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Introduction

Congratulations and thank you for downloading this book!

In this book we hope to introduce you to swing trading and give you the
tools and background you need in order to get started on your own. Many
readers might not know what swing trading is really about, so let’s start by
explaining the general concepts, which are actually quite simple.

Swing trading is a strategy that seeks to make money from short-term
price movements. Rather than investing over the long term, or making
quick moves in a single trading day, swing traders hold their trades for days
or weeks at a time. At the most, a swing trader will hold their investments
for a couple of months.

While there are specific techniques that have been developed for
different financial markets, swing trading as a method is quite general.
Swing traders can be found trading on every financial market, including
stocks, options, and Forex among others.

Swing trading is about searching the market for opportunities. Rather
than investing all of their capital in securities, they may spend days or
weeks on the sidelines, waiting for the right moment to get in on a trade
they are interested in. Swing traders can profit by going long — that is by
investing in a security looking for the price to increase, or they can short,
and earn profits from declining prices. In short swing trading is looking for
the right trend in a security, whether its moving up, or moving down.

To succeed you need to know how to find the right times to get in and
out of a trade. In order to find them, you will have to understand financial
market charting, and recognize common patterns that happen when trends
are about to take off or reverse. Swing traders also use the tools of technical
analysis to detect shifts in the underlying trends of securities.

Swing trading is not for everyone, and it’s not a get rich quick scheme.
To succeed at swing trading, you are going to have to study and learn it as a



craft, and pay close attention to the markets. People who would prefer
simply investing their money and not thinking about it aren’t suitable for
swing trading.

You can make large profits as a swing trader, with returns that beat the
market by a large margin. But you aren’t going to make instant riches, in
most cases. Of course there are some swing traders who will score a big win
quickly, but most swing traders are going to have to methodically build
their portfolio over time. But if you are dedicated and interested in being
deeply involved with the financial markets, swing trading is definitely a
strategy that can work, and it’s a lot safer than day trading.



Chapter 1: How Swing Trading Works

Swing trading is deceptively simple — you earn profits by going with the
trends in the market. To do this, you study a given financial security and
look for support and resistance. Support is the low pricing point below
which the asset has not crossed. Resistance is the high pricing point, above
which a break i1s not possible. Of course support and resistance are
temporary pricing levels, and they are apt to change at any time. On the
stock market, a bad earnings report can lead a stock to drop below its
previous levels of support. On the other hand, a good earnings report or the
release of a new product can cause prices to skyrocket. Part of your job as a
swing trader is to keep up with the markets and market news, so you know
when such opportunities might present themselves. We will talk about
support and resistance in more detail later, when we discuss chart analysis.

Of course prices are moving up and down all the time, so you aren’t
always waiting for big news to break. There are opportunities to get in on
trades all the time — if you know what to look for. Prices will move
“sideways” for long time periods, before making a break to the upside or
downside. Alternatively they can be “boxed in” between support and
resistance. Even then there are opportunities to earn profits, although they
won’t be as large as when there are big movements. We will be teaching
you what to look for later in the book.

How to Make Profits from Swing Trading

To understand how you can profit from swing trading, it can be helpful
to look at a couple of mock up charts. First let’s take a look at the general
idea. Asset prices fluctuate down all the time, and on different time scales.
In its simplest form swing trading takes advantages in the swings up and
down on the markets — you buy low and sell high.

Of course any investor can say they hope to buy low and sell high. The
swing trader hopes to capitalize on a swing, or a single move in the asset
price. Swing traders hope to earn profits from breakouts, when the asset
price increases to a new level. Alternatively, you can short the asset if its



experiencing a major decline. Swing traders can also earn smaller profits as
the asset price bounces higher and lower about the median.

Sell
Sell

Buy

Buy

This graphic indicates price levels of support and resistance for some
financial asset. Our goal in this chart is to look for an opportunity to buy the
asset when the price is low, and then sell it when the price rises. There are
many techniques a trader will use to estimate the right times to enter a
position.
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Buying Opportunities

The dashed line at the bottom of the chart represents support. This is a
price level that historical data have shown that as the price of the asset
decreases, it will stop and reverse and enter into an increasing trend after it
reaches the support point. So an asset that is trading at the support pricing
level is one that a trader wants to invest in — if there are signals of an
uptrend. There are other opportunities to get in on a trade as well at higher
pricing levels. A trader will enter a position if there are signals that the asset
price will continue increasing to the resistance level.

So, we say that a swing trader will buy at support. This is if you expect
the asset price to increase. If you expect it to decrease, then you sell at
resistance.

To make a profit, the trader needs to know when to exit a trade. The
resistance level provides the best opportunity to do so. Profiting from your
trades can take discipline, there is always a chance that the asset will break
above the resistance level, and emotions make people anxious to take
advantage of such situations. But waiting to long to exit a position can be



costly, if the price drops rapidly back to the support level. It’s important to
understand that swing trading is not gambling. The trader uses technical
analysis to determine the best prices at which to buy and sell, in order to
profit from the trade. But the concept is pretty simple for increasing prices —
identify levels of support and resistance and buy low when pricing is at or
near the support level, and there are indications of an upward trend. Then
you sell high at a pricing point that you determine to make profits, and exit
the trade.

As you’ll see later in the book, the many tools of technical analysis can
give you a solid indication of coming price trends, and the mood of the
markets. But it’s important to be realistic and recognize that no tool is
foolproof, and you can’t win on every trade. The bottom line is the
indicators aren’t right 100% of the time.

Swing traders can also earn profits from declining asset prices. For
example, you can short stocks or purchase put options. If you don’t
understand how that works now, don’t worry, we will discuss that in the
coming pages.

For now, let’s just understand the overall picture. This time you enter
your position when the asset price is relatively high, and all the signals are
pointing to a coming downward trend. Then when the price drops to a
profitable level, you exit the position. Graphically it looks like this.



Swing Trading: Shorting an Asset
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Enter Trade

Exit Trade

This is the central idea behind swing trading. Of course in practice, its
not that simple otherwise everyone would be doing it and raking in millions
of dollars. Becoming a successful and profitable swing trader requires
mastering the tools of technical, chart, and fundamental analysis so that you
know when to enter and exit positions, and whether to go long or short your
positions. We will be discussing all of those tools in the book. For now, let’s
take a step back and take a look at the three biggest markets where swing
trading is used.

Swing Trading with Forex

Forex is the foreign exchange market where the various currencies of
the world are traded against one another. Forex isn’t just in the United
States, there are trading markets around the globe, so it’s a huge market,
with $5 trillion traded daily — compared to $200 billion on the stock market.
The largest markets are in New York, London, Tokyo, and Singapore.
Currencies around the world are traded in pairs, so you could trade the
dollar against the Great British Pound, or the Dollar against the Yen, or the
Euro against the Pound, for example. While all currencies in the world are



traded, the focus is mostly on currencies used in the largest economies,
including the Euro, the British Pound, the US Dollar, and the Japanese Yen.

Unlike the stock market, which goes through brokerages that charge
high commissions, Forex is traded over the counter with small or no
commissions. Since there are markets worldwide, it’s open 24 hours a day,
5-days a week. It’s also highly liquid. That means there is enough volume in
trading activity to enter and exit positions quickly, making it well suited for
swing trading. During any business day of the week, traders can open and
close positions 24 hours a day. It’s also possible for traders to utilize a great
deal of leverage on the Forex markets as well.

Swing trading on Forex doesn’t require a huge time commitment. You
can check your charts a couple of times a day, so its suitable for someone
with other things going on in their life like a job, that makes it hard for them
to sit at the computer all day long.

Several swing trading methods are used on the Forex markets, including
those we will discuss in the book, including candlestick trading, trend
trading, range trading, mean reversion trading, chart analysis, and Bollinger
band trading. There are also several more that we will discuss in later
chapters.

Swing Trading with Options

Options are a type of derivative that allows you to control shares of
stock without actually owning them. There are two types of options, calls
and puts. Calls give the buyer of the option the right to buy the underlying
shares of stock at a price called the strike price. That price is fixed in the
contract, and so at any given time may be well above or below the market
price for current trading. Since it may allow holders of the options contract
to obtain the underlying shares of stock at a reduced price, options contracts
can be valuable. However, they come with an expiration date, which means
they are also becoming less valuable as time passes. You can think of it as
an old style hour glass, with the sand in the upper part of the hour glass
representing the time value of the option. As it drains into the bottom part
of the glass, the option is losing value, and eventually the time value all
drains away. However, if the strike price is lower than the market price, the
option still has value and can even be exercised, which means that the buyer



of the option can elect to actually buy the shares. Because of that intrinsic
value, call options gain value with rising stock price.

Options also make it easy to profit from downturns in stock price. In
this case, you would purchase a put option, which gives the buyer the
option to sell a stock to the writer. Put options also have a strike price, and
they become valuable when the strike price is higher than the market price
of the stock. What this means is that the buyer of the option could then
purchase low prices shares on the market, and then exercise the option by
selling the shares to the writer of the contract. The more the stock drops in
price, the higher the value of the put option. Of course put options also
come with an expiration date, so the decreasing time value also impacts the
pricing of put options.

Options are inherently short term assets, making them ideal for swing
trading. The shortest term for an option is one week, so the option will
expire a week after its issued. Most options are monthly, but there are
longer term options that can expire up to one or two years from the current
date. Those are called LEAPS, which means Long term Equity Anticipation
Security.

Options can be purchased on many securities, as well as on indexes.
They represent a great opportunity for swing traders because they don’t
require much capital to invest up front, and there are also strategies that can
be used to limit risk. For swing traders, the same tools and analysis that
would be used with stocks are used with options, since the value of the
option is directly related to the changing price of the underlying stock.
However the swing trader of options needs to be paying attention to the
expiration dates of any options in their portfolio.

Swing traders who trade options will primarily use the techniques that
swing traders of stocks will use.

Swing Trading Stocks

Swing trading stocks is very popular, since there are many highly
volatile stocks and stocks tend to breakout to the upside or downside quite
often. While the stock market is less liquid than Forex, because of the way
the markets behave, stocks can be more amenable to many swing trading



strategies. A swing trader on the stock market can profit from price
appreciation by going long, and can also short their positions when
appropriate.

Swing traders on the stock market will utilize all the strategies of swing
trading. This will include trading with the trend, looking for breakouts,
Bollinger band trading, chart pattern analysis, candlestick trading, and
more.

As we’ll see in the next chapter, swing trading has some similarities to
other styles of trading and investing, but there are also many differences.
Swing trading is not something that a Warren Buffett style investor would
be interested in.



Chapter 2: Swing Trading and Other
Styles of trading

In this chapter, we will compare and contrast swing trading with some
of the main strategies that other traders and investors use. First we’ll look at
day trading, and then we will compare swing trading with position trading
and buy and hold investing. Then we’ll talk about buying long and selling
short.

Swing Trading or Day Trading

One of the ways that traders are divided is by the time frame over which
they enter and exit trades. This 1s the main differentiating factor between
day traders and swing traders, and that has a lot of implications. First lets
start from the basic approach used by both methods of trading. Both seek to
earn profits from price moves of a financial asset. Swing traders enter their
positions and keep them for any time frame ranging from days to weeks,
even out to a couple of months.

In contrast, day traders seek to enter and exit their positions within one
trading day. In fact a day trader can take multiple trading positions on the
same day, but will be out of all of them by market close. While swing
traders hold positions overnight, a day trader always exits their positions.
This is necessary because day trading involves minute by minute
monitoring of their positions, and they enter trades and exit them on time
spans of hours. If a day trader were to hold positions overnight, it’s possible
that they would lose all the money in their positions from activity over the
span of minutes at market open.

Being a day trader requires an intensive time commitment. The trader
must keep a close eye on the markets and their positions as long as they’re
active. They seek highly volatile stocks, often trading small-cap and even
micro-cap stocks, looking to profit on what to others is the noise in the
stock market. Company fundamentals play a minor role, if at all, in the



analysis of the day trader. In most cases, day traders are looking to earn
profits from price fluctuations that result from big players buying and
selling shares. Fundamentally, day trading comes down to profiting off the
fluctuating supply and demand of shares. Commissions from the brokerage
can be a huge expense for day traders, since they may have to execute a
large number of trades each day.

Swing traders can invest in companies of any size, including large-cap
blue chip companies. Swing traders can also trade index funds, which is
probably not something a day trader would be looking at.

As we’ve stated, swing trading involves positions that can be held days,
weeks, or months. This has important ramifications when compared to day
trading. Over these extended time periods, company fundamentals can
become important. Earnings reports, product releases, changes in
management, or just changes in the economy at large can impact asset
prices on these time scales. That means a swing trader needs to be paying
attention to company fundamentals.

In most cases, swing trading can generate larger profits, per trade.
That’s just a fact that comes from how things operate when you hold your
positions longer. There can be exceptions, but that is the general rule.
Furthermore since swing traders are entering fewer trades, they are going to
be facing lower levels of expenses arising from commissions and fees.

Despite these differences, day traders and swing traders rely on many of
the same tools. These include analysis of chart patterns, trend lines,
Bollinger bands, and candlesticks, among many others. But, they are using
these tools over different time frames. For a swing trader, the short term
fluctuations of a stock within an hour are probably not attract the same level
of interest as compared to a day trader.

The two trading styles don’t just differ in technical details like the
length that a trading position is held. Swing trading and day trading have
different capital requirements, time commitments, and even different
mindsets, even though there will be some overlap.



Although you can make an absolute distinction on paper, it’s not always
an “either-or” dichotomy. Some traders are exclusively one or the other, but
it’s also possible to engage in day trading and swing trading at the same
time. That is not an approach that is recommended for most people, and
splitting your attention like that would probably inhibit your odds for
success.

But let’s take a closer look at some of the differences. The first
difference that immediately stands out are capital requirements on the stock
market. Day trading is a closely watched activity by brokerages and federal
regulators, because it’s believed to be very high risk. In fact, to open a day
trading account in the United States you need to have a minimum of
$25,000 in the account.

According to the United States government, you are a “pattern” day
trader if you engage in four day trades within any five day period.
Weekends don’t count, only business days. To be a day trade, you have to
buy and sell the same security on the same day.

All trading is risky, but compared to day trading swing trading carries
far less risk. The short term minute-by-minute fluctuations that can wipe
out the account of a day trader aren’t nearly as relevant to swing trading.
One consequence of this is that swing traders have a lot of flexibility when
it comes to the amount of time that you are going to devote to trading.
While its possible to be a full-time swing trader, many swing traders only
do it on a part-time basis. The fact that they are looking to profit on longer-
term price movements means that it’s even possible to submit trades after
hours.

Another consequence of the lower overall risk of swing trading is that
there are no capital requirements. Financial advisors might have
recommendations, but you can open an account of any size and begin swing
trading.

Day trading 1s something that requires intense focus, and it’s also a high
stress lifestyle. While swing trading can certainly bring stress if positions
aren’t moving in the right direction, the longer time frame means that
sustained attention to the stock market all day long isn’t required. The



overall stress level is also quite a bit lower. Day trading attracts action-
oriented “type A” personalities. In contrast, since you are holding positions
for longer periods that can require waiting for the right time to make a
move, swing trading actually requires patience.

Since Forex is over the counter and lightly regulated, it has lower
capital requirements for day traders. You can day trade on Forex with as
little as $500. There are not official requirements for swing trading on
Forex, but its recommended that you open an account with at least $1,500.

Swing Trading vs. Buy and Hold Investing

Buy and hold investing is a long-term strategy that seeks to preserve
wealth and grow it over time. A buy and hold investor is not interested in
short-term market fluctuations, generally speaking. At the most, a buy and
hold investor will look to purchase stocks when they are undervalued, so
they may take advantage of a drop in price. They never short the market,
and instead hope to profit over years and even decades from the overall rise
in the stock market as the economy grows.

The techniques used by long-term investors are very different from
those used by swing traders and day traders. Ups and downs of market
prices are largely ignored, and they utilize a strategy called dollar cost
averaging to purchase shares at regular intervals, regardless of the price.
Over time the highs and lows average out as overall, there is asset
appreciation.

The second major strategy that buy and hold investors use is
diversification. They want to invest in a large number of stocks so that
while individual stocks might have ups and downs, the overall portfolio
tracks the market. They are satisfied matching market returns. In fact, many
buy and hold investors take this to the extreme, investing only in index
funds that track major indices such as the S & P 500. These types of
investors don’t even do much fundamental analysis, and it’s a strategy that
requires little day-to-day attention.

As you can see, there are many differences between long-term investors
and swing traders. While the long-term investor is attempting to build up a
diversified portfolio over years and decades, a swing trader may be focused



on one or two stocks, and exit the positions in a matter of days. While buy
and hold investors are satisfied tracking overall market performance, swing
traders seek to beat overall market performance. Swing traders utilize the
tools of technical analysis in order to find the right entry and exit points of
their trades. Long-term investors ignore them and don’t care about short
term fluctuations or swings.

Swing trading or Position trading

Position traders seek to hold an asset for a long period of time, but they
are not buy and hold investors. They are traders who seek to earn profit
from their trades, rather than holding assets in order to build wealth.
Position traders on the stock market can hold positions for several weeks,
months, or even years.

Position trading on the stock market can be viewed as a long-term
version of swing trading. They will rely on both fundamental and technical
analysis. Since position traders will on average hold assets for a longer time
period than a swing trader, fundamental analysis plays a larger role in their
decision making. Capital is more liquid for swing traders, since they are
entering and exiting trades more often. Position traders will have their
capital locked up in an asset. This can last for potentially long periods.
Since they are holding long-term positions, position traders are more
sensitive to economic trends and the overall state of the stock market.

Position trading is not an active form of trading. They are hoping the
long-term appreciation of the asset will lead to profits. Day traders may do
hundreds of trades per year, but position traders enter into about 10-12
trades per year on average. Swing traders are more concerned with short
term fluctuations in asset price than position traders, although position
traders need to be alert to trend reversals that could cause losses.

There are many similarities between swing trading and position trading.
They both rely on fundamental and technical analysis, and compared to day
traders hold their positions longer. They are both trend followers who seek
the right entry and exit points for their trades. Overall, it’s simply a matter
of trading frequency.



While options are a perfect fit for swing traders, position traders won’t
trade weekly or monthly options. However, you can use LEAPS for
position trading, since you can hold them for long time periods, even up to
two years.

Position trading is also a popular Forex strategy. Fundamental analysis
plays an important role in Forex position trading, even including
macroeconomic factors like changes in GDP. They will use technical
analysis to determine entry and exit points for trades. Position traders also
have a wider stop loss, which may require more up front capital. However,
position trading on Forex tends to have a favorable risk-to-reward ratio.

Market Participant
Market participants include many people and organizations.  Most
fundamentally, market participants include the buyers and sellers on a given
market who transact to transfer assets. A market participant must be capable
of entering the transaction. Other market participants can include:

. Broker Dealers who handle trades between buyers and sellers,
and may use their own inventory to facilitate transactions.

. Clearing Agencies, who clear and settle trades.

. Electronic communications networks that automatically match
buyers and sellers at specific prices.

. Investment advisors that provide advisement for a fee and/or issue

publicans on investment recommendations. They can be
companies or individuals.

. Securities Exchanges are the markets where securities are
bought and sold. Stock markets in the United States include the
New York Stock Exchange and NASDAQ. Options are traded on
the Chicago Board Options Exchange.

. Transfer Agents maintain records related to securities and record
changes in ownership.

High frequency trades



High frequency trading is computer-based algorithmic trading. It
utilizes computer software to perform multiple trades per second. There is
little human input to high frequency trading. Since multiple trades are
executed per second, this can lead to large moves on the market that can
seem mysterious to live, active human traders. High frequency trading has
been encouraged because it generally increases liquidity on the markets.
However, critics complain that high frequency trading puts small retail
investors (that means individual investors) at a disadvantage.

How to start trading

The first step is to sit down and do an analysis of your own situation.
Begin by deciding what your goals are and the level of commitment you are
able to devote to swing trading. This includes the amount of financial
capital that you have available to invest, as well as the amount of time you
are able to devote to swing trading. This can change down the road, but you
should map out your first three months. At a minimum, you are going to
need a working computer and a solid internet connection. It can also be
helpful to have a smart phone, because many brokerages have apps that can
be used as an additional tool. Mobile apps can help you monitor the
markets, make trades, and receive alerts. You may also want a printer to
print out charts that you can analyze by hand, but many investors just study
them on the computer.

Once you have all of your equipment nailed down, the next step is to
select a broker. The stock brokers of yore have been replaced by online
websites and mobile apps. Each broker has their own advantages and
disadvantages. Some of the factors that you will want to consider are:

. Commissions charged per trade. High commissions can eat
people alive when they are doing a large volume of trading. For
swing traders, this isn’t as much of an issue as it is for day traders,
but it could still be important. These days there are many options
available providing a wide array of pricing and features. Keep in
mind that the brokerages with the highest commissions don’t
always have the best features.



. Minimum deposit. If you are hoping to start small, you might
want a broker that doesn’t require a large minimum deposit. The
requirements vary, and some don’t require any minimum deposit.

. Simulated trading. Many brokerages offer trade simulations
that help new traders hone their skills. Going through the process
can help you get a feel for swing trading and you can see what the
results would have been, without using real money.

. Trading platforms. In today’s world, a broker with multiple
trading platforms is essential. You will want a broker that also
offers a mobile app.

. Ease of use. This one is hard to evaluate without experience.
You might want to sign up with more than one broker if it’s
possible, so that you can directly test their platform. If that isn’t
something that is feasible, you can read online reviews.

. The ability to trade options. Even if you don’t go in right
away trading options, you will want to have that feature available
in case you decide to try it down the road.

. Analytical tools. You will want strong analytical tools for
your charting as well as for determining potential profits.

In our experience, newer brokerages are better options. Tasty-works and
Robinhood are good options, with the latter being an excellent choice for
beginners. The main argument against Robinhood is the skeletal set of
features. But you can make up for that by utilizing charting on other free
platforms like Yahoo Finance. However, Robinhood is very simple to use in
order to execute trades.

The science of buying long

Buying long means entering trade when a swing is at a low point or
point of support. That is, you are expecting the asset to appreciate in value,
so you will buy at what you think is a low price, hoping to profit on coming
gains in a swing.

Knowing the best times to enter a trade depends on many factors
studied in technical analysis, and we will discuss them in detail later. For
now, we only seek a qualitative understanding of the science of buying
long. In Swing trading you are hoping for an upward trend in price that can



last anywhere from a day to several months. You enter the trade at a low
point, and then exit within one swing. Entering a trade means buying the
stock 1n this case, and exiting the trade means selling the shares and taking
your profits.In the example below, we see Apple provided an opportunity to
win with a swing trade over the course of a couple of months. Notice that
the previous highs would provide a guideline for the pricing level when you
should sell your shares. The range to enter the trade was actually fairly
obvious, because the share price had been much higher recently. If that was
a level of resistance you can use that to execute a limit order, which means
that your shares will automatically sell if the market price meets or exceeds
the price specified in your limit order.
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The chart indicates that after falling to a possible low, Apple may have
established a new level of support, as seen on the right side of the chart.

The science of selling short
Selling short can be a new concept to many investors. If you are like
most people, you’ve only thought about the stock market in terms of buying



long. And chances are you’ve been thinking of it in terms of long-term
investing over years and decades.

Selling short can be an entirely different ballgame for many people.
While the stock market appreciates in value over the long term that tends to
average out prices, in the short term stocks can fall quite a bit. The market
provides ways that you can profit from these declines. There are two ways
to do it, you can short (sell) the stock, or you can invest in put options.
Either way, you would do this when you see the stock entering a downward
trend.

In order to short the stock, first you borrow the shares from the broker.
Then you immediately sell them to get cash in your account. After this, you
simply wait for the share price to drop. If it drops significantly, then you
can buy the shares back at a lower price. Remember you borrowed the
shares from the broker, so you can simply return the shares. Your profit is
the difference in prices.

For example, suppose a given stock was trading at $50 a share. If a
major decline was expected, you could borrow the shares, and then sell
them on the market. Later, the decline materializes. Let’s say the share price
dropped to $20 a share. You can buy them back at this discounted price, and
then immediately return them to the broker. Your net profit would be $30 a
share, ignoring commissions.

Put options offer another, fairly straightforward way to bet against a
stock. If the price of the stock goes below the strike price of the put option,
then the put option will gain intrinsic value. Remember that options have an
expiration date as well. What you want with a put option is for the share
price to drop below the strike price. That makes the put option far more
valuable. If that happens, a trader can exercise the option and use the same
strategy described above.

Suppose that once again, we are interested a stock trading at $50 share.
We buy a put option with a $50 strike price. Then the stock tumbles as
expected. We then buy the shares on the market for $20 a share. Then we
exercise the option, which in the case of a put means that we sell the shares
to the writer of the contract at the strike price. So once again we earn $30 in



revenue from the decline in share prices. When discussing options, you
have to figure the option price as well as commission in your expenses.



