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The markets have changed since the 1960s, with the weekly
trading volumes of those days often exceeded by a single day
of trading now. Withthat inmind, can classictechniquessuch
as Darvas-style trading still work?

by Daryl Guppy

= icholas Darvas was a Hungarian-born dancer
> who successfully traded the market in the early
y <2 1960s. His book, How | Made Two Million
. Dollars In The Sock Market, is a classic. It
describes a unique approach to understanding

S the natureof trend behavior. The Darvastrading
style uses trend analysis based entirely on dynamic support
and resistance concepts. It is a complete and standalone
trading approach. It is not combined with straight-edge
trendlines, or with moving averages, or with the Guppy

multiple moving average, or any other indicator.

A Classic Application For Modern Markets

Darvas-Style Trading

WHY DARVAS?

Darvastrading defines an uptrend by constructing a series of
imaginary boxes based on a price chart. Each box containsa
set of price moves. Each new box sits on top of the previous
box like a set of rising stairs. When price moves above the
upper edge of the box, it meansthe continuation of atrendis
confirmed. The trend ends when prices close below the
bottom of the current box. These upper and lower limits
create a Darvas box and define the acceptable bullish and
bearish range of prices.

For severa years, this approach was tested in current
markets with real trades and modifications consistent with
the logic of the Darvas method, but taking into account
changesinvolatility that characterizemodern markets. These
included applicationsto breakout trading using adifferent set
of initiating triggers while applying the basic method.

The Darvas trading technique provides a useful way to
manage longer-term trending positions. It is designed as a
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CLASSIC TECHNIQUES

method of capturing the strength of the
trend. The buy signalsare generated on
new bullish strength, managed by using
thesix-day volatility rangeto set astop-
loss. The limits of this strength and
weakness set the perimeters of the
Darvasbox (D_Box). Thebottom of the
box isused asastop-losspoint. Ideally,
the box construction moves steadily
upward with the trend, with a trailing
stop-loss lagging just behind current

Ideal Darvas Box Trend Tracking

Exit signal

price action (Figure 1). Entry signal

-

Bottom of the most recent Darvas

HERE'SHOW IT WORKS
TheD_Box usesarange-based measure

box is the current stop-loss

of bullish and bearish sentiment to set
the parameters of significant price ac-
tion. Theimportanceof apricebreakout
to anew high is confirmed when price
overcomes a measure of immediate bullish strength. This
combination provides greater certainty about the trend con-
tinuation, which is counterbalanced by an immediate mea-
sure of bearish strength. A close below thislevel set by the
bottom of the Darvas box suggests not just an exit from the
trade, but a significant decline in trend strength and the
potential for atrend collapse.

The Darvas approach usesits own internal logic to under-
standtrend behavior, which canlead to somecounterintuitive
situations where classic indicators signal atrend exit but the
D_Box remains intact. So when applying this method, it's
best to ignore al other indicator-based signals. Nicholas
Darvas used a new 12-month high as his starting point. He
wouldthenwait for several confirming conditionsto develop
before acting on a buy trigger.

It is these confirming conditions that create the rules for

Classic

m Trade initiated by a new high for
the rolling 12-month period.

m All decisions based on the high
or low of the series.

m Action triggered by first trade at
the trigger price.

m Method of stop-loss calculation
remains constant.

® Volume increase with breakout.

period.

B

B Classic Darvas Trading Strategy
@® \odifications For Modern Markets

Darvas-Style Trading

Modern

@ Trade initiated by a new high for
the rolling 12- or 6-month

m All entry decisions based on the
high of the series.

@ All exit decisions based on the
close of the series.

m Entry action triggered by first m Entry action triggered by first
trade at the trigger price.

@ Exit action managed on the day m Exit action managed on the day
after the trigger close.

@ Stop-loss calculation uses “ghost
boxes” where necessary to
handle modern volatility.

FIGURE 1: IDEAL DARVAS BOX TREND TRACKING. In an ideal scenario, the construction of the boxes
moves steadily upward with the trend. The bottom of the most recent Darvas box serves as the stop-loss level.

constructing the Darvas box. There are three variations to
this strategy:

1 Theclassic Darvas approach
2 Modern adaptations, and
3 Downtrend breakout opportunities.

The differences are summarized in Figure 2.

