawdown of over 5
percent for a hedge fund can be devastating to its business, and an annual gain of 20 percent,
year after year, opens the floodgates to billions and billions of dollars for any fund. [ have
a couple of comments on that.

First off, the day-trading strategies discussed in this book are not going to work on a
$400 million fund. There is nowhere near enough liquidity to get in and out of the markets
with that much money in that short a time frame. Many funds, however, will allocate a por-
tion of their $400 million to take advantage of intraday trading opportunities [ describe in this
book. Out of $400 million, how much would they allocate? Maybe a million. That is % of 1
percent of the entire fund.

I bring this up because people need to treat their trading account for what ¢t is—a high-
risk way to make a living. Most of a trader’s funds should be kept in conservative vehicles—
things like bonds or funds run by conservative money managers. Only & portion of total funds
should be allocated to an aggressive trading account designed to generate moenthly income.
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WHAT ARE MY PROFIT RULES?

My target daily average goal for intraday trading is $500 per day per $100,000. This is con-
servative and achievable, and it adds up quickly. 1 will focus on generating five $2.000 per
$100,000 days per month. This means | don’t have to trade every day. I know from past expe-
rience that my best trading days are Tuesday, Wednesday, and Thursday. Therefore, I will focus
more on trading these days. If I am up over $2,000 per $100,000 before noon, T will continue
to trade until | have a losing trade, at which peint | will stop for the day. If [ have a day in which
I make $3,000 per $100,000, 1 will take the next day off to escape those feelings of euphoria
that cause traders to do stupid things like double up on positions or trade without a stop. 1 will
stop trading for the rest of the month at $20,000 per $100,000. 1 will track my daily equity
curve through using an Excel spreadsheet.

I will withdraw 50 percent of my trading profits at the end of each quarter. I will never
add money te an account that is down. and 1 will never meet a margin call. 1 will add money
to an account that has proved itself with positive returns. The reason I will withdrawal prof.
its is because this is the best way to protect them. It is with these profits that [ get to invest in
more real estate, buy more gold coins, pay for a family vacation, and fund my projects. It also
is a reminder that the numbers on the screen are real and represent real cash.

WHAT IS MY OFFICE SETUP GOING TO BE LIKE?

1 have a separate condo that I have set up specifically for trading. The condo is sparse, one of
the bedrooms is completely empty, and the other bedroom is set up as an office for my assistant.
1 have taken over the living room as my trading station, 1 have S computers and 12 monitors. |
have cable Internet access with back-up dial up, plus two phone lines, a fax, and a cell phone if
things go wrong. My goal this year is to get another assistant who helps only with order entry,
and to program more of my trading setups to generate mechanical signals. | have had my trad-
ing office located at “regular™ office space but found the solicitors and general banter too dis-
tracting for trading. Also, when other people in the office building found out I had quote screens
all over the place, they would start stopping by to check out whit the markets were doing. This
was fine the first few times, but then it got real annoying, real quick. In contrast, in my private
office, I have pictures on the wall that | enjoy and a large fish tank to watch when [ want a break
from watching the computer screens. And best of all, no unnwanted interruptions.

WHAT ARE MY REWARDS
IF MY TRADING IS GOING WELL?

This is where [ establish goals that motivate me fo stick to my plan. [ know that if 1 stick to my
plan, my trading has a better chance of succeeding. And if I succeed. [ get to reward myself.
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If I hit 60 percent for the year, I will take the next four weeks off. If this occurs in the
fourth quarter, 1 will take the rest of the year off. I could go for more money, but it’s enough.
For 2005, I want to spend two weeks in northern [taly and Switzerland. [ want to take four long
weekends and go o a beach and do nothing. I want to visit Australia, Hong Kong, Taipei. and
Tokyo this year, whether on business or for pleasure. [ like 10 watch movies, and I would like
to upgrade my home theater system, [ have a farm in southwest Nebraska, and I would like to
buy another section of farmland in that area. I realize that I need to focus on the setups and not
focus on the money needed for the rewards. If I focus on the money, 1 will lose. If T focus on
the setups, | will win.

ARE THERE ANY GROUPS, PEOPLE,
OR ORGANIZATIONS I’'D LIKE TO HELP OUT THIS YEAR?

I used to send money to the Salvation Army, but 1 don’t really feel any impact when I donate
mongy to big charities. I would rather help out individuals. Each year I find a struggling artist
who has talent and support that person for a year, and | provide start-up funds to an inner city
youth who wants to launch a business. My rule for this is that I never give the funds o peo-
ple who find out that’s what I like to do through an article and e-mail me. I look for people
in my local area by asking teachers and other school personnel. [ also like to spring for the
occasional vacation that brings all the family members together.

WHAT ARE MY SPECIFIC PLANS FOR
STAYING “ON PLAN” THROUGHOUT THE YEAR?

This is where I add any notes | have gained from my own experiences to help me stay prof-
itable in my trading.

After you have a $5.000 per $100.000 day, escape any feelings of euphoria by taking
the next day off and deing something that humbles you like playing golf or flying a plane or
sparring with a black belt in tai kwon do. Do not trade the 3&Ps between 12:00 noon and 2:00
p.m. except if you are managing an existing position (do not initiate any new trades). Between
8:30 a.m. Eastern and 10:30 am. Eastern leave your instant messaging service off, do not
check e-mail, and de not answer phones. In the trading room let people know you will
not answer questions during this time. Minimize the trading room window so you do not read
what is going on in the room. You can talk about what you are looking at and what you are
deing over the microphone. If people have questions, they will have to wait. If they don’t like
that, they can leave. Do not trade anything during the overnight 5&P session. Better yet, don’t
watch it either. If you quit early because you had a 20 percent month, physically get away so
you cannot trade, Go to Cape Cod if it is summer or go skiing if it is winter. Do not trade after
12 noon on Fridays. Focus on trading lighter during the last three days of options expiration,
or not trading at all. Review your performance during this time and consider this as your time
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off during the month. For the past year the market seems to do absolutely nothing during this
time. Focws heavily on the first two trading weeks of the month. After the first two trading
weeks are over, take the pext two trading days off and get away from the markets. Give your
brain a rest. Take off the entire week of Thanksgiving. Take off the last two weeks of the year.
Plan your vacations in August so you won’t be missing anything.

WHAT AM | DOING ABOUT MY PHYSICAL HEALTH?

Your ability to trade effectively and consistently directly relates to your physical well being.
You sharpen your mind through physical activity and plenty of exercise, as well as healthy
eating. I'm going to share with you my recent health experiences. | debated about whether to
include this or not, as this is a book on trading, not on health kicks. And, of course, I’m cer-
tainly not a doctor. However, I do feel strongly that optimum health is important for a trader,
so 'l talk abour my recent experiences and you can take it for what it’s worth.

I've always been health conscious, though [ certainly go through “less healthy™ periods
of time. | try to work out regularly, watch what I’m eating, not drink too much aleohol or caf-
feine, and take vitamins. Last year, when | was 34, [ took a couple of physical fitness tests
and detailed exams, and was surprised by the results. First off, my cardiovascular health and
flexibility were rated as excellent. This means that my running and aerobic activity over the
years were keeping me in good shape. That was where the good news ended, | then discov-
ered my body fat percent was much higher than | thought, and I would need to lose 20 pounds
of fat. This was a total surprise. Second, | discovered that 1 had an extremely low pH level,
which means that my body was highly acidic. I then went on to find out the many pleasant
things that are associated with baving a continuous low pH/hegh acidic reading in the human
body. Seme of you will know what this means, while others of you won’t. I'm going to con-
dense this as much as possible and share it. so people who are interested can research this for
themselves, form their own opinions, and make their own decistons regarding their health. ]
swear on my unborn child that this is not going to lead into a multilevel marketing pitch.

In a nutshell, a low pH level (high acidity) is the root cause of over 30 percent of all dis-
eases leading 10 hospitalization, including all the killers like heart disease and cancer, as well
as psychological diseases. More specifically, it causes plaque to form on artery walls, and it
causes imbalances in the brain which lead to insomnia, anxiety, and impairment of memory. It
also leads to calcium deficiencies as calcium is pulled from the bones o tight the high acidic
levels in the body., which leads to weakened or collapsed vertebrae, poor posture. and back
pain. A high acidic reading in the body leads to dysfunction of the digestive system causing
indigestion, gaseousness, bloating, and abdominal cramping. Because of this, not enough
nutrients get absorbed from the food we eat, and the entire body can experience malnutrition.
This also causes undigested foods to ferment in the intestines, causing toxicity. High acidity
also interferes with the basic functions of the colon, causing constipation as well as many other
pleasant side effects. The list goes on and on with the immune system, respiratory system, uri-
nary system, and glandular system all affected by a low pH level (high acidity) in the body.

I had no idea about any of this untit I was told about it, and I was admittedly obstinate
with the doctor when he was telling me about this. Did [ have cancer? No. Were my bones
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weak? No. He assured me in time this would become a problem, but he did pinpoint an imme-
diate problem, and that was with my digestive system. He asked me if | had to take antacids
frequently because of heartburn. “Yep.” [ answered. He also asked, rather delicately I might
add, if, upon emerging from the bathroom after “doing my business™ 1 noticed a strong.
almost embarrassing odor. This applied equally to any gas | might be passing into the atmos-
phere. “Uh, yeah, that happens sometimes,” I said. He smiled and told me this was due to the
high acidity in my system, which caused the digestive system to falter and not fully digest
the food I was eating—-which also was the cause of my extra 20 pounds of fat.