Chapter 3: Tools and Platforms for
Swing Trading

If you want to swing trade, you’re going to need to open a brokerage
account. A brokerage is just a company that plays the role of middle man.
The brokerage maintains an account for you and keeps records of your
trades. It also allows you to deposit funds that can be used for trading, and
allows you to take out your profits. They will also take care of the necessary
tax forms on your behalf. The central role of the broker is to execute trades.
So when you want to buy or sell shares, the broker will do that on your
behalf. You can also borrow shares from the broker, or borrow money to
make larger trades, if you have a margin account.

Before choosing a broker, you’re going to want to decide what financial
assets you want to trade. Some brokers might not give access to all types of
securities. This might be more important if you are interested in trading
Forex or cryptocurrencies, finding good stock brokers 1is fairly
straightforward. However many of the leading stockbrokers will also
provide access to trading Forex, crypto, and other assets.

Types of Accounts

The first thing you’re going to want to consider i1s whether or not you
want a full service brokerage or a discount broker. A full service brokerage
is one that provides professional financial advisors to help you make your
investment decisions. Some may even be able to assist you with swing
trading. However, be aware that commissions are going to be an important
factor when you trade frequently. It’s one thing to set up a periodic
investment in an index fund, and quite another to be making several trades a
month. For that reason, most swing traders are going to be interested in
discount brokers.

Besides looking into whether or not you go with a discount broker, you
are going to want to determine whether or not you open a cash account or a
margin account. By law, to open a margin account you must deposit $2,000



up front. The advantage to opening a margin account is that if you qualify, it
will enable you to borrow money and shares from the broker. This opens up
the possibility of shorting a stock, or using leverage in order to purchase
more shares than you could with your cash alone. Typically, swing traders
can get 2-1 margin, which means if you deposit $2,000, you can buy $4,000
worth of stock.

Examples of popular brokerages include E Trade, Tasty
works(particularly good for trading options), Robinhood (zero
commissions), TD Ameritrade, along with more traditional brokers such as
Fidelity or Charles Schwab. In each case, check to determine if you can
trade the financial assets you are interested in trading. While its easier to
have one account, if you are going to have diversified trading such as
trading stocks, options, and Forex, you might have to get a different broker
to manage your Forex trades. Of course it’s advisable that beginning traders
stick to one asset, at least at first.

Expert Advisors

Full service accounts used to only include those with a professional
financial advisor. However, over the past decade or so, a new type of full
service account has developed that relies on software or “robot” advisors to
manage it’s accounts. These often go by the name “expert advisor”. This
type of account is managed for you, and the robot will pick stocks/options
or currency trades to buy and sell and when to sell them. That may or may
not appeal to you, the idea of having a robot running your trading account
might be a bit intimidating.
Retirement Accounts

Swing trading methods can be used to grow retirement accounts, such
as an IRA or a 401k. However, keep in mind that you will probably be put
in a position of reinvesting profits from swing trading toward the purchase
of more assets inside the retirement account. So it would not be traditional
swing trading in the sense of earning profits in the here and now to cash
out. If you cash out early from retirement accounts, you’re going to lose a
lot of benefits because of heavy taxes and early withdrawal penalties.

However, swing trading is an intriguing way to grow your IRA from the
inside. By law, you can only deposit about $5,000 or so per year, depending



on age. But using swing trading, you have the potential to rapidly grow the
account by earning profits inside of it. They can then be used to purchase
more shares. If you are good at swing trading, you can double or triple the
amount by which the account is growing per year, without violating any
laws regarding contributions.

It’s always a good idea to have a retirement account as a part of your
overall portfolio, so swing trading inside the account can be part of your
larger financial strategy.

Opening a Brokerage Account

Opening brokerage accounts is a pretty simple process, its like signing
up for an account with anything online. Enter your name, address, and bank
account information. Some brokerages may require that you make an initial
deposit to get started. If you are a beginning swing trader, consider using
Robinhood. This is an app based trading platform that is somewhat skeletal,
but also very easy to use. With Robinhood, there are zero commissions and
no minimums. So you can limit your deposits to the amount of money that
you want to use for trading, rather than having to meet some arbitrary
funding requirement.

Keep in mind that if you want to trade options, the broker is going to
want to make sure that you understand what you are getting into. Usually,
an interview of some kind is required before you can trade options. They
are going to want to make sure that you understand that options are
speculation and not investment. That means that you are buying financial
assets in the hope that the price of the asset is going to rise over a short time
period. This is in contrast to investing, where you are sinking your money
into a company for the long haul. So you want to explain to the broker that
you want to do speculation more than investment and that you understand
what it means and what the risks are. Second, you will want to assert that
you are interested in short time horizons, and not long term investing. You
will also be asked some basic questions about income level and net worth.
However, don’t worry about those, they are pretty flexible on those points.
Options trade for tens to hundreds of dollars, so you don’t have to be rich to
get started.



The main purpose is simply to satisfy the broker that you completely
understand the nature of swing or option trading. It does not preclude you
from entering into long term investments as well.

Tools Available Online

Many brokerages are self-contained, that is they include all the tools
you need in order to operate as a swing trader. At a minimum, you should
make sure you have access to the following:

. The ability to chart stocks out to a minimum of five years,
preferably longer.

. You should be able to create candlestick charts, not just line
charts.

. You should be able to easily switch between different time
frames, such as days, weeks, and months.

. There should be access to moving averages, especially simple and

exponential moving average tools, with the ability to set the
number of periods and include more than one moving average on

a chart.

. Other moving averages may be of interest, such as the Hull
moving average.

. You will want to be able to utilize Bollinger bands.

. You want access to financial statements along with rundowns of
cash flow.

If tools like these are not available, you can visit Yahoo Finance where
they can be utilized for free. Some trading platforms have practice or
simulated stock markets where you can practice trading real securities,
without having to invest any money. This is a very good way to start
training yourself, but of course without the strong emotions that come when
real money is involved, they are of limited value.

Once you’ve setup your account, you’re ready to get started. The next
task 1s to learn how to analyze stocks and stock charts, and look at technical
analysis.






Chapter 4: Swing Trading and Financial
Instruments

Swing trading is a technique that has general application. Therefore it
can be applied to the trading of any financial instrument that experiences
price changes on the sale of days, weeks, or months. Swing trading can be
discussed in the context of Forex, stocks, or even bonds, but it 1s not a
specific tool geared toward any specific financial asset. Once you
understand the basic techniques used with swing trading such as moving
averages, then you can apply them to any financial asset you are interested
in trading.

Swing trading really isn’t a strategy. In fact, it uses the same strategies
used by day traders. Rather it’s simply a time frame or style. So the same
strategies are used but they are applied to different time frames. This has
significant implications of course. Day traders are actually looking for the
same types of price moves, just on different time scales. Since a swing
trader is willing to hold their position overnight and out to weeks or even a
few months, the risk is significantly lower.

Some of the tools and strategies used by swing traders that are also used
by day traders including:

. Looking for support and resistance
. Looking for chart patterns

. Moving averages

. Bollinger bands

. Trending and counter-trending

. Looking for signals in candlesticks

We will be discussing each of these in future chapters.
Forex



Forex is short for foreign exchange, and is a market where people trade
one currency against another in pairs. Traders seek to profit from price
swings of trading pairs and use a technique called long-term trend
following. Swing trading also follows trends, but does so over short time
periods, but time periods that exceed those used by day traders. On Forex
markets, you can expect to hold positions for more than a day to a few
weeks. Forex traders that use swing trading as a technique will study charts
over the course of days to look for bring price swings they can take
advantage of to earn profits.

Swing traders on Forex are looking for volatility. When there is more
volatility, there is a greater chance that prices will have larger swings
between high and low values, offering more chances for short term profits.
Large price swings as well as more frequent price moves can aid the swing
trader.

As a swing trader on Forex, you aren’t going to be as concerned with
specific currency pairs in terms of what currencies make up the pair, but
whether or not the pair offers the types of price moves you are looking for,
that i1s big swings that offer a solid buy-low and sell-high possibility.
Moving averages are frequently used when applying swing trading to
Forex. As we will see in a future chapter, using moving averages can help
you properly identify coming market trends, and therefore find the right
entry and exit points for your trades.

Swing trading is quite different than scalping, so you are not looking to
profit from small price movements that occur over very short time periods.
Scalping and day trading require a lot of attention to the markets that will
have to be focused whenever you hold a position. Because swing trading
takes place over longer time frames, constant attention to the markets isn’t
necessary. Of course you still have to pay attention, but its something that is
far more amenable to part-time attention rather than having to go all in.
When using swing trading on Forex, you will want to keep track of
economic and political news that has the capacity to roil the markets or
cause rallies for one currency over another.

Options



Options are a type of derivative that has an underlying financial asset,
such as shares of stock. Most option traders are trading stock options. The
option gives the buyer the right to buy or sell shares of stock at a fixed
price, which is called the strike price. Options that give the buyer (of the
option) the right to buy shares of stock are known as calls. If the option
gives the buyer the right to sell shares of stock at the strike price, it’s known
as a put.

Option trading is amenable to swing trading because options are time-
limited. Every options contract comes with an expiration date. The lifetime
of an option can be quite varied, lasting from one week (so-called weekly)
to a month, to several weeks, and even one year or more. Options that last
one year or more are called LEAPs. However, no matter how long an option
lasts, they all operate in basically the same fashion.

Unlike stocks, part of the pricing of an option is determined by “time
value”. The closer an option gets to the expiration date, the less time value
the option has. That adds an extra wrinkle to trading options that other
financial securities don’t have — for example you can hold stocks for
however long as you like. For details on how this operates, please download
my book on Options Trading.

Since options (generally speaking) have a lifetime that fits well within
the time periods that swing traders use, they naturally fit within a swing
trading paradigm. A swing trader of options can use the same techniques of
analysis that a swing trader of stocks or other financial assets will use to
determine price swings. Puts offer an opportunity to short the market, so
swing traders interested in shorting can use puts for that purpose rather than
having to deal with the complexities and risks of using margin to borrow
shares of stock.

Options have many strategies that specialists in options trading use to
generate income, but those are not of interest to the swing trader. A swing
trader will only be interested in using swings in stock price to profit from
trading calls or puts at the right moment in time. This is a simpler approach
rather than having to learn all the complicated schemes that have been put
together to minimize risk with options. Instead, you will use the same tools
to look for signals in the market that a swing trader of stocks is using, and



then take advantage of buy and sell signals to buy or sell the appropriate
options. The main difference will be focusing on the time value of the
options and noting how that can impact pricing.

Stocks

Swing trading obviously has application to the stock market, and we
will use it for many of our examples. You can use swing trading to profit
from the moves of any stock, but high volatile stocks are going to work
better, because you are more likely to see large price swings in the stocks
that you decide to take positions in. When using swing trading with stocks,
there are different ways to approach it. At any given time a stock may be
fluctuating within specific ranges, and you can use this information to get a
general idea of what the best share prices are to enter and exit trades. Big
news can always cause a massive pricing move, and one thing you will look
for are earnings reports. Its also important to study company fundamentals,
but with an eye on profits during the current and next quarter rather than
viewing them through the lens of a long-term investor. Earnings reports can
offer opportunities to profit from swing trades, provided that you are
correctly anticipating the way the reports are going to go. Most of the time
whether or not a company is actually profitable over the previous quarter
isn’t as important as to whether or not they fail to meet, meet, or exceed
expectations. Something that you will be interested in doing is seeing what
analysts are saying so that you know what the expectations are. Keep in
mind that it’s possible to make an incorrect judgment in this case, which
can lead to significant losses.

Product news and even political and financial news can have a large
influence on stock prices. If the FDA approves a new drug, then that could
mean a significant rise in share prices. The introduction of a new smart
phone might do the same, but if features were not as exciting as investors
hoped, it can leave the stock moving sideways or even crashing low.

While paying attention to news is important, you don’t want to give it
the most weight. The fact is you are going to be the last person getting the
news, long after institutional investors or large hedge funds have gotten the
information. At best, you’ll be getting the news at the same time but they
are going to be able to react to it instantly, long before you can.



So most of your focus should be directed at looking at the stock itself,
and how its behaved over recent time frames and out to a year. You don’t
necessarily want to look back too far, since behavior of the stock five years
ago 1sn’t nearly as relevant as the behavior of the stock in recent months.

Some of the tools used for doing analysis on the stock market are the
exact same tools and techniques that would be used on Forex. First and
foremost, this will include using candlesticks and recognizing various chart
patterns. You will also put a lot of emphasis on using support and
resistance.

Simply put, support is a price level below which the stock doesn’t seem
to fall past. Of course it can fall below the support level, but if a lot of the
data from previous charts suggest a strong support level, that means that its
going to take major bad news about the company to cause it to drop
significantly below that point. This can be used as an entry point for your
trades.

Resistance is the upper price level the stock may be unable to break.
Like support, its going to take a major change to get the stock to break
above resistance. That major change could take many forms, it might be the
introduction of a new product, an unexpectedly positive earnings report, or
a change of CEO. Therefore you should spend time following the news
related to companies you are trading, but don’t let that be the final word, or
obsess over it too much. Just use it as one piece of information in your
overall toolkit. To see why, go back to the spring and summer of 2008 and
see what all the analysts were saying — most of them were dead wrong. Of
course that doesn’t mean they are always wrong, they are often right, but
you have to take what they say with a grain of salt. So use your analysis and
spot trends, know where the levels of support and resistance are, and then
pay attention to special news items or events that could cause a major price
change for the stock of the company.






Chapter 5: Fundamental Analysis

Fundamental analysis is a process by which you study the fundamentals
behind a financial asset. On the Forex markets, you will be looking at the
state of the economy, GDP growth, and political factors that impact the
overall picture and stability of the country. If these items are looking good,
that means the currency for that country will gain strength. But since
currencies are traded in pairs on Forex, that means you also have to
compare fundamentals between countries. If Europe looks strong but Japan
is looking even better, then the Japanese Yen would strengthen as compared
to the Euro.

When it comes to stocks and options, the fundamentals include profit
margins, price to earnings ratios, cash flow and other indicators that give a
picture of the overall health and prospects of the company. You’ll be
wanting to take a look at quarterly earnings, and reviewing earnings calls
for companies that you are invested in. Fundamental analysis also means
looking for stocks that are currently undervalued. The price of undervalued
stocks 1s likely to increase at some point in the future, so spotting an
undervalued stock could be useful for the swing trader.

Since swing traders have different time horizons as compared to buy
and hold investors, short-term results like earnings calls are going to take on
a larger role, as compared to looking at trends in revenue and profits over
the course of years. A good earnings call can send prices soaring, while
failing to meet expectations can send stocks into a rapid decline. When
there are events like this as a swing trader you have to be ready to seize
upon them as quickly as possible.

It’s also important to keep your eye on company news of a more general
nature. If a product fails or ends up creating legal trouble for a company,
that can be an opportunity to short the stock or invest in put options.
Alternatively, the release of a new product that exceeds expectations can be
an opportunity to go long on the stock.



Financial Reports to Read and Where to Get The Information

The SEC requires that all publicly traded companies make audited
financial statements available. This includes a prospectus and an important
report filed annually which is called the /0K. In these documents you’ll find
audited records that include items such as cash flow, balance sheets, and
other financial data. They also include important information about the
management team and competition the company is facing in its sector. The
company must also give shareholders an overview of its future plans and
information about attempts to enter new markets. You can visit company
websites to get these reports, or do an online search using the company
name with “10K” or “prospectus”. Summaries of financial information are
also available on many stock websites free of charge. For example, you can
get income statements, balance sheets and cash flow on Yahoo Finance for
any company that is listed on the stock exchanges.

There is also another important report that may be released from time to
time, called an 8K. These contain information similar to that found in a
10K, but they are only filed when important short term information has to
be disclosed to investors. At times, the information contained in an 8K can
have a major impact on share price.

Financial Statements in More Detail

There are three general types of financial statements, in case you aren’t
fully aware. These include the following:

. Income statement: An income statement will include
information such as revenue, gross profit, and operating expenses.
These reports can help you determine the overall health of the
company, and you can look for trends in revenues and profits over
the past few years. Be sure to look for net income as a percentage
of revenue. As a swing trader, while you are going to want to
have an understanding of the overall health of the company, you
are going to be more interested in looking at quarterly statements
and keeping up with earnings calls and other announcements.

. Balance sheet: A balance sheet shows current assets and liabilities
for the company. Current liabilities are of particular note on a
balance sheet. You want to look at a balance sheet thinking about



the financial health of the company. Is it carrying a large amount
of debt? Is the amount of debt increasing, and could that prevent
the company from being profitable or paying dividends at current
levels? These factors may make a company less appealing to
investors. When a company is younger and in an aggressive
growth phase, investors may be more tolerant.

. Cash Flow: Cash flow is a summary of items such as net
income, changes to inventory, depreciation, changes to liabilities
and financing opportunities among others. Cash flow can give
you a good overview of recent company performance and is
another way to gauge the health of the company. Pay special
attention to changes in inventory. Ask yourself if it looks like the
company is able to move its product.

When examining quarterly data, you’ll want to compare quarterly
results to the same quarter a year earlier. In many cases, company
performance will depend on time of year, so the best way to see trends in
the company’s performance is to make an apples to apples comparison,
rather than just looking at how revenue and net income changed from last
quarter to the most recent quarter.

Earnings Calls

On a quarterly basis, one of the most important events for a swing trader
is the earnings call of the companies that the trader is interested in. Earnings
calls can lead to dramatic swings in stock price, depending on whether it’s a
good earnings call or a bad earnings call. In the crazy world of Wall Street,
an earnings call largely depends on what people are expecting out of it,
rather than any absolute measure of performance. For example, if investors
expect earnings to increase 25%, and the company reports that it only grew
earnings by 10%, even though any rational person would view that as a
positive, Wall Street is probably going to react negatively. Of course, if the
report shows a decline it’s going to be that much worse. The thing about
this for the swing trader is we don’t know how strongly the market will
react. If share price is $200, it might drop to $180, or it might drop to $170.
Nobody knows ahead of time, but you should be ready to enter into your
trades accordingly.



Things work just as well the other way around. If analysts were
expecting a company to see a 10% increase, but they report an 18% or 25%
increase in year over year profits instead, this will send the stock soaring.
Again, nobody is sure how high it will go. You will have to have a preset
value of profit you are willing to accept on a trade, and place a limit order
ahead of time. Then you have to live with the results. If your limit order is
at $220 a share, you can be happy with your $20 a share gain, even if the
stock keeps rising. A disciplined trader that doesn’t get greedy is far more
likely to succeed over the long-term.

While it’s impossible to know ahead of time how an earnings call is
going to go, you can gain some familiarity with a company and how the
market reacts to it by going over previous earnings calls. Do so by not only
reviewing the content of the calls, but by looking to see how strongly the
market reacted to them.

Keep in mind that a bad earnings report isn’t just an opportunity to short
stock or invest in put options. When the stock drops, it’s also an opportunity
to get in at relatively low price point. Don’t set perfection as a goal for your
trades. The only thing you should worry about is getting in on the stock
when prices are relatively low as compared to the previous price level. If it
continues going lower, beating yourself up over missing the opportunity is a
waste of energy. Instead, focus on waiting — for the stock to go back up so
you can profit at a future date.

If the earnings report turns out to be a good one, you might want to be
ready to enter into your position immediately. Then you can ride the wave
of rising share prices. It’s not necessary to invest before an earnings call and
it could even be a bad decision to do so, because you won’t know for sure
which way things are going to go. In any case, earnings reports are an
important part of your fundamental analysis to see how the company is
performing.

Price to earnings ratio

An important metric that matches share price and earnings per share is
the price to earnings ratio. Investors and traders are on the look out for
price to earnings ratios that are excessively high, and also for price to
earnings ratios that are low in comparison to similar companies in the same



sector. If the price to earnings ratio is excessive when compared to other
companies in the same sector, that could mean the stock is overvalued, and
might head into a downturn at some point. Conversely, an undervalued
stock as indicated by a relatively low price to earnings ratio is a stock that is
available at a “discount”, because it’s undervalued. At some point — the
thinking goes — the stock is going to rise in price up to it’s true value.

You shouldn’t just take the price to earnings ratio at face value. If you
notice one that is out of line with the rest of the industry, you should do
some research to find out if there is some external reason behind the
difference. That may require a detailed check of news about the company
on financial websites, as well as reading press releases and 8K reports
issued by the company.

An interesting and recent example is Ford Motor Company. At nearly
14, the price to earnings ratio of Ford is nearly twice that of other auto
companies. Compared to GM, it’s actually more than twice as big. At the
time of writing, it alone stands out in the automobile sector, where all the
other companies are in a similar range. It’s extremely unlikely that Ford
represents the standard of the sector and all the rest of the companies are
undervalued.

That could mean one of two things — Ford is in for a correction at some
point in the future, or Ford has recently made some moves or
announcements that make it deserve the high ratio. The first step you should
take is to look over financial reports and compare profit margins between
the different auto companies. You’ll also want to look for any news you can
find about Ford in recent months.

It could be something as simple as a stock split. When a company splits
its shares, the amount of money invested in the company stays the same but
the number of shares changes. Splits can work in both directions.
Companies can use splits to inflate or deflate price to earnings or earnings
per share ratios.

In general, if the price to earnings ratio appears excessively high or low,
this can indicate that the stock is in for a correction in the coming months.
If it’s excessively high this is an overvalued stock, and the price of the stock



might be set to drop in the coming weeks. We would expect it to drop until
it reaches a more appropriate level for its sector. On the other hand if its low
and the company fundamentals look good, that can be a sign that the
company is poised for gains. So the price to earnings ratio can indicate that
an individual stock is set to undergo a “correction”.

But keep in mind that there is no “right” or “wrong” price to earnings
ratio. As we explained above, you will have to look at companies in the
same sector to get an idea of how a given company compares to it’s
competitors. Obviously you don’t want to compare a bank to an auto
company or to a social media company. Also make sure you are really
comparing the same measurement. A good one to look at is TTM. This
means trailing twelve months. You will also see past-looking and forward-
looking price to earnings ratios. I prefer to avoid forward looking and stick
to the TTM value. To get a feel of how different they are from sector to
sector, since we’ve already looked at automobile companies, let’s compare
that to some other industries.

Let’s look at a younger and growing sector, social media companies.
Looking at Twitter, we find that the P/E (TTM) ratio is 20.61. This is
actually considered a pretty average price to earnings ratio. Looking at
Facebook, the price to earnings ratio is a bit higher, checking in at 28.58.
That’s almost 42% higher than Twitter, but given the more successful
financials that Facebook has, it’s probably justified.

Now let’s look at a newer company, such as SNAP. In this case, there
isn’t any price to earnings ratio given. That means SNAP is not profitable.
Since it’s a young and growing company, that’s not really relevant, at least
not yet. Investors are going to want to see results at some point — but for
now they are relatively patient. Tesla is another example of a relatively
young company that is poised for rapid growth — it has yet to have positive
earnings.

Searching for some more social media companies, we find one that is
way out of whack. YELP is sometimes considered a social media company,
and its P/E ratio is 49.89. This is much higher than what we’ve seen so far.
YELP is a popular website to be sure, but it doesn’t seem to have any



fundamentals to justify a price to earnings ratio that high. That could mean
it’s in for a price correction in the coming months.

We can also find examples on the other extreme. Weibo corporation has
a P/E ratio of 15, which is comparably low.

You can also look at closely related companies that are similar, but not
necessarily in the same exact sector. Microsoft is a technology company
and they own Linked-In, so that seems like a good candidate. Their P/E
ratio is 30 — about the same as Facebook.

With these values in mind, Weibo might be a hidden opportunity. Before
deciding, however, you’d want to look at the company financials and read
what analysts are saying about it. Something a swing trader should always
keep in mind is that looking at a single metric should not drive your
decision making. You need to find confirmation elsewhere.

The point of looking at price to earnings ratio is that it’s a starting point
for further research.

Social media is a new and growing sector. It’s interesting to look at
another more slowly moving sector such as banking. Here is what we find:

. Wells Fargo: 10.24

. Bank of America: 10.4

. Citigroup: 9.81

. JP Morgan Chase: 11.72

Notice how they are all clustered around the same value. If you are
looking at stocks in the banking sector, any stock that had a price to
earnings ratio that fell outside of the range 9-11 would be very suspect,
possibly representing an opportunity to look at for a future price swing.

Open Interest, Volume, Short interest and Put to Call Ratios

Looking at options, open interest, volume and short interest are some of
the factors to consider. These can also help you determine where traders
expect prices to go. There aren’t absolute numbers that can be used as a
guideline, everything is relative.



Open interest tells you the number of options contracts for a given strike
price and expiration date. Options traders seek out a minimum of 100,
because this indicates enough liquidity that you can quickly get out of a
trade. When you find strike prices with higher levels of open interest, these
are probably price levels where expert traders are expecting the stock to go
in the near future. You will want to compare open interest numbers for calls
and puts on the stock. Calls are bets that the stock is going to rise in price,
while puts are bets that the stock is going to decline in price.

Volume tells you the number of trades that happened on the most recent
trading day. This also gives you an indication of the level of interest in the
strike price — where people thing the stock price may be heading.

You can also take a look at short interest, and also the put to call ratio
for options related to a stock. Short interest tells you how many investors
are shorting the stock. If this number is high, that indicates that the
investing community is expecting a stock price to decline in the near future.