A filter is applied to price movements to help determine
which price movesare significant. The pricemoveissignifi-
cant because it signals the end of a current trend, triggers a
stop-loss condition, or tips the balance of probability away
from the current trend conditions.

The classic Darvas application looked for an increase in
volume with a price breakout. Our research indicates thisis
no longer an important identification or verification feature.

Breakout

@ Trade initiated by the second
valid Darvas box after initial
downtrend breakout.

m All entry decisions based on the
high of the series.

m All exit decisions based on the
close of the series.

trade at the trigger price.

after the trigger close.

@® Stop-loss calculation uses
“ghost boxes” where necessary
to handle modern volatility.

FIGURE 2: DARVAS-STYLE TRADING. There are three variations to this strategy: classic, modern, and breakout. Here you see the differences among the three.
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Thisis because modern markets are deep and liquid enough
for massive and sustainable volume to follow price move-
ments for extended periods. Even in stocks with modest
turnover, thereisoften enough trading activity to make good-
sized trades achievable.

The classic Darvas construction rules are:

m The top of the Darvas box is established when the
price doesnot touch or penetrate apreviously set new
high for three consecutive days. Thisis essentially a
four-day price pattern.

m Thetop of the Darvas box always starts with a new
high. This high must be followed by three days that
have lower highs.

m The Darvas box isbased on a minimum of four days
of price action.

The bottom of the Darvasbox isonly calcul ated after the top
of the D_Box has been confirmed. It is constructed in the
opposite way to the top of the box:

m TheDarvasbox usesthelowest |ow that occursafter
thetop of the Darvasbox isestablished asitsstarting
point.

m The low is followed by three days of higher lows
where the price does not touch or penetrate a previ-
ously set calculationlow for three consecutive days.
It is again a three-day pattern, but the calculation
starts with the day the top of the box pattern is
confirmed.

m This means it takes a minimum of four days for a
Darvas box to be identified for both top and bottom.

m Thetopof theDarvasboxisestablishedinfour days.
The bottom of the box may take much longer to
establish.

Darvas also uses stop-loss orders that fill two functions.
Thefirstisto protect capital oncethetradeisopened. Darvas
trading initially placesthe stop-losslevel at the exact bottom
of the most recent box. Thisis essentially a volatility-based
stop-loss because the D_Box is built around the expected
volatility of price and price ranges.

Thissoundscomplicated, butinreality it’ snot. TheDarvas
box captures the “normal” range of price activity. A buy
signal is generated when prices move outside this upper
volatility box. A sell signal is generated when prices drop
below thevolatility band. Whenyoufirst enter atrade, youdo
not know wherethebottom of the new volatility bandisgoing
to be. So you use the bottom of the most recent box as the
initial stop-loss point.

Darvas does not move his stop-loss point upward until the
bottom of the new box is established. Thistakes up to eight
days. Theupper level of the new box takesaminimum of four
days to establish: a new high followed by three lower days.
Thebottom of thebox may take another four days. anew low

The Darvas trading style uses trend
analysis bhased entirely on dynamic
support and resistance concepts. It
is a complete and standalone
trading approach.

followed by threedayswith lowsthat are higher than the new
low starting point.

This brings us to the second function of stop-loss orders,
which isto protect profit once atrade starts to make money.
As soon as the bottom of the new box is confirmed, it
becomes the calculation point for the next stop-loss point.
Thestop-lossisset onetick bel ow the bottom of the new box.
The exit istaken as soon as the price falls below the bottom
of the box.

BUILDING A BOX
Setting the top of the box takes exactly four days of price
action, sincethehigh must befoll owed by threedaysof lower
highs. Thisdoesnot mean the highsare all descending highs
where each oneislower thanthe previoushigh. It meansthat
the three highs must all be lower than theinitial high — bar
1in Figure 3— that triggered the start of the pattern. Here,
thefirst two days show a pattern of descending bars, but the
last day has ahigh that is higher than the previous day’ s bar.
Since the upper edge of the new box is always a four-
day pattern, if one of thethree daysafter bar 1 setsan equal
or higher high, then you need to abandon the calculation
and start again. The new, most recent high is used as the
new starting point. The objectiveisto capturethe high for
the period and then plot the bullish strength over the next
three days.