Before | embarrass myself further, let’s jump into the next obvious question. What
causes high acidity? Not surprisingly, it's the foods we eat—mostly the ones that are manu-
factured and come in cans or boxes. Even more so, it is based on what we drink. Sodas are
the worst culprit, regular or diet. [ used to suck down three or four Diet Cokes a day. I love
sodas. Unfortunately, the more doctors I've talked to, the more convincing the argument that
sodas are killers. just like cigarettes. Believe me, that is something | never thought would be
coming out of my mouth. [ stopped cold turkey and haven’t had one since.

With respect to diet, | found it amusing that many of the things I thought were healthy
were responsible for my current condition. In the mornings, 1 weuld pour soy milk on my
cereal. Well, while soy is good for you, processed soy is like drinking soda, and most cereals
are highly acidic because of the high proportion of refined Hour in them. For lunch, | would
have a sliced turkey sandwich, soup, and a diet soda. Well, the turkey is bad because pack-
aged lunch meats carry nitrates that ruin a person’s stomach. The bread was bad because of
the refined flour, and of course the soda was bad. For dinner | would have something similar
to what I had for tunch.

To top if off, I also found out that all of the vitamins | 0ok were worthless because
they were synithetic. This applies to every vitamin a person takes that lists ascorbic acid for
Vitamin C, which is pretty much every vitamin. What about all the health benefits that you
read about and hear in the media? It’s called marketing.

Anyway, here is the list of foods by category, regarding overall health for the body. Feods
that promote a healthy pH level are listed first, and the “killers™ are listed at the bottom.

1. Eatall you want

® Raw fruits

® Raw vegetables {or lightly steamed)

® Brown rice

* Selected herbs

* Unprocessed fruit and vegetable juices

& Whole grains

& Ezechiel bread (also referred to as flourless)

® Drink one ounce of water for every two pounds of body weight each day.
2. Eat with some moderation—one part for every three parts from item 1

® (lean meats, cooked rare

# Roast fish

® Eggs
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® Raw dairy
® Unrefined molasses
® Raw nuts and seeds

3. Occasionally
® Processed cheese
® Commercial pizza
® Commercial butter
& Real ice cream (no gum)
¢ Canned foods
® Alcohol
® Cotfee
® Pasteurized dairy

4. Not in this lifetime
& Soft drinks
® French fries
¢ Doughnuts
® Potato chips
® Refined protein powders
® Margarine
* Mayonnaise
® Hydrogenated oil snacks (salty snacks)
® Diet soft drinks
® NutraSweet/aspartame
® Processed soy (soy milk, soy cheese, soy protein isolate, soy lecithin)
® White bread

Admittedly, eating these foods from the first group en a regular basis took some getling
used to. I love cereal. but now in the mornings [ eat oatmeal with fruit. [ love deli sandwiches
and sodas, but now for lunch T eat a Greek salad with grilled chicken and water. For dinner
T'Il have vegetables, salad. and either chicken or fish. For snacks throughout the day, instead of
grabbing something from the vending machine, 'll have an orange, a banana, or a handful
of raw almonds that have been soaking in water. [ still drink alcohol, but only on Fridays and
Saturdays—and only a few drinks. The biggest challenge was cutting back on caffeine, but
I went at it piecemeal, reducing consumption over the course of a couple of weeks. Once |
adjusted, I noticed I had more energy because T was drinking so much water. The biggest
change during the 1rading day is that instead of sucking on sodas and coffee and having my
energy move up and down like a stochastic on a five-minute cha, I drink six bottles of water
{16.9 ounces each) a day, and my energy level stays high and constant. The transition was dit-
ficult, but after four weeks of doing it, I couldn’t imagine going back to my old habits.
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F'm including this information because it was a reat eye opener for me, and a big key
to my improved health. One side benefit to all this, besides fecling better and sleeping better,
is that | lost the extra 20 pounds | was carrying in five months, without increasing the amount
of exercising I was doing. 11 was just a matter of eating foods that helped the functions in my
body instead of harming them.

For anyone interested in more information, a good place to start is a book called
Alkalize or Die, by Theodore A. Baroody. Also, you can go on Google and search for “acid
and alkaline foods” or “high pH foods,” and you will get all the information you need. If you
are interested in the tests I took, feel free to contact me and [ can give you more informa-
tion. My own rescarch has convinced me that by eliminating refined sugars and refined
flours from our diet and significantly increasing our intake of clean water, we are prevent-
ing more health issues than just about anything else we could do. Good health and good
trading go hand in hand.

CONCLUDING THOUGHTS ON MY PLAN

This is the plan. The key here for me is complete and accurate daily records so that | can
assess my trading, review my progress on a month-to-month basis, and make changes in my
strategies based on my performance. T also want 1o incorporate other areas of my life into
my trading plan, since irading is a very central and important pant of my life.

I’ve shared my actual plan with 4 number of traders whe have come up to the office wo
trade with me for a week. One of my goals in working with traders is to help them identify
the markets and setups and timeframes that best suit their personality, and then [rom there
help them to put together a game plan. Once they leave, they then e-mail their business plan
to me, and I crinque it for them and send it back. One of the maders who went through this
process is Eric Grywalski, I've asked Erie if he would be willing to share the plan he created.
because it is very specific to the beginning trader.

In spending time with him, 1 could see right away that he was highly intelligent and
highly perceptive. Unfortunately, after the first few hours of trading, I could also see that he
overanalyzed everything. Instead of jumping into a trade on a predetermined signal, Eric
would continue 10 analyze the market to make sure the trade setup was really a winner, When
he finally did get inte a trade and was stopped out, his first statement was, “What am I doing
wrong?" This tendency Lo overanalyze the markets is a problem for a specific group of
traders, especially analytical and logical thinkers who are fooking to make sense out of the
“chaos and randomness” of the markets. To combat this, I had him focus on simple setups that
required minimal anatytics, and to formulate an exit plan with the same idea in mind—exits
that were mechanical or that met a specific set of simple criteria. Eric had some irading expe-
rience on a swing basis before coming to visit, so he'd already had some experiences with the
market under his belt. However, he was very new to intraday trading, and this is what he
wanted to focus on. His plan follows, and I'll turn this over to him. ftems in italics in his plan
are my notes from the initial feedback 1 gave him on his first draft.
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A SAMPLE PLAN FROM A BEGINNING TRADER

My name is Erik Grywalski, and my trading plan was developed with the new trader in mind,
using John’s plan as a model. Defining a handful of solid setups, creating nutes to govern my
behavior in a limitless environment, and integrating proper trader psychology are key themes
in my plan. As a beginning trader, [ also wanted to focus on keeping my expectations realis-
tic by not focusing on “making a kifling in the market”™ Forming good habits early on and
learning from my mistakes will be critical toward staying in the markets long term, which is
every aspiring trader’s ultimate objective.

Overall, my plan lays out three, high probability sctups that [ learned from John Carter
and Hubert Senters during the week | spent trading with them. Gap, pivot, and squeeze plays
allow traders to take advantage of market behavior that occurs on a fairly consistent basis
throughout the trading day. Gap plays position a trader for the contra move that often follows
morning gaps, while pivot plays anticipate potential turning points in the markets that are
identified before the trading day. Squeeze plays allow traders to capitalize on the market’s
tendency to fluctuate between low- and high-volatility states.

Last, more important than the actual trade setup is trader psychology. Without estab-
lishing and maintaining a proper trader’s mindset, consistent success in the markets will be
unachievable. I strongly believe that this is an area that new fraders often overlook because of
their obsession with instant profits and is therefore briefly included in my plan. 1 would like
to acknowledge Mark Douglas for his superb book, Trading in the Zone. All the core attitudes
listed in my plan were taken from Mark’s book, and all traders should put this book at the top
of their reading list. Comments in italics are notes from John Carter that he inserted after read-
ing the first draft of my plan.

2005 Trading Plan, Eric Grywalski
Why Am | Trading?

I am trading because of my passion for the financial markets and long-lived aspiration of becom-
ing a profitable, full-time trader. Trading will allow me to actively manage my money in all mar-
ket sitnations, while having the freedom to work for myself in an area in which | have great
interest. Being a student of the markets, 1 have gained an appreciation for some of the things that
are critical for success as a trader. Proper mindset, strict money management, and trading with a
predefined plan are just some of the more important areas to focus on when trading the markets.

With limited intraday trading experience, | realize the road ahead will be extremely
challenging, and 1 have set expectations accordingly for my first year, The most important
area often overlooked that will be critical for me will be to establish and maintain a trader’s
mindset. The ability to internalize and master the psychological aspects of trading is one of
the most crucial skills that determine success. Indicators, charts. and the myriad other tools
are helpful, but | must be careful not te overanalyze the market, and 1 must realize that trad-
ing is 90 percent mental. In general, proper attitude will produce better overall results than
analysis or technique. With that said, my main goals during this first year are to learn how 1o
execute trades well while achieving modest profitability. This means taking signals when they
occur and managing my positions to maximize profitability.
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What Markets Will | Trade?

® Main contract: mini-sized Dow futures contract (YM)

® Hedging contract: E-mini &P 500 futures contract (ES)

Lric, the ¥M is a grear contract to trade for newer traders. However, vou need o have
a backup plan. In situations where the eCBOT goes down or you have any computer prob-

lems, you will want to be able to hedge any “trapped” YM paositions with the ES using one of
the following options.

1, Take an opposite positior in the ES market to offset YM position, As an example, if
Fam long rwo YM contracts, I will sell two ES contracts to hedge.