This information is also communicated by the put to call ratio for
options related to the stock. Investors who think that a stock price is going
to decline are going to invest in put options. If the put to call ratio is
excessive, then that can reflect an expectation of coming price declines in
the stock. You can compare the value you find for a given company to
similar companies in the same sector. It’s also good to check the put to call
ratios for SPY, which tracks the S & P 500, for a rough comparison. That
will give you an indication of what investors are expecting for the market as
a whole. Note that options all have different strike prices, so you will want
to check the put to call ratios for different strike prices.

Futures and after hours trading

You can look at futures and after-hours trading to see how a stock is
moving as a leading indicator, that might help you decide when to enter or
exit a position. For futures, S & P 500 and other index futures can indicate
the overall direction of the market. For individual stocks you might look at
after hours trading especially after a late earnings report. This can help you
determine when to enter your next trade.

Fundamental Analysis for Forex



Fundamental analysis can also play an important role for Forex traders,
especially if you are holding your positions for longer periods. The types of
fundamental analysis you are going to use will primarily revolve around
macroeconomic factors, political factors, and trade. You are going to want
to keep a close eye on GDP growth, jobs and unemployment, and trade
issues that can impact currencies. Political factors at home and abroad can
also weaken or strengthen a currency.

As we stated in the introductory remarks for the chapter, the strength of
any given currency can’t be decided in isolation. Rather, you need to look
for relative comparisons. You’ll also want to study past relationships
between currencies to understand how they have changed historically in
response to changing circumstances. The U.S. economy always looms
large, but Japan and Europe are important too.



Chapter 6: Technical Analysis (Price
Action)

Fundamental analysis is important, and it plays a central role in the
analysis of buy-and-hold and dividend investors. Its also important for
swing traders to determine the health of a company you are thinking of
investing in. However, the main tools of trade for the swing trader center
around technical analysis and reading charts. Over the course of days, you
are interested in spotting trends, changes to trends, and price boundaries for
stocks. There are several tools used to do this but one of the most important
tools in the industry goes by the name “candlesticks”. These are colored
markers on stock charts, and they can be displayed for any time frame of
interest. For example a day trader may look at 1 minute, 5 minute, 1 hour,
or 4 hour candlesticks. As a swing trader you’re probably more interested in
looking at daily candlesticks and then following trends as they develop over
days and weeks. In either case, candlesticks work the same and the same
rules apply. Please note that while we will often refer to “stock™ in our
discussion, candlesticks are used in any investment context such as with
Forex.

Swing traders are going to make money on price swings, as the name
implies. Trading strong trends is one way that swing traders can
handsomely profit. However, you can also profit when a security is trading
in a range of prices, that is bouncing up and down between two price levels
and not seeming able to break out. Profits are still to be made as the price
fluctuates up and down, although you may be making larger profits when
trading trends. In fact most swing traders look to trade trends for this
reason. Some traders will do both, trading ranges as a matter of course and
trading trends when the opportunities present themselves. In this chapter we
are going to look at some tools that help you spot reversals, which are
important for looking at entry and exit points for a trade. We will also
discuss more about trends at the end of the chapter.

Price Action



Price action is a simpler, mainly visually oriented approach to technical
analysis. Price action indicators include looking for trends, familiar chart
patterns, levels of support and resistance, and other chart signals to
determine when to enter and exit trades. Basically, you make your trading
decisions, when to buy and sell, based on the price movements of the stock
that you’re seeing. Many of the indicators that are used in price action
trading are visual, and include the use of candlesticks or chart patterns.
Other indicators used are checking basic data such as trading volume. Some
traders are only price action traders. Others use more technical analysis
indicators like moving average and other mathematically based tools that
we discuss in the next chapter, and still others use a combination of the two
methods.

Price action traders will look for breakouts. A stock might trade within a
range for a long time, and then suddenly move up out of the range. For
example it might be trading between $100 and $120 a share for 25-40 days.
Then when a trader sees the stock price rise to $125, that could be a signal
of a coming breakout into an upward trend. The trader may take the price
change into consideration with multiple indicators like what the
candlesticks are saying along with trading volume. A high trading volume
could indicate a lot of excitement building for the stock, which could
indicate future price increases.

Price action trading doesn’t require as much time put into research, and
many price action traders completely ignore things like fundamental
analysis. Once you familiarize yourself with candlesticks, price bars and
chart patterns, that may be all you need to decide when to enter and exit
trades.

Part of what price action traders look for are trends, and ranges.

Trends and ranges

Trends are long term movements of a stock in one direction or the other.
You may see a trend or you may not depending on what kind of time frame
you are looking at. As a swing trader, you need to pick out the time frame
you are most comfortable with, be it a few days or a few weeks, and then
look for trends within those time frames for the securities that you are
interested in.



Inside any trend, there are going to be shorter term fluctuations. If
investors are bullish on a stock, the trend may be moving up slowly and it
may be unstoppable, at least for now. The upward trend may be clear over
the course of a week or more, but on any given day you might not see the
trend. If the trend is steeper, indicating stronger investor interest, then you
may spot the trend on shorter time frames as well.

An upward trend means investors want to get in on the stock, and they
believe its undervalued. You can double check their interpretation of the
situation by looking at company fundamentals like price to earnings ratio.
On the other hand, a trend may be downward if the future prospects of the
company are not good, or investors believe the stock is overvalued.

Sometimes you will see sideways moves. A stock may see a peak value,
indicated by a “hill” followed by a small drop, and then it remains in a
sideways area for a long time. Stocks are moving sideways when they don’t
move particularly strongly in one direction or the other. This is often
referred to as a range, or we might say the stock is “boxed in”. Of course
any range is not a flat line. Instead, you are going to see the stock bouncing
around an average price, rising a little bit but not too high, and then
dropping back down again, but quickly reversing course. Neither the bears
or the bulls have control.

A sideways action can be an opportunity to take advantage of small
price moves to make small profits, however it can also be a dangerous zone
to be in. Many times if a high price drops a bit and is followed by a
sideways movement, then the stock may end up entering a major downturn.
When you see sideways movements you always want to check your
indicators, including all of the tools we discuss in this chapter.

It’s also possible for the stock to be sideways, but then break to the
upside. In the following sections, we will describe candles that can be very
helpful in estimating when such a breakout is going to happen, and which
direction it might move.

Causes of Price Action

Movements of price in the stock market boil down to basic economics.
When there is a larger number of buyers, and people are excited by the



stock, sellers can demand higher prices. You can find out what’s going on
by examining the bid and ask prices for any financial security, including
stocks. The bid 1s the current price that investors are willing to pay or
offering for the stock. The Ask is the asking price. When a stock is rising in
price the Ask is going to be higher than the bid and vice versa. When a
stock is rising, a seller can ask for a higher price and wait it out, waiting for
a buyer to finally agree to the price. More buyers means prices are going to
rise.

When there is lower demand, when bad news comes out or people
simply think a stock is overvalued, then prices drop. So you have a situation
of increased supply and reduced demand, and what that really means is that
there 1s reduced demand at the price that people are asking. Unless there has
been a catastrophic event, there is always demand for something — but the
question is at what price are people willing to pay in order to own the asset?

Herd mentality often takes over with stock markets, driving trends to
ridiculous highs or ridiculous lows. When people are suffering from
“irrational exuberance”, the prices of a financial asset can be driven sky
high. This happened in the 1600s in the Netherlands when people began
trading tulip bulbs, as if this was something of financial value. It led to a
mania where the prices of tulip bulbs skyrocketed, and people were getting
rich by buying and selling tulip bulbs. But as you might guess, the herd
mentality and exuberance eventually wore off and the fake market
collapsed. While many people had become rich in the interim, a lot of
people ended up losing everything, because they were the ones holding the
bag when the entire situation came to a halt.

Of course with stocks, there is real value underlying the financial
instruments being traded, the ownership stakes in the companies
themselves. That said, there are times when irrational exuberance will
inflate stock prices. One signal to look for is unusually high trading volume,
and a steep increase in the curve on the stock charts. You can avoid falling
prey to this problem by not letting greed dictate your trades. Always have
set entry and exit points so that although you might be forgoing certain
unrealized profits, you will get out before there is a big crash, if one is
coming.



This can work in the opposite direction as well. Its more than possible
that panic will set in, and it often does. A professional trader always has
stop loss orders in place. That way their trades are not governed by panic,
they get out of the trade when its not worth it to be in the trade anymore.
This is better than following the herd over the cliff. People who trade
emotionally usually stay in their positions too long, clinging to hope that the
trade will reverse. By the time they come to the realization that its not going
to, at least not anytime soon, the stock is priced well below their original
investment.

Later we will show a graph of a counter trend, which is simply a move
against the overall trend. Pay attention to the strength of counter trends. If
they are growing in strength over time, or there is a particularly strong one
in the midst of a long upward or downward trend, the counter trend could
indicate a coming reversal. You will want to confirm looking at your
candlesticks or indicators, but looking for counter-trends is easy and it’s
often the first signal that change is coming. Boxes and ranges can often
indicate that a change in direction one way or the other is coming. Tesla
provides a nice example of some of the things we have been talking about.
On the left side of the chart, we note that there was a hill or bump in price,
and then price dropped a bit leading to a long term zone of sideways
movement. But, that sideways movement was followed by a break toward a
lower stock price.
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After we have finished this chapter, you will want to study charts like
these and see if you can spot the signals of coming trends, in the middle of
the charts. Here is how it would have looked on March 8.
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This also shows the importance of keeping up with financial news.
Although there is a downward trend toward the right of the graph, do you
think it’s a counter trend, just a temporary interruption of a sideways move,
or do we see the possibility of a coming reversal or breakout to the upside?
Notice the bars along the bottom of the chart. These represent trading
volume. Something to notice is the downward trend at the far right of the
chart shows a big increase in volume. That indicates a lot of traders were
figuring now was the time to get out of Tesla, and the chart we looked at
earlier proved them right. Volume is one of the things you should look at
when trying to determine the strength of trends.

Price Bars

The first thing you might consider are price bars, which show you how
the price of a financial security changed over a given time period. When
you add price bars to a chart, the color of the bar will indicate whether
prices rose over the trading period indicated by the bar, or whether they fell
during the trading period indicated by the bar. Falling prices are indicated
by red bars, rising prices are indicated by green bars. The length of the bar
is important as well, with the top of a green bar telling you the highest price



and the bottom of the bar telling you the lowest price. For red bars, it’s the
opposite with the top of the bar representing the opening price, and the
bottom of the bar representing the closing price. Horizontal ticks or lines on
the bars represent high and low prices for the day. This is an example of a
stock chart with price bars.

Most traders actually use candlesticks, which are pretty similar both in
the information they provide as well as in ways to use bars to interpret
coming changes in trends. Therefore we will introduce candlesticks and
then look at important patterns that indicate changing trends in pricing.
Basics of Candlesticks

A candlestick tells you the range of prices and open and closing prices
for a given time period — and they also tell you whether or not the trading



was bearish or bullish for the given time period. That is, if investors were
buying and pushing up prices, or if they were selling off.

Bullish candlesticks are colored green, while bearish candlesticks are
colored red. The color designations allow you to see at a glance whether or
not traders were buying up or selling off the security over the given time
period.

A candlestick has a thick, colored body. Whether or not the color is
green or red changes the meanings of the top and bottom of the body. If it’s
a green, and therefore bullish candlestick, that means that the stock closed
at a higher price than it opened, for the given period. Remember that the
period can be different lengths of time, so if the candlestick is a five minute
candlestick, the open reflects the price at the beginning of the five minute
period, while the close represents the price at the end of the five minute
period. If the candlestick 1s a daily candlestick, then the prices are the true
opening and closing prices for that trading day.

For a green, or bullish candlestick, the top of the candlestick is the
closing price. The bottom of the candlestick is the opening price. For a red,
or bearish candlestick, the top of the candlestick is the opening price, and
the bottom of the candlestick is the closing price. That reflects the fact that
the price dropped over the trading period.

Each candlestick may have wicks or shadows extending out of the top
and bottom of the body. The top wick is the high price for the period of
interest. Sometimes the high price is going to go well above the opening
and closing prices, but at other times it will only coincide with either the
closing price or the opening price. The same applies in the other direction,
and the bottom wick represents the low price for the time period.
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For example, if a candlestick is red or bearish, it could have a long wick
on the top, which indicates that bulls pushed the stock price up during the
time period. However, the stock still closed at a lower price, and so the
bears won out over the time period. Or put another way, for part of the time
period investors were buying up the stock, but in the end there were more
sellers than buyers, leading to a lower closing price.
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Engulfing Candlesticks

At this point you should already noticed the candlesticks provide a great
deal of information when it comes to analyzing the market. The candlestick
color indicates overall investor sentiment. You can also get a gauge on the
investor sentiment from how the high and low price went and how the
closing and opening prices went. However by comparing one candle stick
to the previous candlesticks to its left, which therefore represent earlier time
periods, we can see what the trend is doing. The most important thing to
look for in candlesticks is whether or not the trend is entering a reversal. A
reversal can be an indication that it’s time to sell off the stock, or if it’s
bottoming out and you see a reversal, it could be a time to enter a trade, in
anticipation of coming gains.

Most important candles in this regard is the engulfing candle. What this
simply means is that you see a candle that is much larger than the candles to
its left. Particular we are interested in a change of color when seeing and



engulfing candle. This can indicate that the investor sentiment has changed.
So if you see a small red candle followed by a large green candle, that could
indicate that there was been a shift from selling off to buying the stock.
Conversely, if you see a green candle followed by a much larger red candle,
that could indicate a Cumming downturn. What it tells you is that investors
have shifted from buying up the stock to selling it off.

It’s 1mportant to realize that while these candlesticks are good
indicators, they are not fortunetellers. Therefore you shouldn’t take them as
an exact predictions and before entering a trade or exiting a trade, you
should look at other indicators besides the candlesticks. That said, knowing
the candlesticks and what they mean is a very important part of technical
analysis. In the image below we see an engulfing candlestick. This took
place at the bottom of a downturn in the stock. It was followed by an upturn
as you can see in the image. In short, the engulfing candle indicated a
coming change in trend.
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Notice the green candle which is circled has a much larger body than
the red candle that preceded it a day earlier — indicating that the stock
opened relatively low and rose quite a bit during the day. This was followed
by an uptrend in the stock price.

This works the other way too, as the image below shows. When you see
a red candle that engulfs a previous green candle, or that is a bearish candle
that engulfs a bullish candle that happened the day before, that is a strong
indicator for a change in trend, to the downside.
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In this particular example, there are two large red or bearish
candlesticks in a row, indicating a strong downward trend.
Shooting Stars

Another signal that can happen at the top of an uptrend is a shooting
star. This is a red or bearish candlestick with a long wick shooting upward.
The long wick that shoots upward indicates that the price during the day
reached a very high level, but by the end of the trading day investor
sentiment had become negative, so much so that the price dropped and
ended up lower than the opening price for the day. This can indicate a
coming trend reversal toward a lower stock price.



If the body is green (bullish) and the candlestick occurs at the bottom of
a downtrend, its known as an inverted hammer. An inverted hammer is a
different kind of signal, because it means that while the price reached a high
during the day and it closed lower than the high, it still closed at a higher
price than it opened for that trading period.

A hammer at the bottom of a downtrend is taken as a signal indicating a
coming reversal to an uptrend. This is a bullish or green candlestick, with
an extreme low price for the day or time period, but the sell off was
temporary and not enough to overwhelm the bulls. So the stock ended up
closing at a higher price than it opened at even though there was this sell off
at some point.



A hammer by itself is not an indication that you should buy the stock.
You need to look for a confirmation from another indicator such as a
moving average crossing, or you can wait for the next days trading to see if
there 1s a second bullish candle indicating a genuine uptrend.

Harami Patterns

Sometimes, when you are at the bottom or top of a trend, a simple
change in candlestick color without engulfing can be a signal of a changing
trend. This 1s called a Harami pattern. For a Harami bullish trend, you are
going to want to look for two bullish candlesticks in a row. The next
example shows a nice Harami bullish signal. Although the red or bearish
candlestick has a larger body than the succeeding bullish (green)
candlestick, the change in investor sentiment at the bottom of the
downtrend has to be noted. This was followed by a very large bullish
candlestick, which indicates that the closing price went up much higher
than the opening price for the day. This was indeed followed by an uptrend.
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You can also look for bearish Harami signal at the top of an uptrend.
Again, it needs to be confirmed by a follow-on bearish candlestick, but
when you see a bullish candlestick followed by a bearish one at the top of
an uptrend, that can be taken to be a sign of a trend reversal. A second
bearish candlestick will confirm it, or a crossing of the moving averages.

Piercing Lines

First lets take a look at a bullish piercing line, which is something you
will be looking for in a downtrend. What you are going to look for is a
bearish candle followed by a bullish candle, but the opening price for the
bullish candle is lower than the closing price of the previous day. Then,
however, the closing price of the bullish candle ends up higher, above the
mid line of the previous bearish candle. This is a very strong indicator of
changing investor sentiment and a coming upward trend in prices. You can
get confirmation but many traders will not require confirmation if they see
this signal. In the bullish piercing line below, the opening price in the
bullish candlestick was lower than the previous closing price, but the price
rallied to close higher. This was followed by a solid uptrend in the price.



A bearish piercing pattern is the opposite, you will see a green
candlestick followed by a red candlestick, that is positioned above the mid
line of the bullish candlestick, indicating a higher opening price. However,
during the day the stock was not able to keep rallying and there was a drop
in price, indicating a coming downturn.



Dark Cover

In Bearish Dark Cloud cover, the stock will be trending upward. At
some point along the trend you’ll see a bullish candlestick with a long body,
indicating that the price rallied and closed a lot higher than the opening. But
then the following time period you’ll see a red or bearish candlestick, and it
will have an opening price that was higher than the previous time periods
closing price, but during the day or time period a selloff begins and it ends
up closing lower. This is a strong indicator that the uptrend is coming to an
end, and its time to sell your shares.

Doji Stars

Investors also look for Doji star patterns, which occur with a three
candlestick formation at the top or bottom of a trend and including a doji.
At the bottom of a trend it will be a bearish candlestick followed by a doji,
and then a bullish candlestick. The candlestick in the middle will have a
very narrow body with long wicks extending above and below, indicating
that overall for the day the share price opened and closed at about the same
level, but there was a lot of activity during the trading day pushing the stock
up high but also down low. A candlestick with long wicks but the same or
very close opening and closing prices is called a doji. If this is followed by
a bullish/green candlestick at the bottom of a downtrend, its taken as a
strong signal of a coming uptrend and is a good point to buy shares.

This pattern can also happen at the top of an uptrend. In this case, you
will have a green or bullish candlestick, followed by a doji. That means that
again, prices were pushed high and low during the day, but it closed at the
opening price or very close to it. Then if this is followed by a bearish
candlestick, its taken as a signal that the stock price is about to turn
downward.

Three White Soldiers

This is a candlestick pattern where you see three bullish candlesticks in
a row, indicating a coming upward trend in price.

Support and Resistance

Now we leave candlesticks aside for awhile, and look toward different
things to look for in stock charts themselves. Let’s review support and
resistance, which are important in other price action strategies. The first
thing to look for is support. This is a low pricing level that the stock doesn’t



seem to drop below for an extended period of time. You are going to see the
stock bounce off the support price level but never or barely go below it, so
the stock might have a zig-zag kind of pattern.

Likewise, the stock will have a level of “resistance” that it cannot cross
when increasing in price. So this is a high price level that the stock will flirt
with but seemingly be unable to cross.

The stock chart might have a general appearance like this:

RESISTANCE

SUPPORT

Here 1s a real example, where for a time Netflix was “boxed in”
between two share pricing levels:
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While profit opportunities may not be as large, support and resistance
represent important pieces of information. For example, you might enter a
trade just as it comes off the support pricing level, with a goal to sell when
the stock approaches the resistance price level. While it may not be the
highest profit you could make on the stock, its still a profit opportunity.

The importance of triggers

Support and resistance also offer opportunities to set triggers. What we
mean is you are going to want to enter into trades with per-defined entry
and exit points that you make real by placing limit orders. If you aren’t
familiar with this concept, a limit order is an order to buy or sell shares that
only happens if the market price matches the price you specify in the limit
order. You can pair orders together in a “one order cancels the other”
fashion, so that if one of your limit orders is executed the other one gets
canceled. So you will want a limit order to sell the shares if the price drops
too low to prevent losses, and you will want a limit order to sell and take
profits if the price reaches a certain high point.

Support and resistance can help guide your decisions in where to place
these orders. For example, in the Netflix chart above, the bottom line of
support is $345.73 a share. We could place a stop-loss order slightly below



the level of support, so we would put a limit order to sell our shares after we
enter the trade at say $344.50. If the price drops to that level or below that,
the trade would automatically execute and that would mean we’d be closing
our position. But the purpose of doing this is to prevent ourselves from
getting in a situation where we are taking too much risk, and possibly losing
a large amount of money.

To ensure that you get profits, you should set a per-defined goal, and
place a limit order to sell your shares if and when that point is reached. This
helps you avoid getting into a problem of being overwhelmed by greed, a
situation that has destroyed many traders. If you start hoping for too much
profit in individual trades, you are just as likely to see yourself waiting too
long to exit, which means you’ll be in a situation where the stock drops off
and you end up not realizing any profits at all. Its better to treat your trading
as a business and set specific, realizable goals. If a stock is showing a level
of resistance, that is one indicator you can use. In this case, the Netflix
stock was topping out at $383 a share. So we could set our limit order a
little bit below that, say $382.50. If we had recognized this pattern in the
chart as it was forming, we would have realized that when the stock was
around $345 a share it was a good time to buy. Entering into the trade, say
with 50 shares, it would have cost $17,250 to buy the shares. A limit order
to sell at $382.50 would have gotten us $$19,125, and we’d profit $1,875
from the trade less commissions.

This Tesla chart shows the value of placing a stop loss order. The earlier
part of the chart could have indicated a situation similar to that with Netflix,
where it would have a level of support. However you see there is a break
toward the downside with share prices dropping from $273 all the way
down to $178. If we are disciplined traders, we would have sold early
avoiding the downside. However, if we were emotional traders hoping for a
turn around, you might have been stick with your shares when it dropped
into the $178 range, and faced big losses.
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Watch for Counter Trends

A counter trend is an opposing move that is a part of an overall, larger
trend in one direction. For example, a stock of successful and growing tech
company is going to spend a lot of time moving upward. As part of that
larger upward trend, there will be counter-trends that temporarily move in
the opposite direction. Counter trends can represent buying opportunities.




Look for Counter trends

BUY

ABCD Patterns

The so-called A-B-C-D chart pattern indicates a breakout to higher
price levels. The stock rises to an initial high at point A, which is followed
by a counter-trend to point B. The price level A represents the ‘breakout’
price that the trader expects to either represent the high price point or a
coming marker for higher prices. The point B is taken as the risk level or
new level of support. After reaching point B, the stock will rise a little and
show a slower uptrend along C, until it eventually reaches a new high at D.
The trader will use point A as the guideline that can determine where to set
a limit order to sell and take profits.



Use A to set profit point, to sell.

Buy after B but before C.

%

B

Use B to set stop-loss order,

Trading Volume

Trading volume is an important indicator, as we mentioned earlier. One
of the first things you will need to do when considering volume is to
determine what the historical trading volume for a stock is. The word
historical should be considered carefully, as historical doesn’t necessarily
mean you take the all time average or go back 20 years ago. Historical
trading volume that is more relevant is how has it been going recently. If
you start to see a large increase in trading volume coupled with a trend
reversal, that could be a signal that more trend reversal is coming.
Whenever you see other signals, such as candlestick indicators that are
coupled with increased volume, that should reinforce your confidence in a
trading situation.
Retracements vs. Reversals

One of the most important things that new swing traders need to
become conscious of are retracements. These are small counter trends that
can look like trend reversals over the short term, but they are not real



reversals. Rather, they are small random blips in the midst of a solid trend
that is continuing one direction or the other. They key to recognizing a
retracement as compared to a genuine reversal, and its not easy, is to look
for the share price breaking through previous levels of support if we are
looking for a new downward trend, or resistance if we are looking to
identify a new upward trend. This chart showing SPY, which tracks the S &
P 500, is a good example. For most of 2018 SPY showed a steady upward
trend. Retracements are indicated by the dotted arrows. These were short
term counter trends that were not interrupting the inexorable upward trend.
Toward the end of the year, we see a massive downshift, that broke levels of
support. That is indicated by the dotted oval in the chart. This was followed
by a genuine downward trend. Note the rise in trading volume indicated by
the vertical bars at the bottom of the chart.

You will notice that another signal is present toward the right side of the
chart. While SPY seemed to enter a sideways area for a time, there is
another red candle with an extremely large body, which of course was
followed by plummeting share prices.



Even professional traders have difficulty distinguishing between a
retracement and a real change in trend that would qualify as a reversal, but
you should spend time studying charts so that you can begin to recognize
retracements more often than not.