Potential top of D_Box

>

New high for the /

. 3 lower highs
selected period

Bar 1

L

FIGURE 3: IDENTIFYING THE TOP OF THE BOX. The top of the
box is determined based upon four days of price action. That high
must be followed by three days of lower highs relative to the top of
the box. The top edge is always a four-day pattern.
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Top of D_Box

3 higher lows

1} M1 ¥}f:::>

Bar A Potential bottom
of D_Box

FIGURE 4: IDENTIFYING THE BOTTOM OF THE BOX. The most
recent low after and including the first bar is the starting point for
creating the bottom of the box. That bar should be followed by three
days of higher lows. If this condition is met, you have a bottom edge.

Top of D_Box

{

1}Bm 1}[+l4|x

Bar A Bottom of D_Box

SETTING THE BOTTOM
The bottom of the Darvas box, which defines the limits of
bearish strength, is not calculated until the top of the box is
confirmed. Assoon asthetopisconfirmed, you look for the
most recent low occurring after and including bar 1. Thisis
the starting point for the cal culation used to set the bottom of
theD_Box. Inmost cases, the lowest bar isbelow thelow of
bar 1, asshownintheexamplein Figure 4. Thelowest bar is
used asthestart of thecal cul ation point for setting thebottom
of the Darvasbox andisset when the bar isfollowed by three
days of higher lows. Again, you are not looking for three
consecutively higher lows. What you are looking for is the
subsequent lows being higher than the low of the bar used as
the starting point of the calculation of the D_Box bottom.

| have used this example because it shows that once the
top of the box is set, it may take a few more days for the
bottom to be set. The bottom of the box does not automati-

FIGURE 5: THE COMPLETE BOX. Once the top and bottom have been identified,
they are not recalculated until prices break above or below the perimeter of the box.

cally start from the most recent low, ignoring any further
lows. It isonly set once the specified conditions have been
met. If anew equal or lower low appears within three days
after bar A, the current bottom-of-the-box calculation is
abandoned and anew cal cul ation startsfrom the most recent
equal or lower low.

Once the Darvas box is completed, it includes a high
resistance level based on asingle price point high. The low
support level also swingsoff asinglepricepoint. Theselevels
define the expected ranging activity of the stock over any
givenfour-day period. Thissoundsrestrictive, but the size of
the box is determined by the low of the box, which may take
aweek or more to establish. It could be significantly lower
than the new high, providing a considerable range for price
activity before any stop-loss exits are triggered.

The complete box captures the bullish and bearish range
of price, so breakouts above or below the box limits are
particularly significant. This underpins the trend-following
and stop-loss strategies of the technique.

TRIP POINTS
Although the D_Box is plot-
ted with relative ease, there
are two potential trip points.
Starting with equal highs, the
Darvashox consistsof aresis-
=l tance line and a support line,
& and once confirmed, they re-
e main in place until they are
brokenby amoveeither above
the top of the box (resu stance) or below the bottom of the
box (support). Once confirmed, the Darvas box plot lines
are not recalculated until abreak occurs beyond the perim-
eter of the box.

The core of the application of the Darvas strategy liesin
what happens after the top and bottom of the box have been
set. The box perimeter sets atrigger level for action. The
placement or validity of thebox isnot affected by dayswith

lowsegual tothebottom of thebox, asshown by bar X (Figure
5) or by dayswith highs equal to the top of the box as shown
by bar Y. Oncethetop and bottom of the D_Box are set, they
remain unchanged until there is a price move beyond the
confines of the box.

Nicholas Darvasrecognized one special and unusual case.
When the technique was first developed, the market had a
different volatility profile, so it was unusual for the starting
bar of thecal culation— bar 1 — toform both the high and the
low of the box. Darvas developed a rule to address this
exception. Start with anew high for the selected period and
call itbar 1 (Figure6). Thenlook for threedaysof lower highs
relative to the high of bar 1. The high of bar 1 marks the top
of the Darvas box. As soon as the top of the box isin place,
you start looking for the lowest low of the period, starting
with and including the low created by bar 1.