2. Use buy/sell stops in the ES market 1o hedge YM position. As an example, if [ am long
two ¥YM contracts and the eCBOT goes down, I will place a sell stop for two ES con-
tracis at a price level that is equivalent to my initial YM stop. This way, if the YM hits
my stop and 1 can’t get out of my positior, 1 am hedged at my stop in the ES.
However, if the market actually moves my way, [ will still be able to participate in the
move and liguidate my position once § am physically able 16, —JC

Why This Market? Trading Strategies
The mini-sized Dow will be used for the following intraday trading setups:
& Gap fades
® Pivot plays
® Volatility expansion/five-minute squeeze plays
The mini-sized Dow has a better spread than the S&P and NASDAQ furures, which

gives the beginning trader more room (levels) to allow trades to play out. Additionally, it is
easier to track all 30 Dow stocks versus the 500 that exist in the S&P.

Account Size and Number of Contracts to Trade?

An amount of $90,000 in start-up capital should be allocated in the following manner:
® $40,000 for trading capital
® $40,000 savings account

® $10,000 for first-year business expenses (home office, software, etc.)

General Account Rules

& Withdraw 100 percent of any trading profits at the end of each month and place
into savings account.

® Never add money to the trading account if the balance is below $40,000.

Number of Contracts to Trade

® One YM contract per $20,000.
® Fqual number of ES for hedging purposes.



Kyl PART THREE Heading Back into the Real World of Trading

Trading Strategies
Three strategies will be used for intraday trading of the YM contract. 1 will follow only one
setup at a time:

® (Gap fades

® Pivot trades

® Squeeze trades

Evric, if this is comforfable for you, simultaneous trades in the YM and ES markers
may be considered. For example, if I am in a gap trade in the YM that hasn't filled and a
five-minute squeeze play sets up in the ES, I will take the trade signal in ES using my stan-
dard squeeze execution procedure. This scenario is tikely in a market that gaps up in the
morning and consolidates all day before selling off into the close. In this instance it is okay
to take both positions, just make sure you play them separately with their own, distinct
parameters.—JC

Each trading day will be broken down into two, 2-hour trading periods:

® ¢:30-8:30 a.m. Pacific Foe Ao
® 11:00-1:00 p.m. Pacific '

All trades must only be initiated during these two umeframes with the following
exceptions:
® Management of existing trade that is still on from morning

* Five-minute squeeze

A. Gap Fades The gap trade will be the first trade of the day that I will look for during the
morning session. Gap trades are high probability trades that often fill on the same day.
Intraday charts for this trade should be set with a 115 p.m, Pacific close and 6:30 a.m. Pacific
opening to account for any overmight/morning gaps in price.

Gap Trade Guidelines

1. Using two-year raw gap data, take gap trades only from Tuesday through
Friday and take only those gaps that occur at ar between Rl and 51 pivot
levels. Exceptions to this rule can be made if price opens near another signifi-
cant level that has a high probability of providing support/resistance. As an
example, the market gaps down below S1, but prices open right on the weekly
pivot that also coincides with key daily chart support and/or a moving average
{or fib level).

2. ¥YM gaps should be at least 20 points and not more than 60 points.

3. Risk a maximum of 1.5 percent of total trading capital per trade.

4. Around 6:20 a.m. Pacific time, evaluate premarket volurme in key institutional
stocks to gauge power of the gap. Specifically, review volume for MXIM,
NVLS, KLAC, and AMAT along with other stocks tracked in One Chicago's
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single-stock futures listing. Use underlying volume of ¢ash market, not
futures market.

Yolume Guidelines

® Light = < 30,000 shares
® Moderate = 30,000 o B0.000 shares
* Heavy = 80,000+ shares

Note: As a new trader, use a full position (two contracts) on only those gaps where there
are less than 30,000 shares in premarket volume for the key stocks. These trades have the
highest probability of filling the same day. With moderate volume openings, trade only one
contract and use ¥ gap fill as the target. Heavy volume openings are not to be faded.

1.

3.

4.

Premarket volume takes precedence, but be alert during the gap trade if most of
the sectors are moving in the direction of the gap. Ideally, look for at least five
sectors moving in the opposite direction of the gap. Consider closing the position
before stop is hit if the five sectors reverse and start to trade in the direction of
the gap.

Eric, Iwould throw this idea about the sectors out—this will end up being
an excuse to overanalyze the play, and you will end up getting out of the trades
that vou should have stayed in. Just focus on the premarket volume, set your para-
meters, and leave it alone.-—JC
If gap occurs with premarket volume over 80,000 shares and does not fill, look for
the first buy/sell signal in the direction of the gap. This may be a pullback to a
pivot or squeeze play after a consolidation of the morning’s gap.

When the daily pivot precedes the prior day’s close, look to lock in any gap trade
profits at daily pivot.

Record unfilled gaps and keep price level handy as the market will often fill open
gaps within 5-10 days.

Avoid gaps on the following days:

* Options exprration Friday.
* Rollover Thursday and day atter.

® First trading day of new month,

® If after a narrow range day, the next day’s gap is larger than previous day’s range.

* Gaps where the opening price is outside the previous session’s high/low.

Gap Trade Execution Procedure:

1.

2.

When taking gaps, enter opposite the markel using an “all-in™ market order and
place stop from fill price.
Stop price will be determined from the gap’s size, as follows:
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Gap Size Stop’ Potential Loss

% of Capital

20
25
30
35
40
45
50
55
60

30
38
45
53
60
45
50
o5
60

$300
$380
$450
$530
$600
$450
$500
$550
$600

0.75
0.95
1.13
1.33
1.50
1.13
1.25
1.38
1.50

‘Gaps 20-40 pts: use 1.5-to-1 riskireward; gaps >40 pts: use 1-t0-1 riskireward.

B. Pivot Level Trades

3. Afier senting parameters, stay in trade until gap fills or stop is hit, but do not hold

overnight and do not trail stops.

4, For two contracts and light volume gaps, the target is a complete gap fill. This price
level should match the 1:15 p.m. Pacific closing price level from the previous day and
should be set upon entry of trade. Use % gap fill as a target for moderate volume gaps.

Daily, weekly, and monthly floor trader pivots will be a second strat-

egy used for intraday trading of the YM market. Pivots are leading price-based indicators that
help anticipate market turns/points of consolidation and can be valuable entry points for both
trending and choppy days. The basic strategy utilizes preplanned (“anti-impulsive”) trades to
either fade pivot levels on choppy days or buy/sell pullbacks to pivots on strong trend days.
Daily pivots will be calculated using the 24-hour time period, while weekly and monthly piv-
ots will use the high, low. and close from each of the previous week/month’s trading range of
the continuous contruct (@YM).

Pivot Level Calculations:

R3: R1 + (high-low)

R2: pivot + (high — low)

R1: 2X pivot - low

Pivot: (high + low + close)} / 3

81: 2X pivot - high
82 pivot - (high — low)
83: 51 - (high - low)

Daily, weekly, and monthly price levels will be drawn on the intraday chart each trad-
ing day.

Pivot Trade Guidelines:

1. Use 144-tick chart for pivot strategy. Experumenting with other timeframes (89 or
233 tick} is okay to see what works best.
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2. Addin 8 and 21 EMAs for confirmanon (after entry) and seven-period RSI to spot
bulfish/bearish divergences. This is fine, bt make suve you are using this for con-
firmation afier the entry, and don’t use these'to wait to get into the trade. - JC

3. Consider using pivor strategy as the first trade of the day # an opening gap is a
runaway gap where the gap does not fill because of strong buy/sell interest. On
these days. look for price to pull back to a pivot level where an entry can take
place before the market resumes in the direction of the opening gap.

4. Look to fade the first move to daily pivot and stay in trade unti] scalper buy/sell
signal is generated.

5. If the market opens above the daily pivot, lock for short entries for a move down
10 test the pivot and vice versa for openings below the pivot. If the pivot isn’t tested
during the morning sesston, look for a test in the afternoon.

6. For levels that have multiple pivots such as a daily and weekly, defer entry point
to daily price level.

7. In general, for trend days. look to buy/sell pultbacks to pivot levels. and look to
scale out at pivot levels abovefbelow. How are you determining whether a day is
choppy or a potential trend dav? This is another areq where overanalysis can
hurt a trader. For choppy days, it is okay to trade pivots, but remember vou are
fuding the initial move io the pivor on these days. Remember 1o look at the ES
volume and see If it is greater than 10,000 contracty per five-minute bar over the
first six bars, which indicates a trend day, whereas volume of less than 10,000
contracty during the first six bars sets up a choppy day. —JC

8. Utilize market internals to decide what action to take at pivots. For example, if the
TRIN is falling and most sectors are green, {ocus on baying pullbacks to pivots
and ignoring sell signals against pivots. In a choppy market, the internals are less
critical, so look to fade rallies and declines to prvots.

9. Use midpoint pivots if the range between the seven daily pivots exceeds 40
points. Midpoints are not used with weekly and monthly price levels,

10. Moves to R3 or 83 are extreme, so keep emotions in check at these extended levels.

11, Daily R2/S2 will contain the market 90 percent of time, so be aware of a these
levels when trading intraday.

12. Look for convergence of daily, weekly, and monthly pivots (and fib clusters).
These levels are strong support/resistance areas to be aware of when trading.

13. If five-minute squeeze fires off in conjunction with pivot, stay in frade until
momenturn runs out.

4. After two losses in a row, quit using pivot strategy for that day.

Pivot Trade Execution Procedure:

1. Use “all-in™ limit orders to enter the market. Limit orders should be placed at the
targeted pivot fevel +/~ 3 pts. I buying at datly midpoints, just use nommal value
for entry. If trading more than 10 lots, use MIT orders {market if touched) to elim-
indaie partial fills for both entries and targets.—JC
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2. Place an initial stop 20 points from the fill price. This represents a maximum draw
down of $100/contract or .25 percent of total equity.