Pin bars and price rejection

One thing to look for at (what may be) the peak of upward trends or
(what may be) the bottom of a downward trend is a pin bar. This is a narrow
bodied candlestick with a long wick sticking out in one direction or the
other. When a candlestick has a long wick, that means either the low or high
price was way out of proportion to the open and closing prices — and so was
rejected. A high price that is rejected at the top of an upturn can indicate a
coming reversal. In the snapshot below, the green or bullish candle in the
middle has a high price that went well above the closing price, and you can
see this was followed by two bearish candlesticks (two days of declining
prices). This could be taken as a sell signal, or a buy signal if you were
shorting the stock.
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At the bottom of an uptrend, when you see a low price that was rejected,
that is the candle ended up with a much higher closing price, it could be a
buy signal for bullish investors. Of course, you should always protect
yourself by utilizing a stop loss order. In the event that you are wrong, you
can put the stop loss order at slightly below the most recent low, to prevent
your trade from being caught up in a renewed downward trend.

Inside Bars

Another price action strategy is to look for inside bars. This is when a
long bar is followed by a smaller bar that would completely fit inside the
previous bar, but it’s the opposite type. So its kind of like the reverse of an
engulfing patter. Forex traders in particular like trading inside bars. They
can represent a coming breakout.



In the image above, on the left we have a bullish bar followed by a
smaller bearish candlestick, while on the right side we see the opposite
situation, a bearish bar followed by a smaller bullish bar. If either of these
are seen in part of a trending market, they can be taken as a signal of a
coming breakout. When occurring in or near a level of support or
resistance, the pattern can indicate a coming trend reversal. You should
confirm this type of signal with other indicators.

Time Frames for Swing Traders — Again

It’s important that you not get too deep into the forest for the sake of
looking at trees. As a swing trader be careful about over analyzing and
looking at time frames that are too small to be relevant to the types of trades
that swing traders are going to make. If you are utilizing price bars or
candles, going with a 1-day time frame for the candles is the most
reasonable way to do your analysis. Look for zones of support and
resistance on time frames of days and weeks, but avoid falling into the trap
of zooming in to see smaller time scales. These are simply not that relevant



to the swing trader in most cases. You will find at times that looking at
different time scales can help you “zoom in” on true support levels, but in
most cases the added information is not going to be significant enough to
matter.
Determining Key Levels

You can eyeball a chart and estimate where the price fails to break
above or fall below, that part is easy enough. However, how can you be sure
that a certain price level is really support or resistance?

When it comes to trading, you can never be 100% sure of anything and
can only play to increase your odds. One principle you can apply here to
increase the odds that an apparent level of support or resistance is real is to
require that at minimum, the price touches the level at least two times.
Three times is better, and it can help to widen your time window to see if
the price has been in this area before, and what happened. You’ll also want
to look for pin bars near zones of support and resistance. Is the price
touching the support or resistance level with the end of a long wick, or are
open and close prices near the level? The latter can be a stronger signal.

Use chart styles that work for you

Study candles or price bars, but if a line chart makes it easier for you to
spot trends, then go with that type of chart for most of your analysis. This
works better for swing traders who are playing on weekly and monthly time
scales. In those cases, the high and low of the day is less important than the
overall movement in price.

Don’t get in late on a trend

Everyone has some common sense about the stock market, after a long
rally its probably not the best time to start buying lots of shares, since its
more likely than not a “correction” is in the offing. The same holds true for
trends. If a strong trend has been continuing for several weeks or even
months, that is probably not the best time for a swing trader to load up on
shares. While its true the trend may continue, the odds are starting to work
against you at that point. Getting on board with a trend when its just
forming is the best time, but of course identifying real trends early is
something that takes a lot of experience and skill, and no trader is going to
be successful at it all the time.



Since its often hard to identify a real trend, trading ranges can be more
profitable for the disciplined trader. You can enter and exit multiple trades
while trading ranges, and although you make a smaller amount of profit on
each individual trade, when you can trade multiple times the profits can add
up to be as much as you might get trading with a strong trend. A swing
trader is going to have more success trading both ranges and trends, rather
than only following big trends.

When trading ranges, there is always the risk of a breakout that occurs
and you miss the signals. Suppose that there is a breakout to the upside. If
the stock has been trading between $80-$100 for several weeks, you might
buy at $80 a share and have a limit order to sell at $79.50. The order could
execute and then the stock could rise to $110 or $120 a share, leaving you
missing out on huge profits. Of course hindsight is always 20/20.

On the other hand, maybe the stock ends up moving the other direction,
and finds a new level of support at $70. That is why its always important to
have stop-loss orders in place. You don’t want to be in a situation when you
are out golfing or at a doctors appointment and the price suddenly drops and
you don’t find out until later. If you had a stop loss order in place, fine. If
not then the losses could really take out a chunk and if you are trading on
margin, get you in trouble with the broker as well.

One important way to deal with all the ifs, and, and buts when it comes
to these issues is to decide what kind of trader you want to be and stick with
it. You will have to live with the consequences, but that’s life. So if you are
more inclined to look for bigger returns — a 10% or more move in the price
of a stock, and the higher the better, you might be better off focusing on
trading with the trend rather than trying to be a jack of all trades. The more
you focus the more you can become an expert in your little niche, and really
learn how to spot true trends, and therefore earn profits from them.

Finding trends can involve the use of sophisticated indicators, so we
will discuss this in the following chapter.
Using Retracements to Enter into a Trade

Retracements can actually be used to our advantage. What we want to
so is to look for signals in the data that indicate the trend is about to resume.



First you want to take advantage of a drop in share price, and so wait for the
stock to have lower and lower highs for three days in a row. This will often
be followed by bullish candles that are bullish because they’ve had higher
closing than opening prices, but compared to the previous day the opening
and closing prices might be continuing the down trend — for the moment.
The fact the candles are bullish indicates that an uptrend is probably
coming. The buy signal comes when you see the first candle that has a high
price for the day that is higher than the previous day. Alternatively, you can
wait for the stock to have three days in a row or more with each days low
price lower than the previous day. This can be taken as the low point prior
to a reversal.

In the candlestick chart below, notice that there are three bearish candles
in a row with declining highs. This indicates a decent entry point or buy
signal.
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Should Candlesticks Guide Your Trades?

It’s important to keep in mind that no single tool should determine
whether or not you enter or exit a trade. In the coming chapters, we are
going to be learning more tools that you can use in conjunction with
candlesticks and other indicators. So when you see a signal looking at the
candlesticks, you’ll want to confirm it using other tools before making a
move.



Chapter 7: Technical Analysis
(Indicators)

Many traders stop with the tools described in the last chapter, and some
can be quite successful, relying to a large degree on their intuition or “gut”
level understanding of the markets. However, using indicators is a more
robust way to support your trading decisions and to look for entry and exit
points for trades. Indicators can also be more useful when it comes to
identifying stocks that are trading within a range. You can also utilize the
indicators to determine what the boundaries of the range are, which can
help you determine your entry and exit points for the trade, along with
potential profits.

One of the first thing that beginning traders are going to notice is that
there are a nearly endless number of indicators. Some are better than others,
but you can end up getting lost in the forest by getting to absorbed in
indicators and the various options available. The reality, however, is that
piling on more and more indicators isn’t going to give you more
information. So its actually better to settle on a small number of indicators
that you can use to help determine your trading moves.

Another question that may strike some readers is should you absorb
yourself with the details of candles and also with the detailed indicators we
describe in this chapter? The answer is that’s up to you. To a certain extent
its going to be a matter of taste. People who are more quantitative minded
may find themselves more drawn to indicators. My personal belief is you
should use both, candles provide a wealth of information and so do
indicators, but you can’t really rely on one or the other individually and
expect to have the best possible results. Swing trading is in part a game of
probability, and by using more than one tool you can increase your odds of
success. One argument for using both is that the technical indicators we will
be using in this chapter provide different information than candles do, and
so combining both in your analysis makes sense.

Simple Moving Averages



The first thing that you might notice when looking at a stock market
chart is that it doesn’t really have any resemblance to a smooth
mathematical curve. Its jagged and messy, even if you can tease out trends
and shapes out of the constant price changes. Wouldn’t it be nice if we
could eliminate the noise? And maybe that would help us zoom in on trends
and possible changes in trends.

That’s exactly what a moving average seeks to accomplish. A moving
average is a smoothed out curve that has gotten rid of all the noise. If you
have a moving average with a period of x, that moving average will sum up
the prices from the previous x days, and then divide by the total number of
days used in the average. It’s called moving because at each day it’s
recalculated, so it incorporates new pricing as it moves from left to right
across the chart. In the next section we’ll look at more complicated moving
averages that can give us better information, but for now we will stick to
simple moving averages.

Most of the time, you will use a moving average based on the closing
price for each time step on your chart. However, you could also use the
opening price, the volume of trading, the high price for the day, the low
price for the day, plus some more complicated averages that try to give you
the full information for each trading day.

For example, HLC is going to include the average of the high, low, and
close for each trading day. So at each day, it will calculate the HLC for the
day, and then the moving average will be the averages of the HLC’s
calculated at each point.

This can be carried out further, using OHLC, which also includes the
opening price. That way the entire pricing information for the day is
incorporated into the average — you can even think about this as taking the
averages of the candles, since they include this information.

However, you’ll find that the curves usually match up pretty well, so
simply using a closing moving average is probably going to be all you need
to do. However, the beauty of these tools 1s that trading websites have all of
them built-in, and so you don’t have to worry about the mathematical
details of what’s behind the calculations.



More important that picking which item to track (other than volume, as
swing traders we want to focus on price and try to deduce pricing trends
and reversals) is the number of periods used to compute the moving
average. The chart below, which shows IBM stock for the past 12 months,
makes this pretty clear. The red line in the center is a 10 period simple
moving average. Notice that it gives use a nice match to the actual stock
prices, providing a smoothed out curve that follows the actual stock prices
pretty well. Below this you see two curves — or maybe you can’t make them
out. One is the 50 period moving average using closing price, the other is
the 50 period moving average using OHLC, showing that at least in this
case, using OHLC doesn’t add any additional information.
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Looking for cross overs

One of the most important ways that a trader will use moving averages
is to look for crossovers. In particular, you’re looking for the shorter period
moving average to cross above or below the longer period moving average.
When this happens, it can indicate a true reversal. You can see that in the
IBM chart. When the short term trend (red) crosses below the long term
trend lines, the stock is in a downtrend. The relative positions of the lines
don’t change when there are retracements. When the short term line crosses
above the long period average, then that signals an uptrend, and we see that
in the chart.

Typically traders will use 20 period and 50 period moving averages, or
even 200 period moving averages. Here we see a clearer picture when using



the 20 and 50 period moving averages for the IBM chart:
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Simple moving averages, while they can provide a lot of useful
information, have one defect. That is they give equal weight to prices from
long ago and to recent prices. In order to spot shorter term price trends, it
can be more useful to weight the prices, giving more weight to recent priced
and less weight to prices that happened in the past.

Exponential moving averages

This is what many more advanced moving averages do for you.
Exponential moving averages, which weight prices to eliminate the
weakness of giving equal reliance to older prices, are very popular among
day traders and Forex traders. The chart below shows Apple with a 20 day
and 50 day moving average. Note that both nicely follow the actual prices.
More to the point, the crossovers more accurately indicate changing trends
in price.
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So how can this be used in practice? Traders often like to use a 50 day
and a 200 day moving average to spot reversals. The charts are nice and
pretty when looking back on them. Let’s take a look at January 1 through
February 15 for Tesla. It looked like this:
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Note the cross over point — the 50 day moving average crossed below
the 200 day moving average. This kind of crossover is called a “death
cross”. To see why, we just have to extend the Tesla chart out for the next 5
months, and we see it entered a long downturn.
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When you are doing your analysis, you may want to use moving
averages with different periods, but always pick a moving average with a
short period and one with a long period.

Another crossing to look for when considering charts with a 50 day
moving average and a 200 day moving average is called the “golden cross”.
This indicates a coming uptrend. Here we see SNAP:



Zooming out to show what followed, the indicator proved correct.



Bollinger Bands

Finding points where true reversals can occur is important, but so is
locating levels of support and resistance. Bollinger bands can be added to
your stock charts and help you determine what these price ranges are. Note
that Bollinger bands are dynamic, so each day the level of support and
resistance is going to be adjusted. But this will give you a more accurate
picture of what’s going on rather than just relying on drawing straight lines
through the charts.

Bollinger bands have three parts. The middle part is a simple moving
average, by default it gives you a 20 period moving average. The upper
band is 2 standard deviations above the moving average, and it helps you to
identify the zone of resistance. The lower band is two standard deviations
below the moving average, and so helps you identify support. Here we
added Bollinger bands to the SNAP chart, keeping the exponential moving
averages so that we can see the point of the golden cross. We’ve also
denoted some interesting candles.



I;_:,a:-: 17700 | A Z00,CEMAD) = MABLCEMAD ¥  BOLLMNGER BAKDS (C,20,2 MAY) * —

155402

27.53M

TR ||.|I|||.|||; 1l i enntln..

When you see stock prices on the edge of the Bollinger bands, that
indicates that the prices are over bought or over sold, because they are one
or two standard deviations from the mean. However that doesn’t mean a
trend reversal is coming. On the left side of the chart, notice that two of the
candles actually fall outside the Bollinger bands — and so they are more than
two standard deviations away from the 20 day mean. And indeed, after that
there was a short term decline in prices. However that seems to be more of
a retracement. The golden cross held true and the stock has continued to
climb.

If you look at the first dotted oval, you will see that the bottom candle
also falls outside the range of the Bollinger bands. That would be an
excellent buying point for the stock. It was followed by a strong upturn.

Don’t blindly make trading moves when you see prices fall outside the
Bollinger band. Use multiple indicators to look for the trend and trade with
the trend.

One thing to look for is the width of the Bollinger bands. If they get
wide, that is telling you that the stock is gaining more volatility. When they
are tightening, that means there is less volatility, but that can be followed by
large breakouts to one side or the other.

Looking at Netflix, we can see that this kind of phenomenon might be
setting up:
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Look for narrow bands because a breakout move is possible in the
future. Volatility can expand after a period of narrow bands.

One of the ways that you can use Bollinger bands i1s to look for
opportunities to enter trades. If you are looking for the stock price to
increase, you can wait for it to hit the lower Bollinger band, or even to fall
slightly below it. If you can confirm with signals of a coming uptrend, this
can be a good opportunity to buy, with a trigger to sell at the level of the
upper Bollinger band.

Sometimes the stock will be trading above or below the mean, but
you’ll see it reverting to the mean as it goes up and down. Although these
represent smaller opportunities to profit, when it reverts to the mean this
could be a buying opportunity, and then you look for it to rise again to hit
the upper Bollinger band, and sell at that point.

Alternatively you could short the stock at the top and wait for it to
revert to the mean on the way back down.

When the security is in a big trend, you can use the 20 period moving
average to set your stop-loss. In this example, Apple is making a big move
up in price, and you can see all the candles are well above the mean.



I AR 15233 BOLLINGEN BANDS jC20,2 MAY)

Enter here, alternatively use I
lower Bollinger band as I"
stop loss. ii.’

1! 1
I W J'l | 15771
i jo _._.I 1408 ¢

u ]
Could use Moving ! N .,| o i
average as stop loss ' 14581

il
| : Ll TR |ii|..||||:|||l_ Wb s

Following the strong uptrend, we see an equally strong downtrend.
Notice how closely the candles in both cases are following the outer
Bollinger bands.

True Range and Average True Range

True range 1s calculated at each trading day (or point you are using) and

is taken to the largest of one of the three following quantities:

. Difference between the current days high price and its low price

. The difference between the previous days closing price and the
current days high price

. The difference between yesterdays closing price and todays low
price

This 1s a measure of volatility in the share price. It can then be averaged
using a 14 day moving average to give the average true range. Average true
range increases with increasing volatility and decreases with when volatility
decreases. Average true range is used to determine exit points. However,
note that while the true range gives a measure of volatility, it does not
indicate price direction.

The Chandelier exit uses true range to calculate an exit point by
calculating a multiple of the true range, then subtracting that from the
highest high that occurred after entering the trade. So it would define a stop



loss point, typically using 3 x the average true range subtracted from the
high.
ADX and Moving Average Convergence/Divergence (MACD)
Directional movement indices are a way to measure the momentum that
bulls or bears have in the market. However these usually aren’t used alone,
instead the difference between the two, which 1s called the ADX 1s used to
measure the strength of a trend. In the chart below, we see the ADX is
plotted below the Apple year to date stock chart. The ADX shows the
strength of the trend with positive being an upward trend since it’s the
difference between the directional movement index for bulls pushing prices
above the previous days high minus the directional movement index for
bears. Bulls are indicated by the green line and bears by the red line.
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The way that a trader will use the ADX, is to confirm that a real trend
exists. Of course in this example we have picked an obvious trend to
highlight, but not all trends are that obvious, but you can confirm by
looking for movement in the ADX. Entry and exit points can be selected by
looking for cross overs in the directional movement indices. When the
bullish index crosses over the bearish line, that is a buy signal if you are
long on the stock. To sell, you would look for the green line crossing back
below the red line. When shorting stock, you’d look for the red line
crossing the green line, indicating that a downward trend was beginning.
You can see the from the chart that these are accurately reflected in the
actual trends that occurred, so they make one of the best tools you can use
for determining when to enter or exit a trade.



MACD is a trend following indicator based on exponential moving
averages. It takes the 12 period moving average and then subtracts the 26
period moving average. The MACD includes a signal line and when it
crosses above the signal line, this is taken as a buy signal if you are hoping
for a rise in stock price. When it crosses below the signal line, that is a sell
signal (reverse if shorting the stock). In the chart below we have used the
MACD with the chart for Apple stock.
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Choose your indicators

As we mentioned above, drowning yourself in multiple indicators is
probably not going to be very productive. The best approach to use is to
pick 2 or 3 and stick with them. The MACD is one of the most effective
indicators, but simply looking for cross overs between short and long period
moving averages works quite well. You can combine this with looking at
candles to make effective buy and sell decisions. But remember this is not a
precise science and the fact that people’s behavior and the stock market in
general are chaotic, and also impacted by news often quite dramatically,
means not all of your trades are going to work despite using every tool that
is available. The only thing you can really accomplish is tipping the odds in
your favor, so that you end up with more wins than losses. The point here is
you shouldn’t get too down when trades go bad.






Chapter 8: Chart patterns

We continue our look at tools that can help traders win at more trades
while swing trading by taking a closer look at chart patterns. Some chart
patterns can contain a wealth of information that you can just eyeball from
the chart rather than diving into deep and complicated analysis. In this
chapter we will look at some of the most important chart patterns and
explain how they can be used to determine when to enter and exit your
trades.

Flags

When there is a sudden shift upward or downward in price, followed by
a sideways move, we have a flag pattern. A flat pattern represents a big
move in price that occurs over a short time period. The flag pole is the part
of the chart where the price shifts up or down. More indicators and tools
have to be put to use to determine the meaning of the sideways portion of
the move, or the flag. Its possible that the sideways zone is a zone of
support, which means that the stock is about to begin an upward trend.
Alternatively, it could be a new zone of resistance, meaning that prices
could start trending down. To determine which is which you will have to
look at your candles and also take a close look at other tools like moving
averages.

When the price moves up suddenly, this is a called a bull flag. Demand
may be reduced after a sudden surge in demand, and this is what forms the
flag and flag pole. In order to estimate whether more upside is on the way,
you can check the volume. When volume correlates to a bull flag pattern,
then the odds are tipped in favor of the sideways move breaking into an
upward trend.

Likewise, a sudden selloff can lead to a sudden drop in price followed
by a sideways move, giving us an upside down or bear flag. Again, the bear
flag might be a future level of support, but it could be a pause before a
downward break in price. You will want to analyze using other tools such as
candles and moving averages to get more insight, but once again the key
indicator here is volume of trading. If the volume is higher than average —



and the higher the better to take the flag seriously — then we can consider
the situation to be a genuine bear flag.

Flags are often triggered by an external event, and aren’t the result of
the usual hum drum trading. A huge sell off might be caused by bad news
about the company, or maybe a rumor. Alternatively, a sudden product
announcement, good earnings report, or other event might trigger the
formation of a bull flag. A check of the news besides looking at all of your
indicators might be in order as well.

Head and Shoulders

A head and shoulders pattern is a peak, followed by a larger or higher
peak, and then followed by another peak that is about the height of the first
peak. The “head” forms the middle while the two smaller peaks flanking it
are the “shoulders”. In other words, the price keeps moving up but hitting a
limit and then moving back down to a floor pricing level. In the middle
peak, it goes to a higher price.

A head and shoulders pattern is considered a reliable indicator of a
coming trend reversal. Typically, it may be seen after a long bullish trend,
so it’s a solid indicator that the bullish trend is over and a downturn in price
is in the near future.



Double Top

A double top is a less reliable but strong signal of a trend reversal. This
is a bearish signal, indicating that the share price is about to enter a
downward trend. It needs to be confirmed, however, and the confirmation
requires a future breakthrough previous levels of support (so the price
breaks lower than the previous level of support after the double top). If this
is confirmed, it can be taken as genuine and the price can be expected to
drop, possibly well below previous levels of support. The double top itself
results from the price peaking at a high value twice, and it is unable to
break that level. There may be other price fluctuations at lower levels in
between to the two peaks. This is an example of a double top provided by
stock-market-coach.com:
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Chapter 9: Swing Trading Strategies for
Forex

Many investors want to know what swing trading strategies work best
for their type of investing. Truthfully, while we are going to provide some
tips for Forex, there isn’t really an answer to this. Some strategies may have
developed on one market or another, but the techniques and tools that we
have outlined in this book are actually quite general, and so apply to every
financial asset that is traded. However, there are a few strategies that were
developed on Forex markets that are of note, and you can also apply these
to stocks as well.



CCI Moving Average

This strategy relies on an indicator called the CCI. The purpose of the
CCI i1s to spot an overbought or oversold asset. Two moving averages are
used, a 7-day exponential moving average and a 14-day exponential moving
average. The key here is to watch for retracements, and then wait for the
price to move back to the moving average. Then you check the CCI. If its
100 or below, that is a buy signal. When CCI goes above 100, this is a sell
signal. You will also want to look for crossovers of the moving averages,
used in the standard manner.

Floor Trader

The floor trader strategy relies on using moving averages to identify
trends. You can use a 9-period exponential moving average with an 18-
period exponential moving average. When the 9-period moving average
crosses the 18-period moving average, this indicates a coming uptrend.
When the reverse happens, you are likely to see a downtrend. The periods
used in this method are chosen to help you avoid being fooled by
retracements, which are those temporary pullbacks from the main trend that
we’ve discussed earlier. In this case, you are seeking to use a retracement as
an entry point into a trade. To find the entry point, first you look for the 18-
period moving average to cross back above the 9-period moving average.
Look for the price to touch the 9-period moving average. When it does, that
is the buy signal. Of course when everything is reversed, and you are seeing
a real downtrend, it offers and opportunity to short. On Forex markets, it’s
recommended that you use 3 pips above peak price of the retracement for a
stop loss order.

Bollinger Band

In this strategy, we set up Bollinger bands on the chart, with the
standard setup that has a 20-period moving average and two standard
deviations. If the moving average shows an upward slope, and the closing
price of a candle touches the moving average, this is taken as a buy signal.
On the other hand, if the candle touches when the moving average is
showing a downward slope, that is a sell signal.
Gartley

This is a variation of the ABCD chart we discussed earlier. Gartley was
a stock trader in the 1930s who came up with it. What you are looking for
here is a stock chart with four price swings. If you see the asset price rise to



a peak A, drop to a point B that is above the level of support (so is a
retracement), followed by a peak C, close to or above A, followed by
another retracement, then you are seeing a buying signal, and a coming
upward trend. Use levels of support and resistance to determine your entry
and exit points for the trade.

Supertrend

Supertrend 1s another indicator that you can overlay onto a stock chart.
The supertrend needs a period and a multiplier, and typically the period is
set to 7 days and the multiplier is set to 3. The supertrend indicator will be
green and lie below asset prices when there is an uptrend. If you are looking
for an upward trend in the asset, then the start of a supertrend is the time to
buy. When it turns red and you start seeing asset prices below the
supertrend line, that is a sell signal. If you are shorting, then these would be
reversed.



Chapter 10: Swing Trading Strategies
for Stocks and Options

As we’ve stated repeatedly, swing trading strategies are general, so the
strategies discussed in the last chapter could also be useful for stock traders.
In this chapter we will focus on a few strategies useful for stock traders.

We are including options here as well, because there isn’t really going to
be any specific swing trading strategy for options. When you are trading
options, if you want to apply swing trading techniques, you are going to
apply them to the underlying stock. However, its vital to keep in mind that
options have their own special concerns due to the expiration date of the
option, and the fact that they are losing time value. Secondly, whether or
not the option is in the money or out of the money is going to be an
important consideration, but the indicators used for swing trading can help
us determine whether or not its worth holding the option — aside from time
decay considerations. Options have many issues all their own so its strongly
recommended that you read my book on options trading to get the details.

The ADX Strategy

The ADX indicator can be used in conjunction with chart observations
to determine trading moves. Specifically you will use these tools to seek out
a coming reversal in trend. This can be used in a bullish trend, where you
seek out a “top” or peak of the bullish trend, or in a bearish trend where you
seek out the “bottom”. The ADX indicator is used in conjunction with two
exponential moving averages of 20 periods and 40 periods respectively.