Inthe examplein Figure 6, bar 1 also has the capacity to
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Top of D_Box
3 lower highs
D_Box Perimeter = Entry signal
' l
= | Time limit
= of D_Box

3 higher lows

1
. }
1} T

>
Bar1=BarA Bottom of D_Box Stop-loss
FIGURE 6: AN UNUSUAL CASE. Sometimes, the high and FIGURE 7: ENTRY SIGNALS AND STOP-LOSSES. Once prices move above the
low of the box are based on the first bar or the bar you used top of the box, itis a signal to enter along trade. The bottom of the box is then used
to identify the top of the box. as a stop loss.

become bar A. This is because once the top of the
D_Box isset and you look for the most recent low,
bar 1 is also the lowest low for the period. In this
case, thefirst threedaysof lower highsarealsothree
days of higher lows than the low of bar 1. In this
extreme example, the top and the bottom of the
box are set simultaneously. This scenario, al-
though the exception when Nicholas Darvas was
trading, is now more common.

D_Box Perimeter

BOX LIMITS AND TRIGGERS
Thetriggersfor actionusing the Darvastechniqueare Time limit
set by price movesabovethetop or below the bottom of D_Box
of the box. A price move above the top of the box is
a signal for entry action using the classic Darvas

approach. Again, because of the volatility in current
markets, | have found that the method’ sreliability is
improved if you wait for aclose above the top of the
D_Box (Figure 7).

Once prices move above the top of the box, it

could act asasignal to enter along trade. Onceinthe
trade, you should use the bottom of thebox asastop-
loss level for the new trade. An aggressive trader
would act in anticipation of a D_Box breakout by

buying stock once the bottom of the box was con- Close below
firmed. He/she would buy in anticipation of a stop-loss
breakout above the top of the D_Box and use the

bottom as a stop-loss point. FIGURE 8: D_BOX FAILURE. At ti i below the bottom of the b
L :D_| . At times, prices may move below the bottom of the box.
By definition, the breakout above the top of the This suggests that the prevailing uptrend has come to an end and if you are in a long

D_Box setsanew high for the selected period. You  position, then it's time to exit the trade.
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The Darvas technique provides
a useful way to identify trends
and trade breakouts.

would immediately start to apply the conditions necessary to
set a new D_Box. Once the new high is followed by three
lower highs, thetop of apotential new D_Box isestablished.
Once the bottom is created, the stop-loss level is lifted to
match the new D_Box. Thisis the essence of Darvas trade
management.

The final D_Box configuration is a D_Box failure. This
happens when prices close below the bottom of the D_Box
and signal an exit, asthis suggests the prevailing uptrend has
come to an end (Figure 8). The classic application of the
techniquesignalsan exit assoon asthereisapricemovebelow
the bottom of the D_Box. In the modern markets, the prefer-
ence for an exit signal isfor the close to be below thislevel.

Aswith all trading techniques, thereisno guarantee. Once
the D_Box is established, it doesn’t necessarily mean that
priceswill obligingly providean entry signal by closing above
thetop of thebox. Some pricesjust continueto drift lower and
once they break below the bottom of the D_Box, the tradeis
closed or apotential tradeisabandoned. No new action should
be taken until the stock is able to make a new high for the
selected period. Only whenthisoccurswill you beabletoapply
the D_Box construction techniques again.

The Darvas trading technique is easy to apply and
providesauseful way toidentify trendsand trade breakouts.
Although it is ahighly successful trend trading technique,

| decided to make some adjustments by incorporating the
volatility in the current markets. In my next article, | will
discuss the modern Darvas trading technique.

Daryl Guppy is active in Australian, Asian, and Chinese
markets and provides certified professional training for
brokerages. Heisthe author of seven books and publishesa
weekly newsl etter that appliestechnical charting analysisto
these markets. He also runstrading workshopsin Australia,
Asia, China, and the US
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