3. Sell/buy one contract after a 10-point profit and use the next pivot level as the tar-
get for the final contract.

4. After closing out the first contract, move the stop to breakeven +/— 6 points.

5. Consider using scalper buy/sell signals on 233-tick chart of ES to confirm the
trade in YM at pivot levels. Confirmation should occur within 15-20 minutes. If
confirmation doesn’t happen, close out your position.

C. Five-Minute Squeeze Trade  Squeeze trades rely on the premise that stocks and indexes
fluctuate between periods of high volatility followed by low volatility. The squeeze indicator
captures the moment when the market goes from a low-voladility to a high-volatility state. The
squeeze trade is the only trade acceptable to take during the 8:30-11:00 a.m. Pacific doldrums.

Squeeze Trade Guidelines:

® Use continuous contract (@ YM) symbol when charting. Focus on signals in the
five-minute timeframe for intraday trades.

® Red dots signify the contract is in a squeeze (Bollinger Bands are inside Keltner
Channels).

® Blue dots signify that the Bollinger Bands have moved outside the Keltner
Channels and volatility is increasing,

® Histogram measures move’s momentumn. Green bars on blue dots are long signals,
and red bars on blue dots are short signals.

Squeeze Trade Execution Procedure:

1. Monitor a continuous five-minute YM chart for red dots. You should have at least
two red dots before considering a potential squeeze.

2. Once a dot turns blue and closes blue for one, five-minute period, use an “all-in”
market order to go long {two contracts) if the histogram is green and short if the
histogram is red. Histogram appears above/below dots.

3. Set an nitial stop of 20 points.

4. Scale out of one contract at a 10-point profit and move the stop to breakeven minus
10 for the second contract.

5. For the second contract, slay in the trade until momentum runs out on the his-
togram. This 1s indicated by the histogram’s failure to make consecutive higher
highs if long or consecutive lower lows if short. Wait for two consecutive
higher/lower bars before exiting at the market on the second contract.

Psychology

Psychology plays a very important role in trading, and the development of a proper trader’s
mindset should not be taken for granted. The unsuccesstul trader has firm beliefs and expec-
tations that are often not met by the market. When the outcome doesn’t match the expecta-
tion, the trader feels pain and often views the market in a threatening way. Once this occurs,
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traders are doomed to fail unless they can recognize what is wrong and develop the proper
winning attitude of a successful trader.

Adopt the following for trading success:

¢ Every Moment Is Unique: The trade either works or it doesn’t,

® Anything Can Happen: Develop a resolute, unshakeable belief in uncertainty. The
market has no responsibility to give us anything or do anything that would benefit us.

* Markets Are Neutral: The market does not generate happy or painful information,
therefore, no threat exists. Our expectations formed from our original beliefs are
the sole source of any happiness/pain.

Losses Are Okay: Losing and being wrong are inevitable realities of trading since
anything can happen. Taking small losses is part of a successful trader’s job.
Accept Risk: Fully acknowledge the risks inherent in trading and accept complete

responsibility for each trade (not the market). When a loss occurs, do not suffer
emotional discomfort or fear.

® Monitor Emotions: Learn how 10 monitor and control the negative effects of
euphoria and the potential for self-sabotage.

* Abandon Search for Holy Grail: Aditude produces better overall results than
analysis or technique.

® Rigid Rules, Flexibile Expectations: Adopt rigidity in your trading rules and flex-
ibility m your expectations.

Profit Goals
Income Goal = $20,000 full-time trading profits using two YM contracts (June—Diec).

$20,000 + 7 months = $2.857/month
$2,857 + 4 weeks = $715/week
$715 + 5 days = $143/day
$143 + $5/contract = 29-30 points/day

30 points + 2 contracts = 15 points/contract

Profit Rules

& $143/day profit objective.

* Once my daily profit goal is obtained, stop trading for the day. Eric, remember you
will have losing days too. You will want $143 to be an average, not a stopping
point o the day. If you make $300 one day, and lose $100 the next, then your aver-
age over the past two days is $100 per doyv—JC

® If | have a day in which [ am up double my daily goal and the next trade is a loser,
1 will stop trading for the day.

® 1f I triple my daily profit goal before 9:00 a.m. Pacific, 1 will stop trading for the
day and will take the next day off.
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* if | meet or exceed my weekly profit goal ($780) before the end of the week, 1 will
take the rest of the week off,

® Track daily P&L. and convert to percent returns per day.

Drawdown Rules
& Daily drawdown maximum is 2 percent. i 1 exceed this level by the end of the day,
I cannot trade the next day. If [ exceed 2 percent again that week, I will stop trading
tor the rest of the week.
® If | am down by 10 percent for the month, | cut my position size in half for the rest
of the month.
® [f ] am down by 15 percent for the month, stop trading for the rest of the month.

® If I am down to a 20 percent total drawdown, it is time for at least a four-week
break from trading until 1 can figure out and correct what I am doing wrong.

Grade Card

Track and rate the performance of all trades as follows:

Performance Scoring:

5: Target hit

4: Out at a different price from target, but profitable (time stop)

3: Out at even {scratch, time stop)

2: Out at a different price from stop, but a losing trade (time stop hit)

1: Stop hit

Eric, this is good, but you will also want to grade how well you follow the setups you
have chosen—in other words, how well you execute your plan. This is particularly important
given your tendency to overanalyze what you are doing. You also tend to blame yourself when
you lose money, Le., “What am I doing wrong?” If you follow the setup the sume way each
time, then focus on what is “wrong” becomes the setup, not you personally. This way you
focus on tweaking the setup, not blaming yourself. I would adopi the following scale 1o use 1o
grade how well you actually executed the trade:

Execution Scoring

1. Followed trade us dictated in your plan.
Followed trade entry, but closed out position before predetermined target was hit.
Followed trade entry, but removed stop and let position run past original targel.

AN

. Entered setup late and didn’t set target.

o

. Impulse trade.—JC

Add up daily scores and divide by the total number of trades to get an average for both
categories. This will keep a grade point average of the number of trades you made that are
profitable and those that are execwed as originally planned. Track by trading method used
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(gaps, pivots, and squeeze) %0 you are able to rate each method and tweak as needed. Review
the score at end of cach month to see what needs to be modified.

Note: Any trade that does not fall into one of the three strategies outlined in this plan
wifl be labeled an “impulse play.” Impulse plays are a weakness because they violate your
trading plan, so you must track them to see what impact they have on your trading. Write

down notes on each trade and recognize if you jumped in too soon, missed a fill, or chased at
an extended price.

I will also track various trends in my trading journal:

® How many days did I start off losing enly to come back by the end of the day?

* How many days did I start off strong only to give it back?

® Were there interruptions during trading hours that may have affected my results?

® Did I decide not to trade because it was a narrow range day?

® Did | get too confident because of a good morning and trade outside my parameters?

Office Setup
I will use one room in my house as my office, and it will be serictly for trading. The office
will be set up with the following:
® Trading computer with three monitors using broadband Internet access.
® Day-to-day computer with separate broadband connection uged for nightly
research, e-mail, and as a back up to the primary trading computer.
All computers will run with a battery backup and have Maxtor external hard drive,
Antivirug and firewall protection.

L]
L]
* Spyware software,
® Printer.

[}

Separate phone line and cell phone.

Eric. this is good. You and your wife also just had your first child (congramlations).
How does this fit into your trading? Who is going to waich the baby during the day? Are you
going to get a nunny, etc.? My wife and I are expecting our first child, and I'm in the process
of hiring a live-in nanny 1o help with the daily tasks of raising children, This is so thar daddy
can sleep at night and be ready to trade the next day.—JC

General Trading Rulgs

* Do not hold any intraday positions overnight.

® Aga day-trader, 1 am limited by time and range, so be keen to where the market is
trading and avoid shorting/buying dead lowsfhighs of day.

® Parameters of trades are not to be changed once entered. I wifl define my profit tar-
get and stop before the trade is executed. After execution, | will let the trade play
out Lo see what happens.

& Do not rush into a trade unless parameters are defined before the trade 15 placed.

There will always be another opportunity down the road, and there is no reason to
chase the market.
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* Trade on the path of least resistance. For intraday trading use moving averages on
5-, 15-, and 60-minute charts to confirm market’s short-term trend. i market
dynamics are strong and moving averages are rising on all timeframes, do not take
short signals. For mixed markets take long and short setups in hine with
buyingfselling pressure of that particular day. Also, use a squeeze indicator to help
with determining shori-term market bias. If a daily squeeze exists on YM, focus on
long setups and pass on shorts.

Be aware of monthly and weekly pressures to be on the right side of the market.
Focus on executing trades efficiently and not on P&L.,

Do not trade during lunchtime doldrums (8:30 a.m.~1 1:00 am. Pacific).

Minimize rading on Fed days. Maybe look at the first ¥ hour and last hour for any
opportunities.

. o » @

* During options expiration week, reduce your position size to one contract and con-
sider trading only Monday to Wednesday of that week. Do not trade on Thursday
and Friday.

® Trade hight during the month of August, especially the last two wecks as volume
dries up and the trade gets choppy. Focus on preparing for September trading when
volume and players retwm to the markets.

® Consider taking time off during Thanksgiving week and during the last two weeks
of December.