If the 20 period moving average crosses above the 40 period moving
average, this is taken as a sign of an uptrend. Check the ADX indicator to
determine the strength of the trend, if its 30 or higher, it’s a strong trend.
This indicates that if you are looking to take a long position, you should buy
now. You can set a stop loss based on the level of the 40 period moving
average.



When the reverse occurs and the 20 period moving average crosses
below the 40 period moving average, that is a sell signal if the ADX
indicates a strong trend. You will want to confirm with other indicators,
such as checking your candles.

Trend-line Trading

For those who are more visually oriented and who don’t want to get lost
in math, simply drawing trend-lines on your charts can be a successful
strategy. You will want to be able to draw a straight line through the peaks
of a trend, when it’s a downtrend. You need at least two points to use to
draw the line, but more points are better. Extend the trend-line out, and then
use this as a price level of resistance. If you are tracing an uptrend, you will
trace your line through the low points of the prices. This time, you are using
the trend line to establish a level of price support. So you can use the trend

line to determine when you should exit a trade and what your stop-loss
should be.

Other Moving Averages

The moving average technique is very powerful and used frequently by
traders. After the development of exponential moving averages, many
others were also developed. The idea is to get better moving averages that
are more responsive to recent prices. One of the most accurate moving
averages is the Hull moving average. Like with other moving averages, you
will need to include two Hull moving averages on your charts. One will be
a short-period moving average and the other will be a long period moving
average. The longer your time frame for entering and exiting trades is, the
longer periods you will want to use, but 7 and 14 day can work well to
determine entry and exit points. As with other moving averages, if you are
long on the stock then you are going to want to wait for the short period
moving average to cross above the long period moving average. When it
does that is a buying signal. You can use that point as a stop loss as well, or
slightly below it. Then, when you see the short period moving average drop
below the long period moving average, take this as a sell indicator. You may
want to confirm using other tools, such as the ADX.

Special considerations for Options

Options have special considerations because of the expiration date. If
you are looking to use swing trading techniques with options, then you are
probably not going to enter complicated trades like spreads, butterflies, and
condors. Swing trading techniques can be helpful to level 2 options traders



that don’t have the power of those other techniques. As we stated earlier,
with options the underlying stock and its movement is what is important —
so you can use swing trading techniques to determine when to enter or exit
an option trade. You can use levels of support and resistance to determine
what the strike price should be. The special features of options, however,
will put additional constraints. Remember that options are always ticking
away time value and they will expire, so the ability to use them with swing
trading techniques may be somewhat limited because of this, there might
not be enough time on the option to wait for the swing trading techniques to
work. At the same time, since they are time limited in value, options are a
natural fit in some sense for swing trading.

Swing Trading with LEAPS, which are long term options, might be
another way to approach this. Since LEAPS expire a long time into the
future, they are not as sensitive to time day, for now. An options contract
covers 100 shares of stock, and even LEAPs are much lower priced than
actually buying shares. They do have a lot of time value, however, so the
relationship between the options price and the underlying stock price may
not be 1-1. Another difficulty with LEAPs is you may have trouble finding
a buyer — and swing trading relies on being able to exit a trade quickly. A
rule of thumb to use is check the open interest and make sure that your
options have an open interest of at least 100. Open interest is the number of
options contracts that are out there on the market for a given option. If its at
least 100, this ensures a decent level of liquidity. If its much less than that
liquidity may be too low in order to use swing trading techniques, because
you might find yourself stuck with the option past the point when the
analysis and techniques of swing trading have proven useful.

The general method of buying low and selling high and looking for
price swings can work, for some traders. For this technique, you will want
to utilize in the money options. For a call option, that means the share price
is above the strike price. Try getting options that are 20% or more in the
money. This will cost more upfront, but these options will benefit from
price increases in the underlying, if you are looking to see an upward trend
in the stock.



If you are looking to short the stock and expecting a downturn in prices,
you can invest in put options. A put option is in the money when the strike
price is above the share price. Again, try to invest in strongly in the money
put options.

One interesting strategy that will work, if you are expecting a large
swing in price over the life of the option, is to buy a call and a put with the
same strike price and the same expiration date. If your analysis indicates a
coming uptrend in the stock price, then you can buy an in the money call,
which would mean that the put would be out of the money. The purpose of
buying the put is as insurance if the stock price actually drops.

If your analysis indicates a downward trend in stock price, then buy
your put in the money. Again, this will mean that the call is necessarily out
of the money, but it will act as insurance in the event that there is a
surprising break in the opposite direction.

If you aren’t sure of the stocks direction, you can buy an at the money
call and an at the money put at the same strike price. This move will profit
either way the stock price moves, provided that the stock price moves
strongly. If it stays close to the strike price, then you may be looking at
losses.

At any time with options if you are looking at an iffy situation, you
should close out the trade. Always remember that time decay is your enemy
with options trading and so while holding on to a stock that is moving
sideways to see if it will break soon is a strategy you can use swing trading
stocks, with options that is a bad idea. You might get lucky and it might
break, but if it keeps moving sideways, time decay might work too strongly
against you. So you have to be more ready and willing to exit your trades
when it comes to options.

The good thing about options, however, is that the risk of loss is fixed
and relatively low. The only loss you can experience with options is the
small prices used to purchase them, and if you are smart with your trades,
you won’t even lose that much. So you could purchase an option that didn’t
work out for a couple hundred dollars, and that would be your maximum
loss. If you let the option expire that is what you will lose, but hopefully



you can spot problems early and then sell the option before you get stuck
with it.

When you see that a stock is at a double top or a head and shoulders
pattern after a bullish run, then buy put options. Be ready to sell them
quickly as the stock drops in price, always watching the expiration date.

If your indicators show a coming uptrend in the stock, buy call options.

You also have the “option” to actually exercise it, if it expires in the
money — but the vast majority of traders are looking to profit from trading
itself. As the buyer of an option, however, you can get deals for stocks
buying call options, if the price ends up shooting high. So you get a strike
price near the current share price or even lower. As an example suppose a
stock is trading at $100, so you buy a call option with a strike price of $101.
If the stock goes up to $110, you would be able exercise the option, and buy
the shares at $101 even though the market price was $110. You could
immediately sell them for a profit.

In the case of a put, it lets you short the stock while taking less risk,
since you don’t have to borrow shares from the broker. So you just buy a
put option, and if the stock crashes, you buy the shares on the open market
at the cheap price. The originator of the option is then obligated to buy them
from you at the strike price.

Options add an interesting new way to get into trading.






Chapter 11: Money Management and
the Psychology Of Trading

Proper money management is very important for any swing trader. Its
important to never risk more than you can afford to lose, but that is rather
vague advice. Most financial advisors recommend not risking more than 1-
2% of your capital on a single trade. We will explore how that works in this
chapter, and then look at the psychology of trading.

Setup a brokerage account that is suitable for your situation

While we would all like to earn as much money as possible over the
shortest possible time, a get rich quick mentality has no place in the
markets. Most swing traders are not going to earn a million dollars on their
first trade, so you should plan on slow and steady growth. That means
beginning with an account that a reasonable size. It should be large enough
to start executing meaningful trades, but not be so large that you have to
take out a second mortgage to fund it. You should begin trading with an
account of may be $5,000 and work your way up to larger trading over
time. Using a sustainable approach, if you end up losing all the money in
your account you should be able to refund it and start over. Of course we
hope that by preparing using the methods described in this book and
engaging in further study that won’t be necessary. But the point is you
should start at a level that does not cause you pain. If you have to start at
$1,000, that is fine too, or even $500 — which you could use to simply start
learning the techniques. When you start making profits, in the beginning
reinvest them until you grow your account into a larger size, which might
mean $20,000 or more.

The 1% Risk Rule

Financial advisors say you should not risk more than 1% of your
account on a single trade. This does not mean that if you have a $5,000
account that you can only buy $50 worth of stock, what it means is that the
amount you risk losing should be $50 — and so you should set your stop loss
at a level that will only put $50 at risk. If we use a 2% rule instead, then the
rule would allow us to risk losing $100.



If a stock is trading at $50, we could put a stop-loss at $49.50 before
entering the trade (say we expected it to rise in price). With a total loss of
$50 allowed, that would mean we could buy up to $50/$0.50 = 100 shares —
which would cost $5,000. So the rule would allow us to invest our entire
account. Whether that would be a good idea or not would depend on the
specific facts of the trade. But the example serves to illustrate how this
concept works.

If we were willing to set a stop loss at $49, that would be a $1 loss per
share, so we would only be able to buy 50 shares in that case, or spend
$2,500 on the trade. That would make more sense, you would not want to
tie up your entire account in one trade, even though as a swing trader you
are only going to be executing trades that last a few days or weeks.

Running your trading like a business

When you get into swing trading, even if you are only going to do it on
a part-time basis and keep your “day job” at least for now, you should think
of it as a business. And it really can’t be any other way, it is a business. If
you were going to open a restaurant you wouldn’t go through the trouble of
opening it and then call in two weeks later to inquire how it was doing —
likewise you cannot approach trading that way and expect success. You
should treat your swing trading business with complete seriousness, and
carefully watch your expenses and earnings — as well as keeping a close eye
on any trades. This can help tip the odds of success in your favor.
Otherwise, you might end up getting the results you’d get from using it as a
hobby — because you are treating it as a hobby. When it’s a hobby you
might make occasional profits, but you will have more losses than you will
if you treat it seriously. That doesn’t mean you won’t have fun trading, of
course.
Leverage in Trading

As we mentioned earlier, swing traders can get 2-1 leverage in their
trading if you open a margin account. You are going to need a minimum of
$2,000 in order to open a margin account. In all honesty, you should wait 3-
6 months before opening a margin account, and develop some experience
entering into multiple swing trades using a cash account before you
consider it. Otherwise, you might get yourself into a situation where you
end up owing some brokerage a large amount of money. But we aren’t
trying to discourage people from using margin, only noting that you should



gain some experience (and some trading wins) before you do it. Once you
start getting some experience and have some confidence and ability to place
some winning trades, then a margin account can be an option for you.

Have a clear understanding of the tax implications

Swing trading is a short term enterprise. Tax wise, that probably means
that any earnings you receive from swing trading are probably going to be
taxed as regular income. This book is not a tax advisement book, so you
should discuss the details with an accountant, but that is likely the case. You
have to hold an asset for more than a year to get the long term capital gains
tax rates. So this will be “ordinary income”, and unless you specifically
setup a business that will “manage” your accounts, its going to be personal
passive income. If you want to get full deductions that would come from
running a trading business, you are going to have to setup an LLC or S-
Corporation and then have the company do the trading, and manage the
payouts to you. If you decide to follow this route, then you will probably
have to work with an accountant to get the best setup. Probably the best
approach is to try swing trading first, and when you start developing your
skills to the level that you are enjoying it and making a lot of winning
trades, then you can go through the process of setting up a business because
it will be worth it at that point. Early on, the level of involvement we are
imagining may not be worth the effort.

The Psychology of Trading

If you are going to be a successful trader, you are going to need to have
a few traits that are important. Whether or not you can learn these traits, I
will leave to others to figure out. For now you should take a close look at
the situation and determine whether or not you are well suited to swing
trading. Remember this 1s not a game, real money is involved here. So be
honest with yourself.
You have a high tolerance of risk

People who like to play it safe are not suitable to be swing traders.
Although swing trading is less risky than day trading, it still carries a high
level of risk. If you are conservative in your outlook, and not in a political
sense but in the sense that you are not willing to put your money at risk, or
you feel a great deal of anxiety at the thought of losing thousands of dollars
on a single trade, then you are not suitable to be a swing trader. If you think
more in terms of bank CDs and mutual funds, then swing trading is



definitely not your style. On the other hand, if you can tolerate the risk, then
you are suitable to be a swing trader.
You are disciplined

We have tried to introduce the steps of discipline required for this
business in this book. The first of these is to set targets for acceptable losses
and profits before entering a trade, and then placing limit orders
immediately to make sure those levels are enforced by the broker on your
behalf. We have also discussed the right level to start with for your account
size, and the 1% rule. If you are disciplined enough to always follow these
rules, then you are suitable to become a swing trader. People who are going
to be careless about setting stop loss orders or making specific goals they
are going to look for achieving in their trades, are not suitable for this
business. Those are the kind of people who are going to end up broke if
they become any type of financial trader.
You don’t panic

Panic is one of the biggest problems when it comes to investing, and
there is good reason. It takes blood and sweat to earn your money, and if
you are in a situation where you could lose thousands of dollars in a few
days, that is enough to get anyone’s attention. But if you are prone to
becoming hysterical about it and panic sets in, then swing trading is
definitely not something you are suited to pursue. You need to be able to
make calm and rational decisions when staring at potential losses. You also
need to be able to stay the course, and think with the higher centers of your
brain in such situations. Often, an apparent loss is really a win in the
making — so you should be able to analyze the situation and decide to stay
in the trade or whether or not you should exit early.
You are not greedy

This might sound crazy. Don’t greed and Wall Street go together?
Actually they don’t. Traders who get greedy might have a short time period
of living large, but in the end greed will destroy them. And I am not talking
about some kind of karma thing, but instead what happens is greedy people
stay in trades too long, and fail to take trend indicators seriously. Instead
they get giddy hoping to make more money, but then end up losing money
when the inevitable downturn hits. If you are greedy you should seek out
another line of work. The process used here should be to set limited profit
goals for each trade, meet them, and then move on to the next trade.






Conclusion

Thank you for taking the time to read my book on swing trading!

I hope you have enjoyed the book and found it informative. Please drop
by Amazon and leave a constructive review, we always love to hear from
our readers!

Swing trading offers a great opportunity for people who like to take an
active management role in their finances. If you enjoy the stock market and
like the idea of getting deeply involved as a trader — from the comfort of
your own home, this is definitely a career move you should consider. You
can do swing trading full-time, or do it part-time just for some extra money
while you keep your day job.

It’s a fun and exciting business to get involved with, and I hope many
readers take the plunge and get started with a swing trading business. It can
be fun, rewarding, and a great path to wealth for those who stick to it over
the long term. Best of luck on your trades!
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Introduction

Congratulations on downloading this book! This could be the first step
towards a regular income from options profits!

Options are a less well-known aspect of the stock market that traders
can use to earn profits. The most amazing thing about options is you can
start getting in on the action by only investing a small sum of money, even
$100 or less! And each options contract gives you the right to control 100
shares of stock.

Options sound complicated, but they are actually pretty simple. They
were designed to give people the option to buy or sell off stock at a pre-
determined, specific price. Options are contracts, and like all other
contracts, they come with an expiration date. But the best thing about
options is they trade on their own market — just like shares of stock. And
when the stock prices change, so does the price of the options contracts.

People trade options to profit off price moves on the stock market. That
is, traders use the method of buying low and selling high to make profits
from trades.

You can buy options that expire at various dates in the future. Most of
the action is centered on options that expire within a week to a month, but
some options expire several weeks, months, and even years into the future.
As we’ll see, the expiration date for the option is something you’ll need to
pay close attention to.

But for small investors, one of the best things about options is the high
return on investment or ROI. As we will see throughout the book, a trader
can earn far higher ROI trading options as compared to stocks!

So options trading is more accessible that day or swing trading stocks
because of the low capital amounts required to get started, and you’ll earn a
much higher ROI!

Well, I hope you are as excited about trading options as I am. Let's go
ahead and get started!

Note: The information provided in this book is for educational purposes
only, and does not constitute financial, tax, or legal advice. Past
performance is no guarantee of future success. If you are in doubt about
your trades, please consult a professional financial advisor.






Chapter 1: Options Trading Explained

An option is an agreement to buy and/or sell some financial assets. We
call this asset the underlying.

Options have an expiration date in the United States; the sale could

occur on or before that date. There is a pre-arranged asset price.
It is called an option because the buyer of the contract has the option to
proceed with the transaction, and is not obligated to do so. If the owner of
the contract (the buyer) decides to go through with the transaction, they are
said to be exercising their rights under the options contract. While the buyer
has the option to do so or not, the other party to the agreement is legally
obligated to the terms set out in the agreement. That means they must go
ahead and buy or sell the underlying asset if the buyer exercises their
rights.

On the stock market, an options contract represents shares of stock.

Typically, one contract i1s for 100 shares. And so the contract gives the
buyer the specific rights. If it is a call option, they can buy shares of a stock
with a fixed price per share. Meanwhile, for a put option, they are able to
sell shares of stock at the pre-arranged price. This is a key point, and it
doesn't matter what the current share price is when the buyer decides to
exercise their rights. The seller of the options contract is legally obligated to
honor the terms of the contract. This means they must buy or sell the shares
at the pre-agreed upon price no matter what.
Options also expire in a matter of days, weeks, months, and even years
from the present date. It’s important to know the expiration date of an
option because that has a large influence on the price of the option. Options
that only last for one week are called weeklies, while options that last one
year or more are called LEAPS.

It's seldom the case that the option remains in force between the seller
and the original buyer because options are traded on their own market like
stocks. An option is likely to change hands multiple times as options traders
seek to profit or avoid losses. Option prices will constantly be fluctuating.

Most options expiration are never exercised, but you need to be on
guard about this if you are selling options because if the current owner of
the option would benefit by purchasing or selling the shares, there is a risk



that they will actually decide to exercise their rights. The risk of this is quite
a bit higher than normally portrayed in internet discussions about the topic,
where it's often noted that "most" options expire without being exercised.

All of this might sound a bit confusing at first, but as we go along the
details will be clarified, and it will start to make sense. Let's begin by
exploring the two major types of options.

Strike Price

The price that is pre-agreed upon for the sale is called the strike price.
That will be the price per share if it's exercised. So, for example, you could
have an options contract for Apple. If the strike price is $180 per share,
even though the Apple is actually trading at some other value such as $201
per share, the $180 price would be used if the option was exercised. The
strike price 1s arranged and agreed upon when the contract is written and for
the lifetime of the option.

Call Options

A call option is an agreement that gives the buyer the option to purchase
stocks. The benefit to the buyer is the agreement contains a pre-arranged
price, which is called the strike price.

Remember that all options contracts are optional for the buyer, which is

the buyer of a call option is not obligated to purchase the shares. Buying a
call option is a long investment, which is you are bullish on the stock and
hope to profit from a rise in the share price. This can be done in one of two
ways. The first way is to simply purchase the shares at their strike price if
the market price of the shares has risen above the strike price. That way, the
buyer benefits from being able to purchase the stock on a reduced price
after the price of the shares has risen, possibly substantially. Then either
they can turn around and sell them at a profit on the stock market or they
could be satisfied that they were able to buy stocks at a lower price.
The second, and far more common way to profit would be to trade the
option, that is, sell it to another buyer for a profit. An options trader can do
this because when share prices rise in comparison to the strike price,
demand for that option rises, driving up the price for the option. This is how
most traders earn money trading options. So you could buy an option for
$100, and then sell it for $150 a few days later.

Premium
This is the fee that is paid to purchase an options contract. The party
who writes the options contract receives a fee from the buyer to enter into



the contract. This 1s called the premium. The seller keeps the premium no
matter what happens. The premium is quoted as the price per share, but note
that an options contract covers 100 shares of stock. So if the quoted price of
an option is listed as $2, the actual price you have to pay in order to
purchase it is $200 (or $2/share x 100 shares). Although this entitles you to
control the shares of stock, you don’t actually own them unless you exercise
the option.

Why Sell Call Options?

You might ask why someone would sell a call option in the first place

since they can end up having to sell shares of stock. The reason is that
selling options is a way to generate monthly income. As we will see later, if
you already own shares of stock, you can sell options contracts against them
and earn money from the sale. Owners of shares of stock that do this are
making a bet that they can sell the options contract and earn money without
having to sell their shares, but if you decide to sell options contracts be
aware that in some cases the right to buy the shares will be exercised. So
while you will profit from the premium you earned from the sale of the
options contract, you may be forced to sell your shares of stock.
Advanced options traders can sell options contracts without having to
actually own the shares of stock. These are called naked options, and we
will discuss this more advanced method later in the book. By "naked," we
mean that the options contract is not backed by anything. The danger is that
the owner of the option (the buyer) will exercise it.

In that case, the seller of the naked call will lose money, because they

would have to buy the shares of stock at the market price, and then sell
them to the owner of the options contract at the lower strike price. So they
would lose the difference: (market price — strike price + premium paid per
share) x 100 shares.
If the party who writes the options contract owns the share of stock, it’s best
to enter into this type of arrangement when you can set a high strike price.
In other words, choose a price that is higher than the price you originally
paid to obtain the shares. That way even though you might be forced to sell
the shares, at least you will make a profit on the deal. However, you won't
make as much profit as you could have had you sold the shares on the open
market. We say that you missed out on the upside.

In the end, selling options contracts is a bet against the stock, in the
sense that you don’t think the share price is going to go as high as the buyer



believes it will go. If it fails to do so, the option will reach the expiration
date, and it will “expire worthless” because nobody would buy shares that
were more expensive than the going rate.

Call options have this name because the originator of the options
contract might have to sell the shares of stock that they own; in other words,
the shares will be "called away."

Break Even Point for Call Options

If you are buying call options, it's a good idea to have the break-even
price in mind. In this case, it would be the premium + strike price:

Call option break-even point = premium + strike price

Suppose the market price is $50 per share.

Then, if you buy an option for $1 with a strike price of $51, the break-
even point is $51 + $1 = $52 a share. So in the event you exercise the
option, the break-even price would be $52 a share, and you’d want the stock
price to go higher than that in order to make a profit.

However, if you are only buying options in the hope of selling them as
the price of the options contract rises with rising stock prices, then the
break-even price isn't really relevant. In that case, you only want the price
of the option to go higher than the premium you paid for it. If you bought
an option for $1 a share, then if the option price goes above $1 a share, you
have a chance to profit, depending on what your broker's commission
structure is.

Example: Buying a Call Option

Let’s say a particular stock is trading at $50 a share. You buy a $50 call
option (the strike is $50) for the stock with 45 days left to expiration. The
price of the put option is quoted at $1.41, which means to buy the option it
cost you $1.41 x 100 shares = $141. At 30 days remaining until expiration,
the price of the stock has risen to $55 a share. Under these conditions and
everything else being equal, the price of the call option is now $5.07, so you
can sell it for $5.07 x 100 = $507, earning a profit of $366, less any
commissions.

If you really wanted to buy the shares, you have the option to purchase
the stock from the originator of the call option for $50 x 100 = $5,000
(remember 100 shares), which would save you $500 off the price you’d pay
on the open market. Since you had paid $141 to buy the options contract,
your net savings would be $359.



If you wanted to, you could then turn around and sell on the open
market. This means you could sell them at the market price of $55 a share,
for $5,500, leaving a profit of $5,500 - $5,000 - $141 = $359.

This serves to illustrate why under these circumstances the option is
unlikely to be exercised since that is slightly less profit than you'd get
simply selling the option to someone else. Where that circumstance might
change was if the option was about to expire and you couldn't find a buyer
for the option. That would still leave you with the ability to exercise your
rights under the options contract and buy the shares at the reduced price,
and then you could sell them immediately to get the profit.

Why Buy Call Options?

If you aren't interested in buying the shares, the main reason to buy call
options is to profit by selling the option at a later date so that you can profit
from price moves in the underlying shares. As we saw from our example,
the price moves can sometimes cause dramatic increases in the price of the
option. It isn't often that a stock is going to move $5 one way or the other,
however, even a $1 or $2 rise in stock price can have dramatic effects.
Consider an option on a stock trading at $51 a share with a strike price of
$50 and 30 days to expiration. You could buy that option for $1.77 a share
(total price - $1.77 x 100 = $177). If the share price increased to $52 the
following day, you could sell the option for $2.42 (total price $2.42 x 100 =
$242), making a quick $65.

With a call option, the benefit comes when the share price is higher than
the strike price.

Even when call options have strike prices that are above the share price,
they can appreciate in value when the share price of the underlying stock
increases. So this also provides opportunities to earn profits.

Here are some recent moves that stocks made that would have led to
enormous profit margins for people holding call options contracts:

. Between June 17, 2019, and June 18, 2019, Apple increased from
$194 per share to $200 per share.

. On June 3, 2019, AMD was trading for $27.40 a share. By June 6,
2019, it was $31.84 a share.

. On June 6, 2019, Amazon closed at $1,754.63. By June 18, 2019,
it was up to $1,914 a share.



. Between May 31, 2019, and June 11, 2019, IBM went from $127
a share to $135 a share.

Of course, stocks are not always going up, and you have to study the
market closely to find opportunities. The point is that these opportunities
are out there.

Put Options
The second class of options is called a put option. Like any option, it has a
strike price with an expiration date. But in this case, the buyer has the
option to sell 100 shares of the underlying stock. The transaction would
take place at the pre-arranged strike price before or during the expiration
date of the option. These are called "puts," and this stems from the fact that
the originator of the contract is forced to buy shares of stock, so the shares
are "put to" the party who wrote the contract.

Put options can be used in different ways. One way to profit from put
options is by essentially shorting the stock. So when you buy a put option,
you are short, believing that the stock will decline in price. Put options
allow the owner to sell shares above the ongoing price on the market. That
means they increase in value when the stock market declines.

Imagine that you buy a put options contract at $2 a share, for a stock
trading at $50 a share. We could set the strike price to $48.

If the share price dropped to $46 a share or lower, you could buy the
shares on the open market and then sell them to the originator of the put
option at $48 a share.

Many options traders never exercise options but instead rely on being
able to sell them at a profit to other traders before they expire. In the case of
a put, you are still essentially shorting the stock because the price of the
option will rise as stock price drops. In this case, you wouldn't buy the
shares to sell to the writer of the put option, and you'd simply sell the put on
the options market at a price that was higher than what you paid for it.

Example: Buying a Put Option

Let’s say a particular stock is trading at $50 a share. You buy a $50 put
option for the stock with 45 days left to expiration. The market price of the
put option is quoted at $1.39, which means to buy the option it cost you
$1.39 x 100 shares = $139. At 30 days left until expiry, the price of the
stock has dropped to $45 a share. The price of a put option is now $5.02,



and so the total price you could get selling the put option would be $5.02 x
100 = $502, fewer commissions.

Just like with a call option, if you buy a put option, you can exercise
your rights, which, in this case, means selling the stock at a higher price
than it’s trading for on the market. If you already owned the shares, then the
put option actually saves you from having to eat too many losses. That is, as
the owner of the options, you can use sell the stock at $50 a share, even
though it is trading at $45 a share. But remember you'd lose the price you
paid for the premium, and so your net would be $5 - $1.39 = §3.61.

Some people buy put options to protect their investments in large
numbers of shares. Owning a put option and being able to sell someone
your shares at a much higher price than they are trading for in the market in
the event a stock has a major downturn can be reassuring.

Even for those not currently owning the stock, you could buy them at
the reduced market price, that is currently $45 a share, and then exercise
your rights and sell the shares to the originator of the options contract at the
strike price of $50 a share.

Why Sell Put Options?

Suppose that the party who writes or is the writer of the option has to
buy shares of stock at an inflated price. This is because the strike price
would be higher than the market price if the option were to be exercised. So
you might be wondering why anyone would enter into such a contract.
Again, there 1s a bit of speculation going on here. In this case, the seller of
the option is speculating that the price of the stock is going to remain above
the strike price of the option before it expires. In that case, they can earn
money from the premium, which is the fee they received for the option.

Also, unless the stock is in a catastrophic situation, it might not be such
a bad deal having to buy the stock. If it goes up in price again, then you can
either break even or possibly see the stock price go high enough so that you
can earn a profit.

Put options can be "protected," meaning that you reserve enough cash in
your brokerage account just in case you need to purchase the shares.
Remember they would be sold at the strike price. For example, with a strike
at $40, you'd have to have $4,000 in your account in order to sell a
“protected” put.

On the other hand, with brokerage approval, you could sell a “naked”
put. This is equivalent to selling a naked call, meaning that the options



contract isn’t backed by anything.
How Many Options Are Actually Exercised

The big rub in this is that the vast majority of options are never
exercised. In fact, only 10% of options are exercised. The others expire
worthlessly or are closed out. That means that people who write options
contracts have good odds that they can make a monthly income selling
either calls or puts. Since most options aren't exercised, many traders earn
monthly incomes selling naked puts. But if a put option is exercised, you
had better be able to come up with the cash in order to purchase the shares
at the strike price.

Put options give you the opportunity to profit from drops in the share
price. Any $1 move in share price can mean big pricing changes in options.

. Between April 23, 2019, and April 25, 2019 SNAP declined from
$11.99 a share to $10.79 a share.

. Between May 3, 2019, and May 14, 2019, SPY dropped from
$294 a share to $280 a share.

. On April 24, 2019, Intel was trading at $58.72 a share. By
May 1, it was trading at $50.76.

Knowing When to Buy Puts and Calls

The trick, of course, is to know when the stock will rise, which means
buy a call option, or if the stock declines, which means buy a put option.

Knowing how to make your trades isn't going to be something you're
going to be successful at very often simply going off gut feelings. Instead,
you're going to have to put some time into studying the companies you plan
to invest in, just like you would if you were building a personal stock
portfolio, but in this case, you're going to be more interested in short term
news that can move the stock. That means you're going to be looking for
upcoming earnings reports and what the expectations are. You'll want to pay
attention to news about products the company has on the market or plans to
release. One earnings report that failed to meet expectations can send stocks
tumbling; on the other hand, if it exceeds expectations, the shares will rise
dramatically in price. Any product recall or failure can send shares
tumbling, the release of an exciting new product like a new model iPhone
that wows critics can send shares skyrocketing.



You can't predict everything ahead of time so you can't expect to win on
every single trade, but by studying company fundamentals and keeping up
with financial news, you can make reasonable bets that make for more wins
than losses on your trades.

Options Pricing

Don’t confuse strike price with options pricing. You will see options
listed by strike price, but the price for the option is listed for one share.
Remember that the option is for 100 shares, so the price you have to pay for
the option is the option price x 100.

For example, SPY is a fund that tracks the S & P 500. The current share
price is $293.17 a share. Looking at options, we see that they are listed as
calls or puts by strike price. So we see a $294 call expiring in 2 weeks, with
a price of $3.23. This means that the price to buy one options contract
would be $323. If we wanted to buy 5 options contracts, it would cost $3.23
x 100 x 5=8$1,615.

In The Money

In this case, the strike price of the option is positioned favorably, in
comparison to the current share price of the stock on the market. Call
options are in the money when the strike price is below the trading price of
the stock. For example, IBM is currently trading at $139.20 a share. That
means a call option that has a strike price of $137 would be "in the money."

We say it’s in the money because someone would benefit by owning the
call option, because they would have the ability to exercise the option and
therefore buy shares of IBM at $137 a share, which is cheaper than the
$139.20 per share they would have to pay simply buying the shares on the
market. In the money call options are worth considerably more than those
options that are not in the money. For example, a $137 option on IBM
option would cost a total of $377, while an IBM option with a strike price
of $142 would cost $97.

Put options are in the money when the strike is higher than the market
price. In that case, anyone who owns an option contract would benefit
because they could sell shares of IBM at the strike price. Since they’re
higher than the price currently going on the market, they benefit.

In the money options always have a higher value. If the share price is
$139.20, a $140 IBM put is in the money and costs $233. A $138 put option
is not in the money, and so costs less, at $160.

At the Money



In this case, the share price is exactly equal to the strike price. You can
buy at the money options as a strategy to save some money. This can be a
good strategy because they may have a good probability of moving in the
money in the coming days or weeks.

Out of the Money

In this case, for a call option, the market price is below the strike.

These options will be priced lower when compared to “in the money”
options and “at the money” options. If there is a strong reason to believe
that prices will move enough so it will be in the money at some point before
the option expires since the prices are low, they can be a good bargain. But
that depends on the specifics of market conditions and what’s going on with
the company at that particular time.

Now, consider puts. We say it’s “out of the money” when it's market
price is higher than its strike price.

When an option is out of the money, it can’t be exercised, and so it’s
why they are cheaper. The main thing to remember about out of the money
options is that they expire worthlessly.

To see how it works for a call, suppose the share price of some stock is
$135 a share. Now consider is an option that has a strike price set to $140,
for 100 shares. Then, if the share price remained constant:

. At 30 days remaining, the price of a call option would be $71.
. At 20 days remaining, the price of the option would be $41.
. At 10 days remaining, the price of a call option would be $12.

. With just five days left, the price of the call would be $2.

You can see that out of the money options rapidly lose value. This is
because the pricing of the option when it’s out of the money is tied up in the
time value. Of course, if the price of the stock suddenly reversed, which it
could in 5 days, this would turn into a profitable scenario. If the share price
jumped to $140 3 days to expiration, then the option price would jump to
$79. If later that afternoon it went to $141, then the price of the call option
would jump to $139.

Of course, if you were to purchase an "out of the money" option close to
expiration, you'd have to have good reason to believe the stock price was
going up. Of course, if you were right, you'd probably be seeing some
movement in the share price already because other traders would be bidding



up the price. Also, it is unlikely you're going to have the kind of
information the "smart money" or big institutional investors have before
regular individual investors know what is going on.

Mind the Expiration Date and Time Decay

The expiration date of an option is one of the most important things an
option trader has to pay attention to. Options suffer from a phenomenon
known as "time decay." As the time remaining to the expiration date
approaches, the value of the option decreases. It's not a 1-1 relationship,
because the price of an option depends on different things (mostly getting
value from the price of the underlying shares), but time decay can impact
all options prices. So knowing the time remaining until your options expire
is an important part of options trading.

Setting Rules on When to Sell

Having rules to protect yourself from losses and to ensure you grab
some profit is essential. Day traders that are profitable use these two
strategies to protect themselves from catastrophic losses. They use stop-loss
orders, and you can also place limit orders to sell when you reach a certain
profit margin.

Most people are familiar with buying and selling stocks using market
orders. That is you simply place a buy or sell order on the stock using the
current market price.

However, you can also place what are called limit orders. A limit order
only executes if the price is able to reach a particular limit you specify. For
example, if you wanted to buy IBM stock and it was trading at $132 a
share, but you were only willing to pay $130 a share for it, you could place
an order to buy it at $130 a share. If IBM never drops to $130 a share or
lower before the limit order expires, you’d never buy the shares. But if it
does drop to $130 a share or lower, then the system would automatically
buy the shares for you, even if you weren’t sitting in front of the computer.

The best use of limit orders is to place a limit order to sell shares of
something you are trading to make a profit if the price drops below a certain
value. So using an alternative situation, suppose you buy shares in IBM at
$130 a share for a swing trade. You could place a stop loss order. This is a
limit order where you specify that you want to automatically sell the shares
if the share price drops to a certain amount. If your acceptable loss was $2 a
share, you could enter a $128 stop loss order for your IBM shares.



We can use the same type of logic with options as well. Suppose you
buy an option on IBM that expires in 2 weeks, and you paid $2.47 (total
price $2.47 x 100 = $247). You may want to sell the option if the price
drops to $2.35, for example. That way you limit your total loss on the trade
to $12.

Whether you use automatic limit orders or not, you should have pre-
defined exit points for your trades. It’s too easy to either miss the right point
to get out of the trade since options can rapidly decline in value if the stock
1s dropping, or to get a little greedy and hold on too long if share prices are
rising, only to see them suddenly drop and then you missed an opportunity
for gains.

Where you set your limits is a personal decision, but you should set
limits. The magnitude of the limit is going to vary from option to option
since options for different stocks are going to be priced differently (they are
proportional to the underlying share price, so options on Amazon cost a
great deal more than options on AMD, for example). What you can do is
use percentage rules, so if the option declines in value by 10%, or 25% if
you have a higher risk tolerance, you get out of the trade and sell the option.
For profits, you can set up a rule that you're going to follow, such as the
price of the option has to rise by $50 or $100 to sell it, or do it by
percentages. Of course, you may have to adjust your expectations based on
real-time conditions and sell and take lower profits than you had hoped.

One Cancels the Other Order

It's possible to set up, and OCO or one cancels the other order. So in that
event, you'd set up two orders to sell at different prices. If you bought an
option at $100, you could place an order to sell at $85 to protect yourself
from losses, and another order to sell at $150 if that was your profit goal,
with one order canceling the other order if either was executed.

Options Strategies

While you can earn profits buying unidirectional options (that is
investing in calls or puts), those types of trades carry higher risk because
you really can't be certain which direction the stock is going to move over a
short time period. For that reason, professional options traders use various
strategies to limit the risk of loss. The unique nature of options means that
you can actually fix your total losses to a maximum possible loss, however
that also means potential profits are capped. In some cases, these strategies
help ensure that you can make regular profits no matter which way the



stocks that underlie the options you are investing in move. Put in plain
English, you make profits if the share price goes up, and you make profits if
the share price drops. But you wouldn't make as much profit if you had
bought or sold options of one specific type. We will explore these strategies
which can get quite advanced in future chapters.

Long vs. Short Call

You will often hear traders and stock sites discussing long vs. short.
When it comes to call options, a long call is simply buying call options,
with the belief that there will be an increase in the share price. A short call
is selling a call option when you are bearish on the stock and believe the
share price will decline.

Long vs. Short Put

When someone says "long put," that means they have purchased a put
option and are bearish on the stock. In this case, they have purchased an
option which would allow the sale of the stock at a strike price they believe
will make them a profit.

Or alternatively, they believe that they will be able to sell the put option
at a later date at a profit because there will be a drop in the share price. If
you sell a put option, then you are short position on the put. A trader that
sells a put option has a more bullish outlook on the stock and believes it is
more likely to rise in price. It’s kind of confusing terminology since
shorting the stock is the same bet that someone who has a long put position
1s betting on, that the price of the shares will drop.

LEAPS

A LEAP is a fancy term for an option with an expiration date that is one
year or more from the present date. LEAP means Long-term Equity
Acquisition Security. As far as basics are concerned, LEAPs are just like
other options. That means they have a strike price, they cover 100 shares of
stock, and you can buy call and put options. You can do certain things with
LEAPS that you can't do with "ordinary" options, such as use them to cover
shorter term call options that you sell. Also, typically, when an investor is
buying a put option to act as insurance on their equity positions, they will
buy a LEAP. We will talk more about LEAPs in our chapter on options
positions.






Chapter 2: Options Basics

In this chapter, we will go over some of the basics associated with
options trading, from selecting a broker to making your first trades.
Selecting a broker is a very important decision since options can be subject
to hefty commissions that could cut into your profits. It's important to select
the best broker to get off on the right foot.

Which Broker to Use?

Before you select a broker, you should choose a broker that has zero
commissions on options trades. You'll also want to balance that against the
resources a given broker offers. In recent years, many brokerages have
opened for business that offers zero commission trades, while others have
cut their commissions. However keep in mind that if a brokerage is
charging a $7 commission for a trade, and you might make a profit of $20,
$50, or $100, that is a pretty significant cut into your profits.

That is one of the reasons that you should consider opening an account
with Robinhood. This is a trading platform that is available as an app on
10S and Android, and you can also use it online through a web browser to
execute trades. For advanced traders, Robinhood probably isn't the best
option, because it won't allow traders to take certain actions like sell naked
options. However, for beginning traders, Robinhood is a great option. One
of the best things about it is that it has zero commissions, and it’s very
simple to find options to trade and execute the trades.

Another popular broker used by options traders is Tasty Works. This is a
more powerful trading platform, and you can also use Tasty Trades to
access many educational videos and materials.

There are many brokers out there, from the older and more traditional
Charles Schwab or Fidelity to the newer platforms like Robinhood. Which
broker you ultimately choose is a matter of personal taste. However, it is
strongly recommended that you select a broker that has zero commissions
on options trades.

Bid vs. Ask

Something you’ll need to be aware of if you aren’t already is to be checking
the bid and ask prices for options you are interested in trading, especially if



you are trying to sell an option quickly. The Bid is the current price that
prospective buyers are offering for a given security, while the Ask is the
current price that sellers trying to close their positions are asking. If there is
a large spread between the bid and ask, it might take a while to sell your
option. Let's say we had a call option that expires on July 3, 2019, and a
strike price of $293. The options would cost $3.84, but the suggested limit
order is $3.81-$3.86, and that's because the current bid is $3.81 and the
current ask is $3.86. In this case, the bid and the ask are pretty close in
value, only differing by $0.05 (or $5; remember that option prices are per
share, but you must buy one options contract which controls 100 shares).

If we go out to a $295 call that expires on 9/18/2020, we find that there
is a pretty big spread in the bid and the ask. For this option, which has a
quoted price of $20 (so one option would cost $20 x 100 = $2,000), the bid
is $17.50, and the Ask is $22.50, so there is a spread of $5. The spread is
higher because the option expires a long time into the future, and so the
volume of trading is low, allowing buyers to be a little pickier. Of course,
they can't be too picky, however, because options that expire on a date a
long time out into the future have all their time value, and so are worth
more. If you were selling this option, in order to close a deal in a reasonable
time frame, you might have to offer a lower selling price than the "official"
price, and so you might actually sell it at the bid price of $17.50.

Mark

The mark is the mid-point between the bid and ask prices. When you
look up an option and see its price listed, it's the mark.

Open Interest

This gives you the number of options that there are on the market.

This 1sn't necessarily the number of options contracts for that strike
price and expiration date that have ever existed, because options contracts
can go out of existence if they are exercised. For the SPY $295 call that
expires on 9/18/20 (it is currently June 2019), the open interest is 1,627,
which means there are 1,627 of these call options currently in existence on
the market. Compare this to a SPY $295 call that expires on July 10, 2019,
just a few weeks from now. It lists an open interest of 318, while one that
expires on July 3 has an open interest of 1,149. So the open interest is not
necessarily tied to the expiration date.

Volume



The volume is the number of options contracts that were bought and
sold on the most recent trading day. Generally, the closer you get to the
expiration date, the higher the daily trading volume. Indeed, for a $294 SPY
call that expires in one week, the trading volume is 14,744, which means
that on the last day the market was open, there were 14,744 trades of this
option. In contrast, the LEAP we looked at earlier that expires in September
2020 only had a volume of 13, which means selling one might take a bit of
time.

Trade Multiplier

This is just the number of underlying shares for the option, and it's also
used to calculate the cost of the option. In almost all cases you are going to
come across the trade multiplier will be 100, which means that if the option
price is quoted as $X, then the actual price you would pay to buy the option
or the price you would be paid to sell the option will be $100 x $X. It also
means that there are 100 shares of the stock underlying the option.

Implied Volatility

This is a measure as a percentage of the volatility of the stock that
underlies the option. Volatility is a measure of how stable the price of a
stock is over a fixed time period. If stock A swings between $50 and $100
in a trading day, but stock B swings between $50 and $60 over the trading
day, then stock A has more volatility than stock B. The smaller the
magnitude in price swings, the lower the volatility. You can look up a
parameter for any stock called beta, which tells you the volatility of the
stock as compared to the stock market as a whole. The average volatility of
the total market is assigned a beta of 1.0. If a stock has a beta greater than
1.0, then it’s more volatile than the stock market on average. So if beta is
1.25, the stock is 25% more volatile than the entire market. If beta was
instead 0.75, that means that the stock is 25% less volatile than the entire
market.

Implied volatility gives you a measure of how volatile the stock is going
to be over the lifetime of the option.

However, while beta indicates past volatility, implied volatility seeks to
give the future volatility of the stock. Its actual value is determined through
options pricing models, and it is somewhat theoretical in nature.

Specifically, implied volatility gives you the one standard deviation in
stock prices for a given time range. One standard deviation gives you
approximately 68% of a possible range of stock prices. If the implied



volatility for an option on a stock with a share price was 25%, then there
would be a 68% chance that the share price would be between $75 and
$125 by the time the option expired. Considering a different situation, if the
implied volatility was 15%, that would mean there is a 68% chance that the
price of the stock would be between $85 and $115 by the time the option
expired. Higher implied volatility means more uncertainty when it comes to
the future stock price.

The way it’s used is that the implied volatility gives you a sort of
probability measure that the price of the stock will move into a favorable
range as compared with the strike price of the option. A higher volatility
means that this is more likely to happen. Since it's more likely that an
option with higher implied volatility is going to be in the money, options
with higher implied volatility cost more than options with low implied
volatility. Of course, that doesn't mean you can't make profits in both cases,
and implied volatility is only one of many inputs you need to consider.

Consider SPY and IBM. SPY has a beta of 1.0 — it tracks the S & P 500,
so we'd expect its volatility to be the same as the stock market. IBM has a
beta of 1.59, so its 59% more volatile than the stock market.

You also see this reflected when looking at implied volatility for options
that are out of the money by $1 and expire in one month. The implied
volatility for the SPY option is 14.83%, while for IBM, it is 24.84%.
Options for IBM are more expensive, generally speaking. Of course, that
doesn't necessarily mean that you're going to profit.

American and European Style Options

An American option can be exercised at any time, as long as it’s before
the expiration date. You can exercise the last day of trading, and the option
actually expires the next Saturday. European style options can only be
exercised on the expiration date.

Reading Options Tickers

Like stocks, options have their own tickers, but they contain a lot of
information besides just the stock ticker since options have important
qualities beyond simple pricing that need to be taken into account like the
expiration date. In fact, the ticker will have the stock ticker, expiration date,
type of option, and strike price listed in the ticker. Here is an example:

MSFT190628C00119000

The leading characters are the stock ticker for the underlying stock of
the option. In this case, the underlying stock is Microsoft, and so we see the



ticker MSFT. Next, we see the expiration date of the option in the form of
year-month-date. This particular option expires on June 28, 2019.

This 1s followed by a C which denotes the fact this is a call option, and
had it been a put option, there would be a P listed here. The rest of the
ticker includes the strike price, but there are three decimal places, so in this
case, the strike price is $119.

How to Buy an Option

Buying an option is a pretty simple process, but we'll show you the
steps required to buy an option using the popular Robinhood platform,
which is a suitable trading platform for beginners due to its easy to
understand interface, even if it doesn't have all the bills and whistles of
more sophisticated platforms like Tasty Works. Of course, to do this trade,
you'll have to fund your account from your bank and be approved to trade
options by the broker.

The first step is to search for the stock ticker we are interested in. For
our example, we bring up IBM.
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Now click Trade, and select "Trade Options." This brings up the options
for IBM that are available. There are different selections, including Buy,
Sell, and switching between views of Calls and Puts.

Robinhood doesn’t list options by the traditional ticker method. Instead,

you find the expiration date of the options you want to look at by scrolling
along the top of the screen from left to right. Tap on a date to see the
options available that expire on that date.
Then the options are listed in a table format, with the strike price and
whether it's a call or a put shown on the left side. The actual price of the
option is shown on the right side of each entry. So in this image, we see
some call options that expire on July 12th, Notice that the current share
price is also shown in the table, at $139.20. We see that a $141 call is priced
at $1.33, along with information that gives the percent change in option
price today (we see it went down 3.99%)).

A $140 call is available at $1.78. Remember that 100 shares of stock
underlie the option, and so the actual price you’d have to pay for the option
would be $1.78 x 100 = $178.

Break even information is provided as well, giving us at a glance the
break-even prices that we discussed in the first chapter. If you aren't going
to actually exercise your right to buy the shares, that break-even price isn't
necessarily relevant. For example, if the share price was $141 with 10 days



to expiration, below the break-even price by $0.78, the price of the option
would rise to $2.00 which is more than the price you paid for it, and even
higher than the break-even price. So the share price would be lower than the
break even, but you'd be able to sell the option at a profit. It's key to
remember that the break-even price that is quoted isn't going to be your
break-even price trading and selling the options.
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You can click on the option price to open the purchase screen.
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Here, we can specify the number of contracts we want to purchase. The
default price is the market price or mark (so it's a market order by default).
However, you can enter a limit price, so the trade won't execute unless you
can get whatever price you put in for your limit order. In this example, we
put in a limit order for a $1.65 price, which means we won't get the option
unless the price drops to $1.65 for a total price of $165. Keep in mind if you
place a limit order it might not execute in a timely fashion, and there would
also be a chance it wouldn’t execute at all.

Notice the small button in the upper right with a chart icon, and if you
tap on that, you can bring up important information about the option, such
as volume, implied volatility, bid and ask prices, and so on. Once you
decide how many contracts you want to order, you can proceed by clicking
on "Review" to complete the trade.

Selling options on Robinhood also follows the same straightforward
procedure.

A Note on Selling

Pay close attention to the bid and ask values of an option if you are
trying to sell it quickly, either to take your profits or if you want to get out
of an option that is rapidly losing value. If you go at the market price and
the option is rapidly losing value, you might have trouble selling it, and
your order might just sit there. If this happens, go ahead and cancel the
order and enter a limit order, placing your price that you'll accept equal to
the bid, which is the price at which interested buyers are already offering.

Trader Levels

Brokerages don't just let anyone trade options, and not everyone can
execute the same options strategies. The trades that you are allowed to enter
into are determined by your trading level. Most brokerages have four
trading levels.

Level 1

A level 1 trader can only perform one type of options trade — you can
sell covered calls. That is you can sell call options backed by shares of
stock you already own. This can be a viable strategy to generate income
from your stocks, but you need 100 shares for each options contract you can
sell. A level 1 trader can also sell a protected put, which means that the put



is backed by sufficient funds in your brokerage account to purchase the
shares of stock should the option be exercised.

Level 2

Most beginners are going to want to be level 2 traders. If you are a level
2 trader, you can buy and sell or trade options on the options market. In the
lingo of stock traders, you can go long on calls and puts. Level 2 traders can
also execute all the trades that level 1 traders can execute.

Level 3

Level 3 traders can execute all the trades that level 1 and level 2 traders
can execute. However, they can also execute "spreads." That means buying
and selling calls or puts simultaneously, as a strategy to minimize risk. Note
that while level 2 traders aren't technically allowed to do spreads, you could
do them by entering the position manually, that is, by purchasing each
option independently.

Level 4
A level 4 trader 1s able to sell naked calls and puts, and execute all the
possible strategies that are used with options trading.