What to Track

On a daily basis. keep track of the following:

¢ Market dynamics spreadsheet; tracks sector performance, advance/decline, breadth,
etc., of the major markets. This should be done in both intraday and end-of-day for-
mats. For intraday, data will be logged every ¥ hour,

® Pending economic data and when it is being released, key earnings reports, and any
upcoming Fed meetings,

* Review major markets and key sectors on 15-minute, 60-minute, and daily time-
frames. Note position of moving averages to gauge supply/demand dynamics,
oscillators, and key price levels on daily and 60-minute charts. Use monthly and
weekly charts to help confirm support/resistance on shorter fime frames. ook
for confluence at price levels. From this information, a bias should be developed for
the next day.

® Keep a trading journal that documents each trading day’s action.

This is the end of Eric’s trading plan.

SUMMING UP THE TRADING PLAN

Eric put a lot of thought into his plan, and, as a result, he will not be staring at the markets
each day wondering what he should be doing. This mental flailing around is what initiates
most of the mistakes all amateurs tend to make. If you are a new trader without a plan,
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remember that you are going to be trading directly against Eric, and other people like him
who have put a lot of thought inw their irading plan. For every hundred traders who are out
there, fewer than five have a plan as detailed as this. Who do you think stands a better chance
of winning more consistently over the long run?

The fun in trading comes from the thrill of the hunt, the anticipation of the kill. All the
research, all the work culminates into g single moment in time when a trader makes a
decision to pull the trigeer and is shortly thereafter presented with the results. A trader who
can string together enough consistent winners opens the door to u whole new fife of
independence. The lure of this challenge draws people of all ages and from all walks of
life into the markets. Those who can fuce up to the challenge of drawing up a plan to
pave the way will have the odds of success in their favor
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TIPS AND TRICKS FOR WHEN
IT'S NOT WORKING FOR YOU,
NO MATTER WHAT YOU DO

Do not blame God for having created the tiger,
but thank him for not having given it wings.

INDIAN PROVERB

WILL CRY FOR FOOD—USING YOUR EMOTIONS
TO MAKE MONEY

The biggest problem traders have is in controlling their emotions. 1 see it all the time.
Traders know the setup they are supposed to follow, but they get swept up in their emotions
and blow the trade. By stepping back and examining this process in more detail, traders can
learn to use their own emotional reactions as indicators. Properly tuned, these emolional
indicators, instead of leading to misiakes, can create great triggers to enter and exit a mar-
ket. This is part of the transition from amaleur to professional—instead of getting sucked
into a trade because of emotions, use the emotional triggers to fight back and do exactly the
opposile of what they are signaling you to do.

81
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THE FOUR SEASONS HOTEL TRADE

When | am in a trade that is going my way and 1 start to feel overly excited and the urge to
add to my position. 1 instead use this as my trigger 1o set up a “double stop order” As an
example, let’s say I'm long 10 E-mini S&P contracts. The market is screaming higher. 1 find
myself thinking of how many nights I could live at the Four Seasons on Maui with the day’s
profits. I recognize this feeling and immediately take the “Four Seasons Trigger” and place a
trailing two-point stop for 20 contracts, double the size of my current position.

What happens is that T will stay in the trade as long as it is moving higher, but once
the market turns, not only am I out of my position for a nice profit, but [ also simultaneously
get short 10 contracts. This process takes advantage of the market dynamics of human emo-
tion in a very clean fashion. The selloff that occurs will be from other traders who suc-
cumbed to their emotions to buy at the top, because of fear of missing 4 move or the euphoria
of having a current winning position. Once the market does reverse, it will be these traders
who provide the fuel for the move down as they start dumping their positions once they can’t
take the pain of losing any longer. This is one example of how to get your emotions work-
ing for you instead of against you.

THANK YOU, SIR, MAY | HAVE ANOTHER?

When I'm in a trade, I visualize what a newer trader would be doing—or what | would have
been doing when I first started out. “If I entered here, where would my pain point be?” I've
found that on the S&Ps a move of six points without any meaningful retracements is the max-
imum “uncle point” for most traders. When | see a six-point move without a retracement, |
picture new traders and try to imagine the pain they are feeling. After about six points, [ know
they won’t be able to take the pain any longer, and [ step in and take the opposite side of this
move, just as they are bailing out of their position and throwing cabbage at their screen.

As a professional trader, you will always be using a stop so you will no longer find
yourself in this very real, very frequent, and very unfortunate position. Use your emotions to
feel other traders’ pain and figure out when they are going to throw in the towel.

WHEN [ TICK, YOU TICK, WE TICK

A more technical way to measure emotion is to watch the ticks. This is the same setup we talk
about in Chapter 9. This time, however, if you are sitting there and the market i1s running away
from you, instead of blindly jumping in, look at the ticks. Are they approaching +10007 They
are probably getting close, as pools of amateur traders continue to buy at the market and tempt
the poddess of good luck. The ticks are a great emotional balancing mechanism. A frequent
surge of adrenaline that comes from watching a market move without you can be quickly tem-
pered by a guick look at the ticks.
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DIVE, CAPTAIN, DIVE

My trading partners and I run an Internet-based trading room where people log in from
aroundd the world. One of the things we all like to do is watch how the newer traders react to
the market action, There are “noises” that the people in the room can use. One of the classics
is when the market is falling, falling, falling, and one of the free trials in the room posts that
he or she is going short and nitiates the “submarine dive, dive, dive” noise. Immediarely upon
hearing this, I know it is time to cover my shorts and go long. The experienced traders in the
room also know this, and we all jurap m and take the trade. The market usually reverses
quickly, and once newbie traders say they are stopped out of the short trade, we cover our
longs. I£s emotion-based trading at its finest. Of course we then share this information with
newbie traders. Once they catch on, we just have to waat for the next free trial to show up.

As a trader, if you find that you constantly short the lows and buy the highs, picture
newhbie traders getting so excited that they are about to literally “push the dive, dive, dive but-
ton.” Do you want to be trading with or against these people?

HIGH FIVE, BABY

Whenever traders 1 work with, or myself for that matter, start slupping one another on the
back as the result of a good open trade that is racking up profits, I immediately snap alert and
close out my position. This is the result of extreme emotion, and extreme emotion is not sus-
tainable. I call this the “high five sell signal.”

Any tume you actually utter a noise or pound on something as the result of a trade that
is going really well, it’s a wake-up call for you 1o turn back into a professional trader.

DISCOVER YOUR PERSONALITY TYPE
; AND FIND OUT IF IT'S HOLDING YOU BACK

|
; One of the themes 've discussed in this book is the importance of finding the right markets
; and the right setups that best fit a trader’s personality. People view the trades they are taking
through one of the three dominant personality traits that a1l human beings share. Some of
these personality types are naturally better suiled to the world of trading than others.
Unfortunately, there are also personality types that will pot win at trading no matter what they
do. However, there is a silver lining here. The reason these personality types lose is that they
are unaware that their personality 1s the very thing responsible for their mounting losses and
continued frustration. Once a trader lcams about this, he or she can then use this information
: to turn their trading around.
The following 20-question quiz will help determine your dominant personality type.
; There is no right answer, and on some of these questions it may seem that there are two right
answers. Just pick the one that makes the most sense in how # rejates 1o you. Don’t think
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about these too long. The faster you can move through this, the more accurate the readings
will be, and the better information you will have to improve your trading. This is one of the
personality profiles 1 have traders take when they come and work with me, so | can get « bet-
ter idea of who they are and which markets and setups are best suited to their personality.
Here we go:

1. When you think back to one of the best vacations you’ve had, what part of the
vacation do you first remember?
a. The sights and how the place looked.
b. The different sounds you experienced.
¢. The way you felt while on vacation there.
2. When you think back to a person who captivated your interest, what is the first
thing that really attracted you to them?
a. Their appearance and looks.
b. What they said to you.
e. How you felt being around them.
3. When you are driving, how do you get around?
a. | look for road signs or follow a map.
b. | listen for familiar sounds that point me 1n the right direction.
c. |follow my gut and get a sense of where [ am.
4. When 1 play my favorite sport, | really enjoy:
a. The way the sport fooks, and the way 1 look playing it.
b. The way it sounds, like the bang of the bat hitting the ball, or the cheering
fans.
¢. The way the game feels, like holding onto a tennis racket or the feeling of
running around the court.
5. Making a decision is easier when:
a. | can see all the choices in my mind’s eye.
b. 1 can hear discussions from both sides in my head.
¢. [can sense how T would feel if either option came to fruition.
6. From the following list, I would say my favorite activities are:
a. Photography, painting, reading, sketching, and films.
b. Music. musical instruments, the sound of the sea, wind chimes, concerts.
c. Ball games, woodworking, massage, introspection, touching.
7. When I am shopping for clothes, after seeing the item for the first time, the very
next thing that 1 do is:
a. Take another really good lock at it or picture myself wearing it,
b. Listen closely to the salesperson and/or have a dialogue with myself giving
the pros and cons of buying it
c. Gel a feeling about it and/or touch it to see if i’s something I'd enjoy wearing.
8. During the times I find myself thinking of a former lover, the first thing that hap-
pens is L
a. Visualize the person clearly in my mind.
b. Hear the sound of their voice in my mind.
c. Start feeling a certain way about the person.
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9. When 1 am at the gym. or working out, my fecling of contentment comes from:
a. Seeing my reflection in the mirror improving.
b. Hearing compliments from people around me about how good 1 look.
¢ Feeling my body get stronger andd sensing it’s more in shape.
10. When I'm doing math. | check my answer by:
a. Viewing the answers 1o see if the numbers look correct.
b. Counting the numbers in my mind.
c. Using my hands and fingers to get a sense of whether or not | am right,
11. When 1 write out words, | verify the correet spelling by:
a. Seeing the word in my mind’s éye to see if it looks right.
b. Pronouncing the words out loud or hearing it in my mind.
¢. Getting a gut fecling about the way the word is spelled.
12. When I love someone. I get an immediate experience of:
a. The way we appear with each other through the eyes of love.
b. Hearing or saying “1 love you.”
¢. The warm feeling toward that person.

13. When [ do not like someone, 1 immediately experience dislike:
a. When [ see them coming toward me.
b. When they start talking to me.
¢. When | know they are around.
14. When I am at the beach, the initial thing that makes me happy to be there is:
a. The look of the golden sund and the beautiful sun and placid water,
b. The sound of the thrashing waves, the howling winds, and whispers from afar.
c. The touch of sand, the salty air at my lips, and the feeling of calmness.
15. In regards to my carcer, 1 know ’m on the right path when:
a. [ sce myself clearly in one of the executive offices.
h. | hear the president say, “You are one of the company’s stars.”
¢. [ feel satisfaction in getling a promotion.
16. In order for me to get a good night’s sleep, it is critical that:
a. The room is dark with little or no light coming in from outside.
b. The room is quiet without any distracting noises,
¢. The bed feels incredibly soft and comfortable.
17. When I get unxious, the first thing I notice is:
a. The world seems slightly different to me.
b. Various sounds und noises start to irritate me.
c. Ino longer feel a sense of ease and calm.
18. When I get focused and motivated, [ immediately:
a. View things from a brand new and positive perspective.
h. Tell myself that this new state of being is going to open up new doors,
¢. Feel my body and mind getting excited.
19. When someone tells me, “Y love you.” my first reaction is:
a. ‘To form an image of us being together or that person loving me.
b. To hear my soul saying something like, “This is amazing.”
e. A feeling of great satisfaction and contentment.
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20. Dying, for me, is closest to:
a. Seecing no more or seeing things in a brand new fashion,
b. Hearing nothing ever again or hearing things in a brand new fashion.
¢. Feeling nothing ever again or feeling things in a brand new fashion.

Once you have completed this test, add up how many times you answered A, B, or C.
For example, you might have A:6, B:4, C:10. These results will give you an idea about your
dominant personality type. People generally react to and interpret the world around them
through this filter. Get your scores together and we’ll move on--you’ll want to have taken the
test before we proceed so your answers aren’t influenced by what you read next. The goal
here is to get an honest assessment of your personality traits and then learn how to best ati-
lize those traits in your trading.

PERSONALITY TYPES AND TRADING—WHAT YOU DON'T
KNOW ABOUT YOURSELF CAN HURT YOUR TRADING

Nearly 60 percent of the population will have “A” as their highest scoring trait. This indicates
that a person’s dominant way in which they view the world 1s visual. It's not really known
why this is so, but ¢xperts feel it has to do with sight being our strongest sense, and that, for
the majority of us, we were taught from birth to depend on our eyes in order to make our way
through life. Also, in today’s world, our input is largely through television, movies, computer
screens, and printed copy—all of which are heavily dependent on the eyes.

Visual people like daylight and are extremely mobile, and it’s easy to find them in pro-
fessions that allow them visual expression. Nowhere s this more observable than in the enter-
tainment industry. Visual people are generally “movers and shakers™ and like to move fast.
Visuals are drawn to this industry and its related fields as a nawral expression of who they
are, These types of people naturally gravitate to professions such as painting, photography,
and design. They also make great marksmen, firefighters, and pilots,

In terms of trading, visuals adapt quickest to this profession, as they depend largely on
what is happening visually in front of therm on the computer screen to make decisions. It
doesn’t mean they will make the right decisions. but they are most natarally adapted to the
world of trading. H they are untrained in how the markets work, they will make the same
mistakes as everyone else. Once they get some experience, however, they tend to be good at
waiting for the charts to setup before taking their entries. Yet, onlby experience teaches them
how to manage their exits. A visuals biggest weakness is watching the P&L. fluctuate
throughout the trading day. It would be better for them to cover that up (a business card taped
to the corner of the computer screen works good} and just focus on the setups. Also, visuals
tend to laser in on a price chart and ignore everything else, which can be a detriment to their
trading. This is why it is helpful to have auditory alerts on things like high tick readings as
well as listening to pit noise in the background so visuals don’t get sucked into the extreme
price action they are seeing on the charts.
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If your highest score was "B.,” then your dominant personality trait is auditory. My
accountant is highly auditory. and I've noticed that the sounds around the office occupy most
of his attention. Auditory personality types relate to the world through the way things sound
and m many respects are more sensitive to sounds than visual people are to sight. Auditory
people can be easily distracted by the most inoffensive sound. which makes it secm like they
are not paying attention to you during a conversation. In reahity, though, they are strong ver-
bal communicators—it’s just they hear every sound coming their way and sometimes it dis-
tracts them. They enjoy talking with others as well as just tzlking out foud to themselves.
Because of their innate ability internally to put thoughts into dialogue, experts believe most
loners have this dominant personality type, Because of their heightened sensitivity (o sound,
auditories don’t tolerate harsh or disharmonic neise as well as others do. Fire or ambulance
sirens are major offenders, and you can spot an auditory easily by observing who on a street
corner 1s holding his ears as an ambulance screams past. Also, they have an incredible ability
to listen so thoroughly and with such intent that data is absorbed and processed in their minds
very quickly, without needing to be translated into pictures. Because of this enhanced ability,
auditories tend to gravitate to areas in hife that permit the wse of such superb listening and
communicative talents.

In regards to rrading, this persenality type has one strong advantage—the abality to sit
alone in front of 2 computer for days at a time withoul going crazy. That is an important part
of trading, and this ability to be patient and wait and not feel isolated is a necessary trait (o
have. The downside of this personality type and trading is that a chart isn’t really much use
to them, and they frequently miss setups from simply not paying attention. Whereas a visual
can stare at a chart for hours because the red and green lights are fascinating, an auditory per-
sonality needs additional input. Audio alerts and pit noise are important tools for anditories,
and I know some of these personality types who don’t even look at price charts. They just lis-
ten for audio alerts and then place their trades.

If your highest score was *C” then you relate to the world around you by how you feel.
People with this dominate personality trait long to be understood and respecied for being so
in touch with their feelings. They tend to like 4 person because of how they feel when they
are around them, or like a movie because of how it made them feel when watching it. When
they laugh, they let themselves go and really feel the laughter, giving the person they are talk-
ing to a sensc that they totally understand and agree with what was so funny. Type C person-
alities are able to translate visual images and acoustical data into feelings that are pertinent to
themn and those sround them. Type Cs enjoy conversations but not for the same reason visu-
als or auditories do. They use dialogue to translate words, sounds, and images into feelings.
While visuals and auditories are busy communicating with pictures and sounds, this type C
personality is busily running through his vast storehouse of feelings and attaching sensory
meaning to what the other person has just said.

Because of a heightened ability to feel, you would assume that type Cs are introverts.
However, the opposite is true. Moreover, because of their superior sense of touch, type Cs
make superior athletes. Any occupation that requires manual tasks is just plain easier for these
types of personalities. Typical occupations that are tallor-made for them usually have hands-
on or feeling parameters. Psychologists, woedworkers, potters, surgeons, actors, all types of
mechanics, and other feeling- or sensory-based work are common callings.
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For traders, this type of personality has the biggest struggle and usuvally doesn’t make
it untif they figure out how their personality is working against them. A type C personality
trader will wait until they sense when things are good or bad, or wait until they get a sense
about whether what they are doing or are about to do is good or bad. They literally get into
trades when it feels good 1o do so, and get out when they feel bad. This almost always puis
them in just as a move 1s ending, and gets them out just as if is turning. For a type C person-
ality, it feels bad to buy a market that is selling off into a pivol level. They would rather wait
to see a bounce so that they can “feel good™ that the trade is going to work out. Of course, by
the time this happens. they should actually be closing oui a position instead of initiating a new
one. The solution to this is hard yet simple. If you are a type C, then just acknowledge that
your feelings need to be faded. If you are excited and feel good about going long, then you
should be tocking at the short side and vice versa. If you are a type C don’t despair. A type C
who masters this will have a distinet advantage over other traders. A type C who is unaware
of this will always face an uphill battle when it comes to trading.

In terms of personality, no one is going to be 100 percent anything. | am primarily
visual, then “fecling™ is not far behind. and finally auditory makes up a small portion of my
overall “personality profile.” Pve learned to set up my charts to take the best advantage of
my dominant visual personality, listen to my feelings 1o get an idea of what the amaieur
traders are doing and thus “fade my feelings.” and set up audio alerts to make sure my eyes
aren’t the only thing that are responsible for my trading decisions. Learning this about
myself made me a better trader.

TRADING REALLY ISN'T FOR EVERYONE—ALTERNATIVES
TO CONSIDER

The harsh truth is that trading isn’t for everyone, but the problem is you won™t know whether
it’s for you or not until you give it a shot. It takes guts, courage, and years to become good
enough to do 1t for a hiving. My advice is 1o start oot siall. Whatever account you start with
is your tnition money—you are going to lose it, and that is your educational fee for enirance
into this world. Do yourself a favor and trade small until you start getting consistent with your
sctups. H after a few years it still isn™t working out and you are getting ulcers or you figure
out that you'd rather be playing golf, there are other options.

For me, I had to spend time and sit side by side with other traders before T turped the
corner Lo consistency. In sitting beside these traders, it was helpful to hear them talk about
what they were doing and why, but that was only about 40 percent of what [ learned. The
rest of it had to do with what they weren’t saying or doing. They weren’t getting upset if they
missed a move. They weren’t answering the phone when it rang. Also, there were many things
and habits they did that they weren’t even aware of until [ pointed it out to them. It was these
unconscious trading habits that I picked up that really helped me out as well—just observing
and absorbing how a professtonal trader spent his day. To that end, if you really want to do
ths, I would encourage you to find an experienced trader and just spend a week sitting next
to them. It was what rned the corner for me. If you can’t find anyone, there are a few times
a year when we will hold week-long “meniorships™ at my trading office (see Figure 20.1).
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FIGURE 201

John Carter {outset) and Hubert Senters (clesest in} showing Bill Shugg (center) how they trade.