Getting to Level 2

Most beginning options traders — if not all — are classified as level 1
traders, but you really want to be a level 2 trader so that you can make
money buying and selling options. Becoming a level 2 trader is actually
pretty simple. You just have to do an interview with your broker, and these
days the interviews are conducted by computer, where you just answer a set
of questions the app or website asks you. In order to be allowed as a level 2
trader, you will have to meet some basic financial and income requirements
that are pretty easy for most people to meet. The place where you might
mess things up is in stating what your goals are. To get approved for level 2,
you need to be sure that you tell the broker that you are interested in short
term investing and that you are interested in speculating rather than
investing.

Generally speaking, speculating is not really "investing," instead you
are betting that the price of the underlying asset is going to increase in value
(or decrease in value, should you be buying put options). So you are
interested in the short term price movements of the asset rather than



investing hoping that the company has a cure of cancer, or that the
company's long term fortunes are going to help fund your retirement.

Before you can trade any options, you’ll have to make sure that you are
approved to trade at level 2, so take care of that as soon as you open your
brokerage account.

Options Delivery and Settlement

When an option 1s exercised if you wrote it, then you are "assigned." If
you are just trading options, buying and selling them, you cannot be
assigned. Only the originator of the contract can be assigned. Settlement of
options must take place within three days. However, stock settlement takes
place the next business day, although the SEC allows a three day settlement
period. Generally speaking, settlement can be cash or physical.

A physical settlement means a transfer of the financial asset, which is
the shares of stock in this case. When stock options are settled, a physical
settlement is used, so if you own a put option, you will proceed with the
sale of the underlying shares to the originator of the contract. But if you
own a call option, you will buy the shares from them instead. The shares
will be sold at the strike price in either case.

If stocks with dividends are transferred, keep the ex-dividend date in
mind. Whoever is the owner of the shares three days prior to that date will
be the shareholder of record. That means that the person will receive the
dividend payment.

Cash settlements are used for financial assets that are not easily
transferred, such as in the case of Forex or commodities.

Since only 10% of options are exercised, that means 90% are not, and
so settlement and delivery are actually rare. Most traders are attempting to
earn money off trading the options themselves and don’t want the stock.






Chapter 3: Options Pricing

In this chapter, we are going to learn what factors influence options
pricing and how they do so. It turns out that options pricing is pretty
constrained and described by compact formulas, which makes it easy to
simulate options behavior using mathematical models and even just Excel
spreadsheets. You can find options calculators online that will let you enter
in various properties of an option and get estimates as to how its price will
change. The two biggest factors that make options prices move include the
price of the stock and the passage of time if you understand that then you've
grasped 2/3 of what you need to understand in order to trade options
successfully.

Now let’s look into the details when it comes to determining options
pricing.

Time Value

Every options contract has time value, but it's also subject to time decay.
Time value is the price of the option that comes from the amount of time
remaining until the option expires. The time or extrinsic value is not exact
and can change on the basis of the price of the option relative to the market.
To give an example, the more an option goes into the money, the less it's
impacted by time decay. But one thing is certain; all options are impacted
by time decay. Simply put, this means that the price of the options will
decline as time passes.

For sellers of options contracts, time decay is their best friend. That
makes it more likely the options will expire worthlessly, and the option
won't be exercised.

For buyers of options contracts, time is your enemy. You are looking to
profit before time runs out. Whether or not you can do so will depend on
whether or not the option is in the money or not.

Also, remember that time value is also called extrinsic value. The option
also has intrinsic value. This is pricing derived from the underlying stock.
Properties that can influence it include price and its properties like the
volatility. Extrinsic value comes from the outside.

When options are sold, they all have time value. The reason they have
time value is that the more time there is until the option expires, the



probability is increased that the option can go in the money at some point.
And that 1s when the option is really worth something. But as time passes
and the expiration date starts getting closer and closer, the less time there is
for a stock to make a move. Of course, stocks to make significant moves
over short time periods and even over a day or two, but the shorter the time
left to expiration, the lower the probability that this will happen.

Let's look at a few examples. In order to understand how things work, it
is helpful to hold variables constant and isolate the variable you are trying
to learn about. That is a fictitious example, but once you understand how
things work by examining them 1n isolation, you are going to be far more
capable of understanding how the pricing of real options is changing and
why.

In the examples in this chapter, we will begin with a stock with a $100
share price with 30 days left before expiration. We will set the implied
volatility to 15%.

Let's consider an option which is at the money. If the strike price was
$100, the call and the put for this option are priced at $1.78 and $1.76
respectively (remember to multiply by 100 in order to get the actual price
you would have to pay to buy the option or the price you'd actually get
selling the option).

Now let’s see how time decay impacts the option prices. Simply moving
to 20 days left to expiration, we find that the price of the call and put
options have declined to $1.45 and $1.44, respectively. Both have declined
because the strike is equal to the market price, and the only thing impacting
the price of the option is time decay. With only 20 days left to expiration,
the options have less time value. At this point, 100% of the option value is
extrinsic, that is determined by time value.

Now let's shift the clock again, to 10 days to expiration. Now the call
option has dropped to $1.03, and the put option is $1.02. At 7 days to
expiration, the call option is $0.86, and the put option is $0.85. Moving to 3
days to expiration, the call option and put option are both priced at $0.56.
Finally, one day to expiration, the call and put option are both worth $0.32.

Time decay works in exponential fashion. What that means in practice
is that the closer that you get to the expiration date, the faster the extrinsic
or time value of the option decays.

But let us consider what would happen if the option went in the money,
right at the last moment. First, consider what would happen if the stock



price went up to $102 a share. In that case, it means the call option is "in the
money." We find that the price of the call jumps to $2.00. The put would be
virtually worthless.

On the other hand, had the price of the stock dropped by $2; instead, it
would be the put that would be priced at $2.00, and the call would be
virtually worthless.

Time decay always impacts options, except toward the end the intrinsic
value (see below) can overwhelm it. The degree to which it does depends
on how far in the money the option price has moved.

Now let us consider an in the money option. First, we'll consider a put
option, and we'll say the stock price is $98 a share, with a strike price of
$100. With 30 days left to expiration, the put option is $2.91. The call
option is $0.94. So the call option, which is out of the money, is a
comparative bargain, and if you are expecting the stock to rise over the next
30 days, it could be a good move to buy that call option.

At 20 days to expiration, if nothing else changes (stock price of $98,
strike price of $100), the call option is priced at $0.65, and the put option is
$2.64. This is an important thing to note — so even though the put option is
in the money, we see a price decline. This happens as a result of lost time
value.

At 10 days to expiration, the prices of the call and put have dropped to
$0.31 and $2.30, respectively. At seven days, the put option is $2.19, and
the call option is $0.20. Finally, with two days left to expiration, the put
option is $2.02, while the call option is a mere $0.02.

The same thing happens to a call option that is in the money if
everything but time decay were held constant. Right before expiration, the
call option will still have some value, but it would steadily lose it. If the
stock price were $102, and we had a call option that has a strike set at $100,
the option price on the following remaining time frames: 30, 20, 10, 7, and
3 days to expiration, would be: $2.98, $2.68, $2.33, $2.21, and $2.05.

The takeaway lesson is that the time value of an option always
decreases.

Intrinsic Value

Now let's have a look at the second biggest influence on the price of an
option. Actually, it can be the biggest influence, and that is the stock price
of the underlying. We can see how dramatic this is by looking at the



previous examples, but imagining the option going further in the money,
and we can also consider the out of the money case.

Something that happens is that the closer the option gets to the
expiration date, the more impact is going to be felt by changes in the
underlying share price. Ideally, you'd think of a $1 variation in the stock
price as causing the option to change in price by $1, so multiplying by 100
shares you'd see the total price for the options move by $100.

Of course, in the real world, it doesn't work that way. The price of the
stock on the market is not the only factor that impacts the option price. We
will learn precisely how it works in the next chapter. But for now, you know
that the price of the underlying stock influences what the option’s price will
be, and the more that the option suffers from time day and loses extrinsic
value, the more influential the stock price.

Let’s start with our option with 15 days left to expiration. The strike
price is $100, and the stock price is $102. Under those conditions, the call is
$2.52, and the put is $0.50.

Following the same procedure used in the last chapter, let’s imagine that
we hold everything constant except the variable we are trying to isolate —
this time it’s the underlying stock price. So we will stay at 15 days to
expiration and see what happens.

Suppose that the stock price rises to $104. Then the price of the call
rises to $4.17 — a substantial jump. And that is the appeal of investing in
options, to make quick profits like that. If you have bought the call in the
morning at $2.52 if you saw a rise in stock price like that — sell immediately
and take your profits. The put option, on the other hand, dropped to $0.16.

Another $1 rise in share price to $105 causes the call option to jump to
$5.09, while the put drops to $0.08.

Now consider the converse, which the share price had instead dropped
from $102 to $97. In that case, the call would be $0.27, and the put would
be $3.26. If the share price dropped to $96, then the call would drop to
$0.14 and the put to $4.13.

Stock prices can move in big ways when major news comes out. For
example, once when Facebook had a bad earnings report, share prices
crashed from $210 to $170. People who held put options could profit
handsomely. Of course, the trick is knowing which options to buy at any
given time, or using strategies to profit no matter which way the stock
moves.



The closer you get to expiration, the more influence the stock price has.
Let's set up another scenario, the option is at the money with two days to
expiration, and so the stock price is the same as the strike price at $100
when the markets open. In that case, both the call and the put are priced at
$0.46. The prices of the options at this point come entirely from extrinsic or
time value. When the strike price is equal to the share price, the option will
have zero intrinsic value, and out of the money options have zero intrinsic
value.

If the share price went to $101, the price of the call would jump to
$1.12. The put would drop in price, all the way to $0.12.

Now let’s imagine, in order to give some context to pricing changes so
that you can start learning about things that can cause market moves, that
the company has an earnings call that afternoon. Suppose their earnings
beat expectations. As often happens, this causes a rally.

If the shares jump from $101 to $110, then the put is virtually worthless,
and the call jumps to $10! So if you had purchased the call when it was at
the money for $0.46, or $46 total, you could sell it for $1,000! Don’t get too
excited, that doesn’t happen that often and it would be really difficult for
you to know when that is going to happen, but it can happen.

Suppose that instead, the earnings call was a disappointment. Instead,
the share price dropped to $89 a share. In that case, the call option would be
worthless, and the put option would be $11, or worth $1,100 in total.

Remember that at the money options were both $0.46. This suggests a
strategy — and that is that you could buy both call and put options with the
same strike price and expiration date. In this case had you bought them at
the money, your total investment would have been $46 + $46 = $92, but
you would have made around $1,000 from one of the options going far in
the money.

Of course, there is a change the earnings report wouldn't cause much
fuss. The stock price could stay at the money, in which case your options
would expire worthlessly, and you'd be out the $92 investment. If the stock
moved a small amount, either way, you might be able to sell one of the
options to break even or make a small profit.

So you see that this type of strategy can protect you from losses which
are fixed, but if the stock makes a big move, you can possibly earn big
profits.



The lesson here is that the underlying stock price has a large influence
on the price of the options.

But before we go, let's look at one more scenario. Suppose you buy an
out of the money call with 20 days to expiration. Can you make money?
Yes, you could.

Suppose you are bullish on the stock. You could buy an option with a
$100 strike price, and we will suppose that this time, the stock price is $95,
so the option is significantly out of the money. A call option would be
priced at $0.13, so you could buy one for only $13.

If by 10 days the stock price had risen to $98 a share, your option would
still be out of the money, but the underlying price or intrinsic value would
win out over time decay. The call option would see its price rise to $0.31,
for a total of $31. So you'd have the possibility to cash out for a modest
profit. If it went up another dollar, the call option price would rise to $0.60.
If by seven days the stock price rose to $100, so the option was at the
money, then the call would be priced at $0.86. Of course, the questions are
many, you could sell now and make a pretty significant profit — selling
something for $86 that you bought for $13 is a huge ROI, and that would be
the smart move.

Of course, if it goes in the money by $1 the following day, then the call
would be worth $1.40. So you'd miss on some upside if the stock price kept
rising. But if the stock price dropped down to $98 a share, then the call
option price would crash to $0.16.

Those are the kinds of scenarios you might be faced with. If anything,
you should console yourself with the old advice that you are going to win
some trades and lose some trades — so don't get too down if you lose a
couple. Only start to worry if you are losing all the time.

Volatility

We discussed implied volatility earlier, and why you need to pay
attention to it. Implied volatility can also impact options pricing. Let’s see
how that would work all other things being equal.

First, consider our option at the money, so we have our $100 strike
price, and the share price is also $100, with 20 days left to expiration. Now
suppose the volatility is 15%. The call and the put are priced at $1.45 and
$1.44, respectively. A $1 rise in share price would cause the call to jump to
$2.02, a 39% increase.



If the implied volatility were instead 20%, then the call would be priced
at $1.88, and the put would be priced at $1.86. If the price went up to $101,
the call would jump to $2.43. That’s a 29% increase in price.

So a higher implied volatility means higher prices. However, notice that
the option with the lower implied volatility increased more in the price for
the given change in the underlying stock price. That's because of where we
are starting from, when implied volatility is lower, the starting price is
lower, and so you get a bigger increase in percentage terms. But it's not as
relevant as the fact that the stock with the higher implied volatility has
significantly more value.

Since volatility causes higher options prices, many traders look for
options with higher implied volatility, but that isn’t necessarily going to be
your only consideration or always matter.

Risk-Free Interest Rate

Finally, you need to learn that the risk-free interest rate can influence
options pricing. It is related to the interest you'd earn if you invested in U.S.
Treasuries. A higher interest rate can cause option prices to increase.
However, the impact is modest, and the interest rate is unlikely to change
much over the lifetime of most options. If you invest in LEAPs, that have
expiration dates of one year or more in the future, then this might be a
consideration for you. In most cases, it is not going to be all that important.
As recent history shows, even a 1-2 year period doesn't necessarily go to be
much change in interest rates, and the impact is relatively small compared
to the other variables.

Summary

So before we move on a quick summary. The most important factor is
the share price of the underlying stock, and its relationship to the strike
price — is it the same, higher, or lower. The second most important factor
that influences prices of options is time decay, or how long until the option
has to expiration. But remember, if the option is in the money, time decay
isn’t necessarily that important (but of course the fact that options expire is
always important, make sure to close your positions). Finally, implied
volatility can influence options pricing, and the more the volatility, the
higher the price of the option all other things being equal.






Chapter 4: Options Greeks

Now that we know what influences the prices of options, we are going
to make that more quantifiable. This is done using the so-called "Greeks,"
which are five parameters denoted by Greek symbols (or letters) that
quantify the way the price of an option will change. You don't have to know
how they work precisely, only what they mean. At any given time, you can
look them up to get their values. We start by looking at intrinsic value, that
is, how the price of the option changes or varies with the underlying stock’s
price.

Delta

If you look at the data for any option, you are going to see five Greek
letters (usually expressed by their English spelled names) delta, theta,
gamma, vega, and rho. The first of these is delta, which tells you how the
price of an option changes with the price of the underlying stock.

We noted earlier that the price of an option doesn't have a 1-1 change in
price in relation to the stock. You can see exactly how it will change by
looking at delta. First, we'll consider call options. So if delta is 0.46, that
means if the underlying stock price rises by $1, the price of the option is
going to increase by $0.46. If delta was 0.74, then the price of the option
would rise by $0.74 if the price of the underlying stock went up by $1.

Put options have a negative delta, which just indicates that a put option
has an inverse relationship to the price of the underlying stock. That is if the
price of the underlying stock goes down, the value of a put option goes up,
and if the price of the underlying stock goes up, the value of the put option
goes down.

So if delta is -0.26, and the price of the underlying stock went up by $1,
the value of the put option would drop by 26 cents. On the other hand, if the
price of the underlying stock had dropped by $1, then the price of the put
option would rise by $0.26.

Delta is dynamic, and the number always changes when some important
parameter in the options price changes. Consider an option on a stock that is
trading at $102 with a strike price of $100, with 14 days to option
expiration. In this case, the price of the call option is $2.48, and delta is
0.75. The price of the put option is $0.47, and delta for the put option is



-0.25. So if the price of the underlying stock goes up by $1, we expect the
call option to rise to $2.48 + $0.75 = $3.23. The price of the put option
would decrease to $0.47 - $0.25 = $0.22.

That's just about what happens, but in reality, the relationship isn't quite
exact since other things impact the price of the options. The call option
increases to $3.84, and the put option declines in price to $0.27.

We said its dynamic, and what happens when the share price rises by
$1, is the delta values for both options change as well. Now delta is 0.84 for
the call, and -0.16 for the put.

That tells us something important, namely that delta is higher the more
in the money the stock is. We can see this looking at some real options.
Considering an IBM $124 call that expires on 6/28, it has a delta of 0.967.
A $139 call that expires on 6/28 has a delta of 0.5388. The share price is
$139.20, so the $124 call is more in the money. The $139 call is practically
at the money, and we learn a second important fact about delta, that is that
at the money options will have a delta that is reasonably close to 0.50.

Since the more in the money you are, the higher delta, that means in the
money options can benefit (or be hurt by) a $1 change in the price of the
underlying stock.

Something else that happens is that if the option is in the money, the
closer you get to expiration, the higher delta goes. For our example of an
option with a $100 share price, if the underlying stock price remains at
$103, moving to 7 days from expiration, delta jumps to 0.92 for the call.
Moving to 3 days to expiration, delta is 0.98. So if you are expecting a
stock price to move a lot in the next few days, getting an option that will
expire soon before the move happens could be a worthwhile investment.
Look for events that could impact the price, such as an earnings call or
product announcement.

Remember at the money options have a delta of about 0.50, and when
you get close to expiration, delta for a call will be exactly 0.50, and for a
put, it will be -0.5, if the option was at the money. Actually buying at the
money options can be quite difficult, so you'll probably have to settle for
something close.

If an option is out of the money, the closer to the expiration date, you
get the smaller delta gets. In fact, a few days away from expiration delta can
get vanishingly small. An out of the money call option for a strike price of



$100, share price of $97 with three days to expiration will have a delta of
0.02.

The delta for the same put option will add up the difference to 100 (but
remember it’s expressed as a negative value). In this case, a put option with
the same parameters, so a strike price of $100 — will have a delta of -0.98 if
the underlying price is $97. In that case, the put would be worth $3.00, and
if the underlying share price dropped to $96, the price of the put would rise
to $4. Then you’d see delta increase to -1.00 for the put and drop to 0.00 for
the call.

If the stock had moved the other way, risen in price by $1, then delta for
the put would drop to -0.92 instead, and the price of the put would drop to
$2.04.

The bottom line is delta will give you a good estimate of how much the
price of the option will change when the price of the underlying stock
changes by $1. If it's a call option, the relationship is direct, and delta is
expressed as a positive number. For put options, since the relationship is an
inverse one, delta is a negative number. And remember that if you take the
absolute value of delta for the put option and add it to the delta value for a
call option that has the same strike value and date of expiration, they will
sum to 1.0.

Gamma

Gamma 1is like the second derivative. In other words, it tells you how
delta itself changes. This is important since we noted that delta was
dynamic. However, beginning traders don’t need to dive into this too
deeply, but you can check gamma to see about how much delta will change
if there is a $1 change in the price of the underlying shares. Gamma has the
same value for both puts and calls. So if Gamma were 0.22 and delta was
0.24 for a call option, and -0.76 for a put option with the same strike and
expiration date, we’d expect a $1 rise in share price to cause delta for the
call option to increase to 0.46, and the delta for the put option would change
to -0.54. That is about what would happen, but remember if the option was
at the money the values of delta would move to 0.5 and -0.5, respectively.

Theta

When examining options, theta is a very important parameter among the
Greeks. What theta gives you information about is the time decay of the
option. Theta is expressed as a negative number, reflecting the fact that time



decay causes a decrease in option price as time goes on. Let’s consider a
couple of examples.

Suppose that we have call and put options with a strike price of $100
with three days to expiration. The price of the call is $1.20, and the price of
the put is $0.20 if the share price of the underlying stock is $101. In this
case, theta is -0.073 for both the call and the put. That tells us that if nothing
else changes, the price of each option will decrease by $0.073. The call
option is priced at $1.20, and the put is priced at $0.20. Moving to 2 days to
expiration and leaving everything else the same, we find that the price of
the call option drops to $1.12, and the price of the put option drops to $0.12,
so it moved in almost exact accordance to what was expected. The
following day theta has increased to -0.079, reflecting the fact that time
decay happens more rapidly the closer you get to the expiration date of the
option.

In fact, with everything else unchanged, 20 days to expiration theta is

about half as strong, at -0.035. That reflects one of the fundamental truths
of options, that is that time decay happens in an exponential fashion, with
time decay happening faster the closer you get to expiration.
One of the things that help make options seem complicated is that all of
these variables are interdependent. So at 20 days to expiration, suppose the
stock price shot up to $108. In that case, theta decreases to -0.005. So it’s
only 1/7t of the previous value. It decreases for the put option as well.

Theta is also proportional to share price. So theta is larger if the share
price is larger. Consider a stock with a share price of $975, and a strike
price of $1,000. In that case, theta is -0.282 for the call option and -0.274
for the put option. That means if a day passes and nothing else changes, the
value of the call option (which in this case is $5.15) will drop by about
$0.28, and the value of the put option will drop by about $0.27.

The fundamental lesson here is the same as it was previously, that time
decay is an important fundamental when it comes to options pricing. Check
the Greek theta to get an idea of how the price of the option is going to
decay by the following day if all other things are held equal.

Vega

The next Greek that we are going to meet is Vega, which tells us the
relationship between the price of the option and the implied volatility. What
Vega tells you is how sensitive the option is to changes in the implied
volatility. Generally speaking an in the money option is less sensitive to



changes in implied volatility, while an out of the money option is more
sensitive to changes in implied volatility. Specifically, vega tells you how
much the price of the option will change if the implied volatility changes by
1%. Remember that options that have higher implied volatility are worth
more money.

Suppose a stock is trading at $500 a share, and the strike price is $490
with 10 days left to expiration and an implied volatility of 23.5%. Vega will
be 0.285. A call will be priced at $13.73, and the put with the same
parameters would be priced at $3.69. If the implied volatility increased to
24.5%, then the call would be priced at $14.02, and the put would be $3.98.
So, in other words, Vega tells you how much the price of the options
increases for every 1 point increase in implied volatility. The closer you get
to the expiration date, the smaller vega gets.

When you are in long positions, vega is positive, and it's negative for
short positions.

Rho

Rho is a measure of the options pricing’s sensitivity to a change in the
risk-free interest rate. Since interest rates don't change by that much or that
often these days, rho isn't paid much attention to. In a radically changing
high-interest rate environment such as existed in the late 1970s, tho would
be a more important parameter to pay attention to.

Black-Scholes Equation

The Black-Scholes equation 1s a mathematical model that describes how
derivatives like options behave. It incorporates the option as a function of
the underlying stock price and time, the volatility of the stock, and the risk-
free interest rate. The equation tells us that gamma represents the gain from
holding an option. The equation gives us the "riskless" returns where
gamma offsets theta decay. The Black-Scholes equation involves some
pretty advanced mathematics, and those with the interest and skills can look
up references if they are interested in getting a deeper understanding of the
equation. It is a partial differential equation that can estimate the future
price of an option. Most options traders don't have to know about the Black-
Scholes equation, however. You can simply use tools like spreadsheets or
online models that people have created to put the equation into practice for
you, and you can play with the various inputs to estimate the future price
moves of options you are interested in investing in. The model led to a



Nobel Prize in economics. One important fact is that the model is set to
work with European options that can be utilized only on the expiration date,
and it does not work with American options. However, there are many
mathematical models that work quite well for American options.



Chapter 5: Options Trading as a
Business

If you are only planning to do options trading as a hobby, you can buy
small numbers of options and try to profit on them and see what happens.
Most people hope to build up their options trading activities, eventually
turning it into a business so that they can earn a living from it and drop the
"9 to 5". In this chapter, we provide some tips and advice for turning your
options trading activities into a business that makes real money.

Start Small

The first thing to do is to learn the way of the industry. Having smaller
ambitions that can be realized is going to be a part of laying a successful
foundation for an options trading business. Many new traders want to get
going fast and so purchase lots of options simultaneously, and if they can
get higher approval levels, enter into multiple strategies all at once. The
reality is that options trading is complicated and a lot more complicated
than buying and selling stocks, and so you should keep things under control
rather than jumping in and getting in a situation where your mind cannot
possibly fully comprehend, analyze, and keep track of a dozen complicated
options trades.

Begin by limiting yourself to five companies and/or index funds to use
in your trading. In fact, during the first three months, you might limit
yourself to 2-3 companies. You should study the stock of those companies
and learn its fundamentals, studying the stock charts to see how the stock
has moved in the past. Learn important facts about the companies such as
when they are going to have their next earnings call.

You should also learn some basics about spotting and tracking trends in
the markets. This can include learning how to read candles, using moving
averages, and spotting levels of support and resistance, which can tell you
when to enter a trade and when to get out of a trade.

Starting small also means setting small goals and meeting them, rather
than hoping to make $10,000 a month in profits right away. So plan on
entering trades with a goal of making a hundred or a few hundred dollars a
week, and realize that you are not going to win at every trade. As you gain



experience, you can increase the sizes of your trades. But rather than
entering 10 different trades you should always aim to do multiples of the
same options contracts instead, so you don't run into the problem of having
too much to manage at once. Remember that options have an expiration
date and change fast, so keeping close track of them is important.