Traders can sign up to come and spend time side by side with myself and some of the other
traders I work with and just watch what we do. After a few days we will then have the visit-
ing traders start making trades while we observe and make comments. If they do a good job
following their own rules, we’ll let them make some trades in one of our vanous funds that
we run. Part of their homework while they are with us is to develop a full trading plan like the
one 1 shared earlier. The goal is that when they leave, they will never have to wonder again
what they should be doing when they are starting at the charts. They will have a plan to
follow, and they will just wait for specific things to happen “according to plan.”

There are also programs available in which specific setups can be auto-traded by a num-
ber of brokers. There are brokers who do this with my own setups and newsletter plays.
However, the setups I use are shorter-term in nature, volatile, and not appropriate for every-
one, (Our latest fund focuses just on currencies, and we continue to look for opportunities in
this area as China looks to float its Yuan on the open market.)

There is no shame in throwing in the towel when it comes to trading. For many, quit-
ting trading is the best trade they ever made. They are not stressed out, they let someone else
manage their accounts, and best of all they understand what is going on because they have
already been there themselves.



C H A P TER

MASTERING THE TRADE

AMATEURS HOPE, PROFESSIONALS STEAL

Professionals steal money from amateurs because amateurs hope, close their eyes, and unwit-
tingly allow professionals to drain their accounts.

The sum of my trading experience is this: I've learned that being a professional is all
about maintaining a specific state of mind while trading, and traders are never going to make
consistent money until they achieve that frame of reference from which to operate. All the
successful traders I know blew out their account at least once before becoming consistently
profitable. Along these lines, I've composed a list of 40 “trading tips” for staying in this pro-
fessional state of mind. These “tips” are not meant to make a trader conservative or hesitant.
On the contrary, trading takes guts, and by following these tips traders will be given the key
thar will allow them to embrace risk and take the necessary chances required in the pursuit of
capital gain. That is, traders will feel more compelled 1o take a chance because they know they
are also going to fight to protect their capital. They won’t freeze and lie helpless as it is whit-
tled away.

This is a list I've developed specifically for myself. I'm using the term *‘you” as it refers
10 “me.” Feel free to add to these or modify as best fits your own personality and trading style.

K |
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40 TRADING TIPS FOR MAINTAINING
A PROFESSIONAL STATE OF MIND

1. Trading is simaple, but it’s not easy. If you want to stay in this business, leave
hope at the door, focus on specific setups, and stick to your stops.

2. When you get into a day trade, watch for an 800-tick reading in the opposite
direction of your trade for signs that you are wrong. This might allow you 1o get
out of your trade before your stop is hit.

3. Trading should be boring, hke factory work. If there is one guarantee in trading,
it 1s that thrill seekers and impulse traders get their accounts ground into parking
meter money.

4. Amateur traders turn into professional traders once they stop looking for the
“next great technical indicator” and start controlling their risk on each trade.

5. You are trading other traders, not the actual stock or futures contract. Who is tak-
ing the other side of your trade? Is it an amateur who is chasing or a professional
who has been patiently waiting for this entry all day? You have to be aware of the
psychology and emotions on both sides of the trade.

6. Be very aware of your own emotions. Irrational behavior is every trader’s down-
fall. It you are yelling at your computer screen, imploring your stocks to move in
your direction, you have to ask yourself, “Is this rational?” Ease in. Ease out.
Keep your stops. No yelling. The person who is screaming should be the one on
the other side of your trade.

7. Watch yourself if you get too excited—excitement increases risk because it
clouds judgment. If you are feeling peak excitement, it probably means the move
is just about over, Tighten your stop and look to reverse.

8. Don’t overtrade—be patient and wait for three to five good trades.

9. If you come into trading with the idea of making big money, you are doomed.
This mindset is responsible for most accounts being blown out.

10. Don’t focus on the money. Focus on executing trades well. If you are getting in
and our of trades rationally, the money will take care of itself.

11. If you focus on the money, you will stan to try to impose your will upon the
market in order to meet your financial needs. There is only one outcome to this
scenario: You will hand over all your money to traders who are focused on pro-
tecting their risk and letting their winners run.

12. The best way to minimize risk is to not trade. This is especially true during the
doldrums, between §1:30 a.m. and 2:30 p.m. Eastern. If your stocks or other
markets aren’t acting right, then don’t trade them. Just sit and watch them and try
to leam something. By doing this, you are being proactive in reducing your risk
and protecting your capital. The most common problem with losing traders is
they always feel like they have to be in a trade.

13, There is no need to trade five days per week. Trade four days per week, and you
will be sharper during the actual time you are trading.
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14,

i5.

16.

17.

18.

19.

20.

21.

22,

23.

24.

Refuse to damage your capital. This means sticking to your stops and sometimes
staying out of the market.

Stay relaxed. Place a trade and set a stop. If you get stopped out, that means you
are doing your job. You are actively protecting your capital. Professional traders
actively take small fosses. Amateurs resort 1o hope and sometimes prayer 1o save
their trade. In life, hope is a powerful and positive thing. In trading, resorting to
hope is like placing acid on your skin. The longer you leave it there, the worse
the situation will get.

Never fet a day trade turn into an overnight trade. An overnight trade should be
planned as an overnight trade before the trade is ever entered.

Keep winners as long as they are moving your way. Let the market take you out
at your target or with a trailing stop. Don’t use impulse exits. Every exit is taken
for a specific reason based on parameters that have heen clearly defined.

Don™ overweight your trades. The more you overweight a trade, the more “hope”
comes into play when it goes against you. Remember, hope to trading is like acid
to skin.

There s no logical reason 1o hesitate in taking a stop. Reentry is only a commis-
slon away.

Professional traders take losses. Being wrong and not taking a loss damages your
own beliel in yourselt and your abilities. If you can't trust yourself to stick to
your stops, whom can you trust?

Once you take a loss, you naturally forgel about the trade and move on. Do your-
self a favor and take advantage of any oppertunity to clear your head by taking a
small foss.

In general, you should never let one position go against you by more than 2 per-
cent of your account equity. Many setups work out better if you can use a larger
stop. Instead of trading 20 E-mini contracts with a one-point stop, trade 10 con-
tracts with a two-point stop, or 5 contracts with a four-point stop. The monetary
loss is exactly the same, but one set of these parameters will work better on a
particular setup than all the others. Find out what works best for your setup and
adjust your parameters accordingly.

Get a feel for market direction by “drilling down.” Look at the monthly charts,
then the weekly, daily, 60-minute, 15-minute, and 5-minute to get the best idea of
what the market is going to do in the short term. Always start with the larger
timeframes and drill down to the smaller.

If you are hesitating to get into a position when you have a clear signal, that indi-
cates that you don’t trust yourseff, and deep inside you feel that you may let this
trade get away from you. Just get info the position and set your parameters.
Traders lose money in positions every day. Keep them small. The confidence you
need is not in whether of not you are right; the confidence you need is in know-
ing you execute your setups the same way each and every time and do not devi-
ate from the plan. The more you stick to your parameters, the more confidence
you will have as a trader.
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25,

26,

27.

28,

29,

30,

Al

32.

33,

3.

35,

Averaging down on a position is like a sinking ship deliberately taking on more
water. This is ridiculous and stupid. Don’t be ridiculous and stupid.

Try o enter in full size right away. If you pick up a half position first, don’t add
to it and create a full-sized position unless the trade is going your way,

Ring the register and scale out of your position. Have modest, mechanical targets
for the first half of your position. Give the second hal more room to run.

Adrenaline is a sign that your ego and your emotions have reached a point where
they are clouding vour judgment. If you are not in a trade, do not enter a new
trade in this state of mind, If you are in a trade, stick to your parameters and
walk away. If you are in a losing trade that has gone through your stop, exit your
trade immediately and walk away from the markets.

You want 1o own the stock before it breaks out, then sell it 1o the momentum
players after it breaks out. If you buy breakouts, realize that professional traders
are handing off their positions to you in order to test the strength of the trend.
They will typically buy them back below the breakout point—which is typically
where you will set your stop when you buy a breakout. Use this information to
make money off of amateur traders who buy breakouts.

Embracing your opinion leads to financial ruin. When you find yourself rational-
izing or justifying a decline by saying things like. “They are just shaking out
weak hands here,” or, “The market makers are just deopping the bid here,” then
you are embracing your opinion. Don’t hang onto a loser. You can always get
back in.

Unfortunately, discipline is not learned until you have wiped out a trading
account. Until you have wiped out an account, you typically think it cannot
happen to you. 1t is precisely that attitude that makes you hold onlo losers and
rationalize thern all the way into the ground. If you find yourself saying things
like, “My stock in EXDS is still a good investment,” then it is time to rethink
your trading career.

Siphon off your trading profits each month and stick them into a money market
account. This action helps you to focus your attitude and reminds you that this is
a business and not a place 1o seek thrills. If you want thrills, go to Disneyland.
Professional traders risk a small amount of their equity on one trade. Amateurs
typically risk a large amount of equity on one trade. This type of situation creates
ermotions that ruin arnateurs” accounts.

Professional traders focus on limiting risk and protecting capital. Amateur traders
focus on how much money they can make on cach trade. Professionals always
take money away from amateurs.

In the financial markets, heroes get crushed. Averaging down on a losing position
is a “heroic move” that is akin to Superrman taking a spoontful of Kryptonite to
prove his manhood. The stock market is not about blind courage. Nobody hands
out any awards to traders who picked the dead high or the dead low. Wait for a
setup. This is about finesse, Don’t be a hero.
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36.

37.

38.

39,

Traders never believe that they will blow out their account. Always realize you
will become a candidate for this if you don’t stick to your trading rules.
The market reinforces bad habits. If early on you held onto a loser that went
against you by 20 percent, and you were able to get out for breakeven, you are
doomed. The market has reinforced a bad habit. The next time you let a stock go
against you by 20 percent, you will hang on because you have been taught that
you can get out for breakeven if you are patient and hang on long enough.
The true mark of an amateur trader who is never going to make it in this business
is one who continvally blames everything but himself or herself for the outcome
of a bad trade. This includes, but is not limited to, saying things like:

The analysts are crooks.

The market makers were fishing for stops.

I was on the phone, and it collapsed on me.

.

.

.

* My neighbor gave me a bad tip.

® The message boards caused this one to pump and durmp.
.

The specialists are playing games,
The mark of a professional, however, sounds like this:
® It is my fault, I traded this position too large for my account size.
® It is my fault. I didn’t stick to my own risk parameters.
® It is my fault. | allowed my emotions to dictate my trades.
® Jt is my fault. I was not disciplined in my trades.

® It is my fault. I knew there was a risk in holding this trade into earnings, and ]
didn’t fully comprehend them when I took this trade.

The obvious difference here is accountability. For amateurs, everything having to
do with the market is “outside their control.” That is not reasonable thinking and
really just points to individuals who have, probably for the first tirne, had o confront
their "real self” as opposed to the perfect sell or idealized self they have con-
structed in their mind. This is also known as “living in a fog.” People can drift
around through life in their own private world, where they are pretty special and
can do no wrong. Unfortunately, trading rips off this mask, because you cannot dis-
pute what has happened to your account. This is also known as “confronting real-
ity.” For many people, when they start trading they are suddenly confronting reality
for the first time in their lives, Just to see the world as it really is requires a life-
time of training, and for many people trading the stock market is their first real step
on this journey. Some people say that traders are born, not made. Not so. If you
choose to see the world as it is, then you can start trading successfully tornorrow.

Amateur traders always think, “How much money can [ make on this trade?”
Professional wraders always think, *How much money can I lose on this trade?”
Traders who control their risk take money from the traders who are thinking
about the red BMW they are going to buy.
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40. At some point traders realize that no one can tell them exactly what is going to hap-
pen next in the market, and that they can never know how much they are going to
make on a trade. Thus the only thing left to do is to determine how much risk they
are willing to take in order to find out if they are right or not. The key to trading suc-
cess is to focus on how much money is at risk, not how much you can make.

SURVIVING THE TRADER’S JOURNEY

Strategies fail because traders only have to have a couple of losing trades in a row before they
throw out the whole systern and go back to relying on their gut. Once traders are in this sita-
ation, they head into a downward spiral very gquickly. Human emotions get people in at the
dead highs and then human emotions get people cut at the dead lows as they continually buy
at the top out of greed and then sell the lows out of fear. Or, in the case of shorts, they sell at
the lows out of greed and cover at the highs because of fear. And this is a cycle that happens
over and over and over again. And it’s never going 10 stop.

The financial markets naturally take advantage of and prey vpon human nature, espe-
cially when it comes to greed, hope, and fear. The key is to remember that the biggest move-
ments in the markets occur not when traders in general **feel like buying.” They occur because
groups of traders are all getting skewered at the same time and are forced out of a position.
In reality. traders are not trading stocks, futures, or options, They are trading other traders.
The profitable raders learn 10 be aware of the psychology and emotions behind the person
who is taking the opposite side of their trade. Average traders understand only their side of
the trade. Superior traders understand what’s happening on both sides of a trade and know
how 1o take advantage of situations that will hurt most traders. They know how to take advan-
tage of human weakness, and, therefore, they are able to grind most traders into the ground
like so much raw meat. In essence, winning traders steal money from losing traders.

My partners and I jokingly refer to the financial markets as the “Goddess of Temptation.”
The goal, of course, is for traders to develop a professional trading mindset that prevents thern
from succumbing to these temptations. Instead of being the cause of the ebbs and flows of the
markets, traders need to jornp the chasm that allows them to ride out these ebbs and flows on
a course toward profitability.

Good skiers rarely worry about a route. They just go, confident that they’l} react to
changes in the trail as they corme upon them. Ies the same thing in trading; Traders have to have
confidence in their technique, That is the beauty of mustering the right mindser before a trader
starts the day—it enables the trader to feel like a good skier, nice and relaxed for the next unex-
pected turn.

CONCLUSION AND FINAL THOUGHTS

Finishing a book must be similar to sending a child off to college, except in this case I'm not
sad to see it go. I1's a great process, and it even helped me to clarify some of my own trad-
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ing ideas . . . but it’s a lot of hard work. If it helps you to become a better trader, then the
time was well spent. This book really discusses everything I know about trading up to this
point in time. If you are interested in additional resources outside of this book, you can pay
us a visit at our main Web site, www.tradethemarkets.com. We use this site 10 post our
research on currencies, futures, stocks, and options, as well as post our menioring and sem-
inar schedules. We don’t do these very often—just when the markets slow down as it gives
us a break from our computer screens and allows us to Interact with our clients. We usually
do one in Chicage each year at the Sears Tower. This is a great location because we can visit
the CME and CBOT and give people a real sense of how trading works, Beyond that, we
look at places we would like to visit and schedule an additional seminar there. A lot of times
these are based where we have clients that are interested in meeting with us. For example,
due to mectings I've had with clients in China, I’'m currently fooking at scheduling a semi-
nar in Hong Kong and Shanghai in 2006 and 2007, I’d like to bring in 15 people from the
U.S. and 15 people from China and have everyone together for four days as a group. 1 think
it would be a great experience for the people to interact with each other, make great over-
seas contacts, and learn about trading. For information you can view the websites, or call our
offices toll free within the United States at 888-898-81 I8 (for international call +1 512-266-
8659}, or e-mail me at john@tradethemarkets.com. Internationat callers can check the web-
sites for the most up-to-date information on our direct office line numbers. Our main offices
have recently moved from Boston, Massachusetts, to Austin, Texas.

When 1 kicked this off about 400 pages ago, I mentioned that intermediate traders gen-
erally fall into the following three categories:

® Those who know the setup like the back of their hand, but fail to make money
because of a flawed trading methodology

® Those who know the setup better than their spouse’s bad habits, but fail to make
money because the setup is being used in the wrong market

* Those who know the setup better than the varied plot lines on Alias, but fail 1o
mazke money because they can’t stick to their rules.

The point of this. of course, is to emphasize the importance of establishing 2 trade setup
from a multifaceted approach. Successful trading is a Tot more than just, “What’s my entry,
and what’s my stop?” In addition to the actual setup, there also needs to be a foundation from
which to operate the setup. This foundation consists of the following: the right setup, in the
right market, in the right timeframe, all of which tie into the trader's personality. How will
you know when this all comes together for you? The first clue is that it will have nothing to
do with how you feel about it. 1t has everything to do with the results. I've shared with you
some of the setups that work for me. Find two setups out of this book that you can follow in
a particular market in a particular timeframe, stick to vour rules, and make them your own.
Once you have two setups that work for you consistently, start looking at adding a third. There
is no reason to rush inro this. Take your time and master each step as you go.

As | state in the introduction, without rules, 2 trader is like a wounded antelope in the
center of a lon pride. Tt is not a question of “if” the antelope is going to get whacked faster
thanr a newly discovered FBI informant within the Mafia, but rather of “when.” For traders
without the discipline to follow their rules, the possibility of {inancial ruin is not a question
of “if.” It’s only a matter of “when.”



1 work with traders all the time. The ones who turn the corner and eventually start mak-
ing a living at this profession learn to stick to their rules. This is typically a painful process.
There is only one guarantee | can give you in this business, and it is this: If vou can’t stick to
the rules vou develop and, if you are alwayvs finding some excuse to enfer or exit o trade ear-
lier or later than your rules state, vou will never, never make it as a trader.

As a history major, | have to say that this is the most exciting time to be alive in the
history of the world. Change used to occur over the course of centuries, and then decades,
then years, and now change is taking place every day. One of my favorite fiction books of
all time is James Clavell’s Taipan. This book is based on historical facts and tells the tale
of rival China traders Dirk Straun and Tyler Brock in the newly formed British colony of
Hong Kong in the 1840s. They had to make their buying and selling decisions for vast quan-
tities of spices, cotton, and fea using price quotes from London that were printed three
months before. Can you imagine trading with quotes delayed three months? That is what
people had to do less than 150 years ago. Today, when I'm in Hong Kong on business, I can
type in real time and get responses in real time with a counterpart in London through instant
messaging. Don’t get caught up in any “wishing for the good old days™ or any of that nonsense.
Change is life, life is change. For traders, whether the markets go up, down, or sideways,
whether the economy is growing or we are in the midst of a greal depression, there will
always be opportunities Lo trade.

After reading this book, it is my hope that you will have a better foundation for a plan
to trade the markets successfully on a full-time basis: proven setups to play, markets that best
fit that particular setup and a set of rules to apply to that setup. That is pretty much all a
trader needs to survive and thrive in this greatest of professions. | wish you well on your
trading journey.

Live your own life, for vou will die vour own death.

LATiN PROVERB
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