Adequate Capital

You can trade options for as little as less than $100, but it is unlikely
that you are going to be able to build a full-time income that way. You
should plan on setting up an account with $5,000 or more in capital to get
started. If you don't have access to that much money now, you can start
trading 1-2 options per week using small amounts of money to start
learning and trying out different strategies. But plan on having a minimum
of $5,000 when you transition to doing options trading as a business and
plan on growing the size of your account with time.

Use a Broker with Complete Resources

We've mentioned Robinhood, and it's a great platform for beginners. If
you've never traded options before, we recommend that you open a
Robinhood account and spend 2-3 months trading on Robinhood to gain
some experience.

However, when you are ready to transition to trading as a business, a
more comprehensive platform is going to be necessary. One thing you'll
want to make sure of is that you can sell options naked. That isn't possible
on Robinhood.

You should also seek out a broker that has comprehensive resources that
can be used to do all of your research, analyze your trades, and execute the
trades all in one platform. A good example is tastyworks.

Make Sure You Have Proper Computer Equipment

As you are trading and keeping track of your trades on a real-time
constant basis, you are probably going to want to have multiple computers
or computer screens so that you can easily check things. As an options
trader, you're going to be wanting to track your options, but also keeping a
close eye on the stock itself and even on the news about the company. At
the very least, you should be able to comfortably view the stock and your
options simultaneously. Depending on your brokerage, you may be able to
set things up so that you can see everything associated with one stock ticker
with a click.



Make a Business Plan

You wouldn't open a restaurant without making a business plan, and if
you are going to have a trading business, you should treat it the same way.
Write out a business plan that outlines goals, expenses, and other items so
that you have everything laid out, including capital that will be available for
funding. Simply starting to buy and sell options and seeing what happens is
not a business, although it can be a start.

Also, keep track of all your trades, so you can carefully monitor profit
and loss. Part of your business plan will be setting goals for annual returns.
Possible returns on options are quite high compared to stocks, but you
should set realistic goals in order to ensure you're staying grounded and
meeting them. Also, remember that you have to take losses into account and
not just looking at wins to determine your total return on investment.

Decide On a Business Structure

Are you going to set up a business to run your trades? It's definitely
worth doing so. Otherwise, you're going to have a hard time deducting
losses from your taxes. The IRS views trading as ordinary passive income,
and there are limits to what you can deduct. You can try to get the "trader"
status, but this is difficult. The easiest way to set things up so that you can
fully deduct losses and expenses, and possibly offer yourself bankruptcy
protection if it came to that, is to set up an official business entity that you
can use to trade through. You will not be doing this as a sole proprietor but
will instead need to set up an LLC or S-Corporation. An LLC is simpler to
set up and acts as a pass through, but you will be able to manage your
expenses deduct everything as a professional trader and then pass on the
profits as income to your personal life. The details of this are beyond the
scope of this book, so speak to an accountant about setting this up if
necessary. Note that individuals who want to be treated as professional
traders by the IRS have to be qualified, an LLC set up for trading purposes
does not. It's very difficult to be treated by the IRS as a fulltime trader as an
individual, and you have to derive the majority of your income from trading
to qualify. It turns out that even people who derive their full-time income
from trading have trouble qualifying, and when you don't qualify, you're
going to have a hard time deducting all of your expenses and losses. So
starting an LLC and having it to the trading and then pass the profits onto
you as the owner is probably the best way to get started trading.



Stay Focused

It is better to stay focused on one type of trading, learn it thoroughly,
and commit to it 100%. Don't be all over the map, such as trying to trade
Forex or Crypto and options at the same time. If you are going to try
options trading, then stick to options trading. Be serious about if you want
success to the level of having it provide a full-time income.

Are You Going To Utilize Debt

This is a personal decision, but it's not recommended that you utilize
debt unless there is some compelling reason that you start out with an
account with a particular size. The ease of doing small options trades and
earning profits means that most people are better off starting small and then
reinvesting profits to increase the size of their trades going forward. If you
take out loans to get started, keep the loan size reasonable and don't get
more loans if you have a string of losses, you don't want to dig a hole you
can't get out of. Set a reasonable maximum for borrowed capital such as
$5,000-$10,000.

Set a Time Limit

If a year goes by and you are constantly losing money, you will have to
evaluate whether or not options trading is for you. The reality is it’s not for
everyone. That doesn't mean that stocks or trading full-time isn't in your
future, but if 1t is not working out after putting in significant effort, you
should re-evaluate your position and consider alternatives. For example,
maybe you would be better suited to work as a swing or day trader or get
into Forex, rather than trading options.

Constantly Educate Yourself

You should be continually improving your knowledge of the field. That
means educating yourself by reading books on options trading, watching
YouTube videos, taking Udemy courses, and possibly taking more
expensive courses. You wouldn’t try becoming an engineer, doctor, or
lawyer without getting the education first, so treat trading the same way if
you are expecting to earn a full-time income from it.






Chapter 6: Risks and Benefits with
Options

It is imperative to know the risks and benefits that are associated with
options trading. In this chapter, we will consider this and provide an
example of trading a stock and buying the options on the stock instead. We
will find out that when trading options, the return on investment is much
higher than what you can earn trading stocks, which is what makes options
appeal to many traders as opposed to swing or day trading stocks.

Compare Costs of Entry

If you want to be a day trader, you need to have a $25,000 account with
your brokerage in most cases. Day trading is a strictly regulated activity,
and the risks of losing all of your capital are high.

Swing trading doesn't have such minimums, but in order to earn profits

on your trades, you are still going to have to invest significant sums of
money. Let's consider the possibilities of earning profits and compare that
with trading options.
For this example, we will consider trading Facebook. Over the past year,
Facebook has ranged over $126 a share to $190 a share. Over the past
month, the range has been $164 to $194 a share. So let's suppose that you
have a swing trading account with $5,000 in capital. For the sake of our
example, we'll assume that you happened to make a great trade. On June 4t
of this year, Facebook was trading near the $164 low. So we’ll say that you
invested in 30 shares, for a total investment of 30 x $164 a share = $4,920.
By June 18t Facebook had increased in value to $194 a share. Let’s say
that at $190 a share, you decided to sell.

The cash you’d receive from the sale would be 30 shares x $190/share =
$5,700.

The total profit would be (ignoring commissions and any other
expenses) $5,700-$4,920 = $780.

That is a pretty solid profit. The return on investment or ROI would be:

ROI = profit/investment = $780/$4920 x 100 = 15.85%

A 15.85% return in the stock market is a stellar result, and assuming
you had multiple trades going on during the 14 day period, the $780 in



profit would be a solid contribution to your income.

Now let's suppose that you bought options instead with the $5,000. This
time we'll buy call options that were slightly in the money, so when the
share price was at $164, we'd buy call options with a strike price of $163.
Facebook has high volatility, and the implied volatility for these options is
28%. The price of a call option is $5.88, so each contract would be $588. So
we'll buy 8 options contracts for an initial investment of $588 x 8 = $4,704.

Now, the 14 days pass, and Facebook rises in price to $194 a share.
Time decay hurts the options, but the rise in share price is going to
overwhelm that. The call rises in value to $31.03, so each option is worth
$31.03 x 100 = $3,103. In total, we have eight contracts that are worth
$24,824. Our total profit is this figure less our initial investment, which
would be $24,824 - $4,704 = $20,120.

The return on investment in this case is:

$20,120/%4,704 x 100 =427.72%

Of course, most professional traders don't buy straight call options
because of the high risk — but this illustrates in dramatic fashion the benefits
of trading options over stocks if you are going to be a short term trader and
speculator.

The return on investment for options is simply far higher than what you
can realize trading stocks.

Secondly, the barrier for entry is far lower. One option contract would
have realized more profit than a $5,000 investment in Facebook for the
purposes of making a swing trade. Remember the option initially cost $588,
but when the stock peaked it was worth $3,103. So simply investing $588 in
the option would have realized a gain of $3,103 - $588 = $2,515. That is
more than three times the profit realized from the swing trade — and we only
had to invest a fraction of the money (about 13%) of what we invested in
doing the swing trade.

This illustrates the more measured approach beginners should take with
options. You can build up a full-time income doing a smaller number of
trades, so it is not necessary to start out risking thousands of dollars at a
time.

Risks of Options Trading

All investment activity carries risk, and that includes options trading.
Strictly speaking, if you are only buying and selling options (and not
writing options contracts, i.e., not selling naked or covered/protected calls



and puts), your risk is limited to the loss of capital you spent to buy the
options.

However, there are several ways to mitigate your risk. We will be
investigating specific options strategies in the following chapters, but keep
in mind that as a beginning trader, those strategies may not be available.

However, you can use some common sense. If a trade is not going in
your favor, don't hold onto the trade, hoping it's going to turn around for
you. It's true that there is a chance the stock will turn around in the future,
but remember that with options, you have time decay working against you.
So the best thing to do when a trade is not going in your favor is to close the
position to minimize your losses. At that point, you have two possible ways
to move. You can simply reinvest the money in a different stock. However,
if you have good reason to believe that the stock is going to increase in
value, but you need more time, you can reinvest the money in options with
later expiration dates. Taking this approach might result in a short term loss,
but the size of the loss will be smaller than simply letting the options expire.

Of course, you may be investing in puts expecting the share price to
drop, but the discussion and approaches are the same.

The key thing to note is that risks can be mitigated. Although as a
beginning trader you can’t officially do certain types of trades, you can set
them up manually to in effect execute the trades.

Your Risk is the entire amount of principle

So to summarize, as an options trader, that is someone who buys options
on the market and then tries to trade them for profit, your total risk is the
amount you spend to purchase the options. Although buying and selling
options seems easy when we discuss it on paper, and you definitely can find
it easy to make some winning trades, the risk of loss is real, and it is not
trivial. Remember that most options expire worthlessly, and that means that
the traders lost their investments. Be prepared to lose all of your capital,
which will be the premium paid for the option. This is one reason why you
should approach small trades, with the goal of executing a larger number of
small trades rather than trying to hit one big home run. That way, you only
lose small amounts at a time, and if you are engaging in multiple trades, the
profits from your wins should exceed the losses so that you can be
profitable overall.

Writing Options Contracts



The benefits of writing options contracts are that you can generate
regular income by selling the options and collecting the premiums. This can
carry some risk, from relatively low risk to extremely high risk.

For a covered call writer, you already own the shares. Therefore the risk
to you is that you will have to sell the shares. This is a low-risk strategy,
and that is why brokers allow level one traders to do covered call writing.
Even though you risk losing ownership of the shares, the worst case
scenario is that you are going to earn money from the premium and then
receive payment for the shares. The important thing to note here is that you
should be smart about how you set up your covered calls, don't set up a
covered call with a strike that is lower than what you paid for the stock — so
that in the worst case scenario you break even on selling the shares (but also
profit from the premium). You can then reinvest the funds, either in the
same stock or a different one.

For a protected put, the risks are a little bit different but also minimal,
because you will possibly lose some capital that you have to use in order to
purchase stock. You’ll have to do that buying the shares at a higher price
than they are trading for on the market, so it might seem a bit foolish, but at
least with a protected put you walk away owning the shares of stock. Unless
it was a really bad investment, you will have an asset that might appreciate
in value in the future and so mitigate your losses, or even possibly turn
them into gains. If the stock gains in price, you can simply sell the shares to
get your capital back.

Naked calls and puts carry serious risk, and that is why they are
restricted to experienced, level four traders. In the case of selling naked
calls, your theoretical risk is unlimited. The reason is because, in theory, the
price of a stock can go up to any value. Of course in the real world that isn't
the case, real stocks may rise quite a bit over a short time period, but they
don't shoot to infinity. That said, you could put yourself in a position of
incurring serious losses. Suppose that you had sold a naked call on
Facebook with a strike price of $170. You would have earned $299, or
$2.99 a share, but if the option was exercised when the share price was
$194, you would be put in the position of having to buy the shares on the
market at $194 and then selling them at $170, so be facing a loss of $24 a
share. That would be mitigated a little bit from the $2.99 you earned from
the premium, so your total loss would be somewhere around $2,100. The
loss is not infinite, but it is substantial.



Summary

When a trade goes right, the benefits of options trading far exceed those
of swing or day trading stocks because the ROI is far higher. Secondly, you
can get into options trading only risking a small amount of capital.

However, remember that the capital you invest is at risk of a total loss.
Losses can be mitigated using certain options trading strategies, and/or by
planning multiple trades. However, keep in mind that not all options trading
strategies are available to all options traders depending on the level you are
assigned by your broker.

In the case of writing options, the benefit vs. risk analysis in part hinges
on the fact that most options are not exercised. Only 10% of options are
exercised, and as we'll see, there are strategies you can use to minimize risk.



Chapter 7: Profit with Options
Strategies and Positions

Because you can buy and sell options and options come in two flavors,
calls that benefit from a rise in share prices and puts that benefit from a
decline in share prices, one of the major advantages of options trading is
that you can do a lot of different things that simply are not possible when it
comes to trading stocks. This gives rise to many different strategies that can
be utilized to minimize losses. Some of the strategies also minimize
potential profits, but with practically guaranteed earnings, most people are
willing to make that trade-off. Keep in mind that your broker may require a
higher trading level to execute some of the strategies, and so not all traders
may be able to enter into all of these trades without gaining more
experience first. Note that spreads involve buying and selling options
simultaneously so will require level 3 trading status.

Long Straddle

A straddle involves buying a call and a put option for the same stock,
with the same expiration date and the same strike price. Long simply means
we buy both options.

In an earlier chapter, we saw how that could work out if you bought an
at the money call and at the money put at the same time. While your broker
might require you to have level 3 status to enter into a single trade doing
this, you can manually set one up without being level 3 by simply buying
the appropriate options.

Let’s look at a few scenarios. For our examples, we will assume a share
price of $190, implied volatility of 24%, and imagine that the options are
purchased with 30 days to expiration.

Suppose that we buy options with a strike price of $180. A call will be
$11.60, and the put will be $1.56. The total investment is $13.16 (x 100 =
$1,316).

In the first scenario, suppose that share price rises by $5 within 14 days.
At this point, the put is $0.22, and the call has risen to $15.24. We can close
our positions (sell both, the put at the loss) and earn $15.46 (x 100 =
$1,546). Our profit is $230.



If instead, the share price had dropped, if it ends up at the money, then
we'd be facing a loss. The call and put options would be priced at $3.62 and
$3.60 respectively, leaving us with a total of $7.22. We would sell and take
the loss or wait it out to see where the price moved in the coming days.

To make a profit from a drop in share price, it would have to drop to
less than $167 a share. This example illustrates that buying a straddle that is
strongly in the money for the call option strongly favors the call, in that the
share price would have to drop considerably for the put to be profitable.
The reverse would be true if we chose a strike price in such a way as to
have an in the money put. So a move to a lower share price would make the
put quite profitable, but a move to a higher price would have to be dramatic
to make the call, and therefore the trade, profitable.

Following the earlier example, if the share price were $190 and we
bought a call and a put at the money with 30 days to expiration, the cost
would be $3.82 + $3.80 = $7.62, for a total investment of $762.

After 14 days, if the share price had risen to $195, the call would be
$6.88, and the put $1.85, so we could sell both for $8.73, or a total of $873,
giving a profit of $153. The more the share price went above the strike, the
higher the profit. At a $200 share price, we'd be able to close the call and
put at $10.81 and $0.78 for a total of $11.59, or a total profit of $397.

If instead, the share price dropped below the strike price, we’d be in a
similar situation but making money from the put. If it dropped $10 below
the strike price at 14 days, then the call would be $0.67, and the put would
be $10.65, nearly in reverse to the situation of a $200 share price.

If the stock stays close to the strike price, you'd be faced with selling the
options at a near break-even price or at a loss. Waiting until close to the
expiration date can ensure losses. Maximum loss is the amount spent to
purchase the options.

These results indicate that for a straddle, the more dramatic the move in
stock price, the better the results, and the safest approach is to buy close at
the money or close to at the money. You can buy slightly in the money for
the call or put if you expect the stock price to rise or fall, using one of the
options to mitigate possible losses if your speculation is wrong.

Strangle

A long strangle is also a method to mitigate risk by purchasing two
options. In this case, we buy two options with different strike prices. The
1dea, in this case, is to be insensitive to the directional movement of the



stock price. The options are purchased out of the money, so you want a low
strike price for the put option and a high strike price for the call option.

Returning to the previous example, we again assume the share price is
$190 a share with 30 days to expiration. Now we will purchase a call option
that has a strike price of $195, and a put option with a strike price of $185,
so both are out of the money. Since the options are out of the money, the
initial investment is cheap, relatively speaking. The call option will cost
$3.17, while the put option will cost $3.01, for a cost of $6.18 or $618 for
the total investment.

For a strangle to be profitable, the stock will have to move even more
than for a straddle.

At 16 days to expiration, suppose that the stock price has risen to $200.
The call is now worth $6.97. The put is worth $0.25, for a total of $7.22. So
you could sell both options to close your position, taking a profit of $129.

If instead, the stock price were to drop to $180, the call would only be
worth $0.22, but the put would be worth $6.67, so your profit, in this case,
would be $71.

A dramatic move can make this strategy very profitable. If instead, the
share price dropped to $160, while the call would be virtually worthless, the
put would shoot up to $24.98, for a total earning of $2,498, giving you
substantial profits. A similar situation would happen in reverse for a
dramatic move to the upside.

So the advantages of this strategy are that you profit no matter which
way the share price moves, provided the move is large enough. However,
the downside is your profits are limited unless there is a dramatic move in
the share price. So if you are anticipating a large move in the stock price but
aren't sure which direction it is going to go (such as with an earnings call),
this could be a viable strategy.

Spreads

So far, we’ve been looking at strategies that anyone with a level 2 rating
or above can implement. Even if you aren’t explicitly approved for
strangles and straddles, you can still implement them by manually buying
the options.

Now we get into more advanced territory because these strategies
require the sale of an option, and you have to get brokerage approval to sell
options, even when they are part of a strategy like the one we are going to
investigate here.



A spread is the simultaneous purchase and sale of options for the same
underlying stock, but you buy and sell a put option and call or vice versa.
They have different expiration dates and/or different strike prices, leading to
many possibilities.

A vertical spread involves buying an option and selling an option but
with different strike prices and the same expiration dates. The goal of a
vertical spread is to limit risk and capital requirements. To sell a call, you
either have to own 100 shares of stock or be able to purchase the shares,
that is, have enough capital on hand to make the trade in the event the
option was exercised, no matter how unlikely that may be.

Remember that you can take the examples to expiration, in which case
out of the money options will expire worthlessly. But for our example here,
we will consider closing the position as well.

So let’s take an example. You can use out of the money calls to do the
spread. We can sell a call with a given strike price, and then buy another
call that has a higher strike price. Suppose our stock is trading at $160 a
share. We could sell a call with a strike price of $165 for $2.41. Then we
could buy a call with a strike price of $175, for $0.53. The net credit to our
account is given by the difference, and so is $2.41 - $0.53 = $1.88.

Now let's go to 15 days to expiration and look at three possible
scenarios. The first scenario is when the stock prices rise substantially, so
that both calls are in the money. So we'll pick a share price of $190.

In that case, the $175 call is worth $15.19, and the $165 call is worth
$25.02. This is a bad situation since we sold the $165 call. There would be
a risk it would be exercised, but we can use the following strategy which
limits losses. First, we can sell the $175 call. Then we buy back the $165
call, and our total losses are limited to the difference, which is $9.83, so a
total loss of $983. But remember the initial credit of $188 that helps
mitigate the loss.

Suppose that we had sold the $165 call naked, without using a vertical
spread. Then our total loss would have been $25.02 or $2,502. So we saved
ourselves quite a bit on the loss.

Note that the difference in strike prices limits the losses in this case
where the stock price rises above the higher strike price, to any value. So
for this example, the losses are limited to $10. This is easy to see by
plugging the numbers into an options calculator. You find that if the share
price rises to $250, the $165 call is $85.02, but the $175 call would be



$75.02. If the share price increased to $500, then the $175 call would be
priced at $325 and the $165 call at $335.

So that is the power of this technique, the difference in the prices — and
therefore, the maximum loss — is always the difference in the strike prices.
So you can set your maximum loss by choosing your strike prices
appropriately. Also don't forget that you can add in the initial credit, which
for this example was $1.88 or a total of $188.

Now suppose that the share price goes between the two strike prices, so
above $165 but less than $175. We will conveniently choose $170. In that
case, the call option with the strike of $165 is worth $6.36. The $175 strike
is worth $1.43. So our total loss would be $6.36 - $1.43 - $1.88 = $3.05.
Again, the loss is limited.

Break-even is the price paid to enter the position plus the short strike
price. In this example, that is $1.88 + $165 = $166.88. If the share price is
below $166.88, then the spread will be profitable. Anywhere above this
price, there will be losses, limited to the difference between the strike
prices. Of course, you would choose a smaller range than the one selected
here, which was for illustration.

So if the stock price dropped to $160, the option both options expire
worthlessly, and we keep the premium.

To summarize:

. Maximum profit is the credit you get for entering the vertical
spread. That is the difference between the option you sell and the
one you buy.

. Maximum loss is the difference in strike prices minus the amount

credited for entering the trade. In the example given, the
difference in strike prices was $10, but the account was credited
$1.88 for the spread, so the maximum loss is $10 - $1.88 = $8.12.

. Capital requirement is equal to the maximum loss, so you need
$812 to enter this trade, which is a lot lower than the capital
requirement that would be required just selling a call.

. A vertical spread allows you to enter a trade without
predicting how the stock price will move.

. The probability of profit is higher than the probability of loss,
even though the potential magnitude of losses will be higher than
the magnitude of profit.



Bull Call Spread

A bull call spread is a trade to enter when you believe that stock prices
are going to increase by a small amount. Like the other strategies
considered, losses are limited, but it also limits potential profits. Since you
start off with a loss, it’s called a debit spread.

This strategy involves buying and selling two call options with the same
date of expiration but different strike prices. You buy a call option that is
out of the money, and then sell a call option with a higher strike price (so
it’s also out of the money). Suppose that our stock was trading at $140 a
share. We could buy a call option that has a $142 strike price with 30 days
to expiration for $2.97. Then we could sell a call option that has a $144
strike price for $2.23. We start out at a loss of $0.74. If the share price rises
to $145 by one day to expiration, the $142 call is worth $3.04, and we can
sell it. The $144 call would be worth $1.33. We can buy it back, so our total
profit would be $3.04 - $1.33 - $0.74 = $0.97 = $97.

If the stock price were to drop below the lower strike price, both options
would expire worthlessly, and the total loss would be limited to the
difference in option premiums paid to enter the position, which in this case
would be $0.74.

The breakeven price is the strike price for the long call + net premiums
paid. In this example, the call we purchased had a strike price of $142, and
the total premium paid was $0.74, so the break-even price is $142.74. We
make a profit for any share price that is higher than $142.74.

For example, if the share price is $143 at 1 day to expiration, the option
we sold will expire worthlessly, but the option we purchased could be sold
for $1.32. Subtracting the initial debit, the net profit is $1.32 - $0.74 =
$0.91 for a total of $91.

Bear Call Spread

A bear call spread is a strategy using two call options when you expect
a modest decrease in price. The two call options will have the same date of
expiration but different strike prices. You sell a call with a lower strike price
and buy a call with a higher strike price. The maximum profit is the net
premium credited to your account, which is the premium of the lower strike
price call you are paid less the premium you pay to purchase the higher
price long call. The maximum loss is limited to the difference in the strike
prices less the net premium paid.

Bull Put Spread



This 1s a credit spread involving two put options. Both put options will
have the same expiration date. In this case, you sell a put option that has a
given strike price and then buy a put option that has a lower strike price. In
an opposite manner to a bull call spread, the profit is realized by a net credit
received from the sale of the put option with the higher strike less the
purchase of the second put option. This is the same for maximum loss; it is
the result when the net credit from the sale and purchase of the puts is
subtracted from the strike prices. This strategy seeks to profit from a small
increase in share price over the lifetime of the option.

Bear Put Spread

A bear put spread seeks to profit from a modest decline in the share
price. In this case, you buy and sell two puts with the same expiration date.
You buy a put with a given strike price set to profit from a decline in stock
price, and then sell a put with a lower strike price. This is a debit spread, so
the sale of the put offsets the investment in buying the first put. In this case,
the maximum loss is the net premium paid. So if you buy a put for $1, and
sell a put for $0.75, the maximum loss is $0.25, or $25 in total. The
maximum profit is the difference in the strike prices less the net premium
paid.

Rolling Your Positions

You can "roll” your positions, which means buying and selling options
at new expiration dates, to close and reopen your positions. This can be
done if it appears a trade you've entered isn't going to work. Strike prices
can be kept the same or modified. If you have a spread, you might change
the range between the two strike prices. Rolling your positions might help
you become profitable but can also result in increased losses. If you roll up,
then you are rolling with an increase in strike prices, while roll down means
rolling while decreasing strike pr