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ou are about to visit the trading rooms of

sixteen men and women, These traders live

in different countries, follow different
markets, and use different methods, but all share
severil traits—most importantly, their dedication
to trading. They are utterly serious about their work,
while most of the amateurs who supply the bulk
of their winnings are chasing the excitement of an
adrenaline rush.

Why would a person who is trading for a living talk
about his or her method instead of grinding
out profits in silence? Winners know full well
that success in trading docs not depend on know-
ing “the secret.” There is no secret—only hard
work, focus, attention to detail, being careful
and long-term oriented with money, and having
a bit of flair.

Trading is a vast field, and like a doctor, you must
specialize. Many beginners spread themselves
painfully thin by investing in and day-trading stocks,
futures, and options. Each trader in this book con-
centrates on an area that appeals to him or her, be it
buying breakouts, writing puts, or trolling for dull
stocks ready to explode from consolidation zones.

People become successful when they focus on
what they love Lo do. In reading this book, you will
probably come across a trading vehicle you like or
a concept that appeals to you. Once you find it, stay
with it and mine that area for its rich deposits.

There are massive differences between traders at
various stages of development. Beginners look for
tips, while intermediate traders keep asking about
indicator settings. Experienced traders love to watch
others make decisions and explain them, Traders
in this book will share a wealth of information with
you; what you take home is entirely up to you.

Trading can give you money, which can buy many
good things—freedom from a boss, the ability
to travel wherever and whenever you like, and
much more, Still, when the chips are down, it is not
money that determines the quality of your life.
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Founded in 1807, John Wiley & Sons is the oldest independent publishing company in the
United States. With offices in North America, Europe, Australia, and Asia, Wiley is globally
committed to developing and marketing print and electronic products and services for our
customers’ professional and personal knowledge and understanding.

The Wiley Trading series features books by traders who have survived the market's
ever-changing temperament and have prospered—some by reinventing systems, others by
getting back to basics. Whether a novice trader, professional, or somewhere in-between,
these books will provide the advice and strategies needed to prosper today and well into
the future.

For a list of available titles, please visit our Web site at www.WileyFinance.com.
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INTRODUCTION

ou are about to meet 16 private traders. Some trade for a living, while others are still

al a semiprofessional level, clawing their way to the upper rung. These men and
women live in different countries, trade different markets, and use different methods, but
all share several traits—most importantly their dedication to trading. They are utterly seri-
ous about their work, while most amateurs, who supply the bulk of their winnings, are
chasing the excitement of an adrenaline rush.

The people you are about to meet have generously agreed to describe their methods
and show their actual trades. Why would they do that? Why would a person who knows
how to trade talk to anyone instead of keeping his or her mouth shut and grinding out
profits in silence?

The secret of trading is that there is no secret. There is no magic formula you can buy
or steal and plug into your computer to automatically make money. Success is based on
discipline, hard wark, and a hit of flair. These traders know that their success will not be
diminished by the success of others, which is why they are willing to show you what they
do. Also, many have traveled a hard road and feel kind toward beginners.

Trading is an immensely rich field, and no one can become an expert in all aspects of
it, just like a doctor cannot be an expert in every field of medicine. Many beginners spread
themselves pﬂinfu]ly thin between investing and t]ny—lrﬂdiug, between stocks, futures, and
options. You're about to see that almost all successful people find one area that appeals to
them and specialize in it.

People become successful when they focus on what they love to do. In reading this
book you will probably come across a trading vehicle you like or a concept that appeals to
you. Once you find it, stay with it and mine that area for its rich deposits. [ wrote this book
to help you break out of isolation, learn from others, pick up ideas that suit your style, and
return to your trading room a better, more confident trader.

HOW I MET THESE TRADERS

Eight years prior to writing this book, 1 went on a Caribbean vacation and by the end of
the week felt thoroughly bored. The blue sliy, the warm beach, and the rich food became a
little repetitive afler a few days. | realized that my favorite vacation was a working trip dur-
ing which I could alternate work with sightseeing. I thought there must be others with
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MALE OR FEMALE?

similar tastes, and the following winter scheduled my first Traders’ Camp. Eighteen traders
signed on, and we went to the Dominican Republic for a week. We ran on the beach every
morning, had classes from 9 am to 1 ey and again from 5 to 6:30 pu, spent several hours
around the pool after lunch, and partied every night. The group loved the classes, the
resort, and the company. They told their friends about our Camp, and people started call-
ing and asking to join. From then on we ran Traders’ Camps several times a year on islands
in the Caribbean, Pacific, and Mediterranean.

After working and playing together for a week, many campers became friends and
kept in touch. 1 started having monthly campers’ meetings in my apartment in New York.
Many campers returned to subsequent Camps for refresher courses. After watching their
progress over the years, I knew who I wanted to interview for this book. They included
Sherri Haskell, Sohail Rabbani, Ray Testa, Mike McMahon, Michael Brenke, Kerry
Lovvorn, and Diane Buffalin. [ would have interviewed several more, but we could not
mesh our schedules.

I always invited at least one guest instructor to every Camp to offer a greater diversity
of views. | taught in the mornings, and they taught in the afternoons. Four people in this
book—TFred Schutzman, Gerald Appel, David Weis, and Martin Knapp—taught in two or
more Camps. [ kept inviting them back because traders loved their lessons. As soon as |
began working on this book, | knew | wanted to interview them.

I had been hearing of Bill Doane for several years and invited him for an interview
to expand outside the camper circle. I ran into Peter Tatarnikov in Moscow and was
impressed by the maturity and depth of this very young man; we conducted an interview
in his securely locked office a few days before I flew back to New York.

Almost every nonfiction writer faces this dilemma—which pronoun to use. He? She? He or she?

Male traders outnumber women, although the ratio is rapidly hecoming more balanced, as
more and more women come into the markeis. I find that the percentage of successful traders is
higher among women. They tend to be less arrogant, and arrogance is a deadly sin in trading. The
miale ego—thal wonderful trait tat has been bringing us wars, riots, and bloodshed since time
immemorial—tends to get heavily caught up in trading. A guy studies his charts, decides to buy,
and now his self-esteem is involved—he has to he right! If the market goes his way, he waits to be
proven even more right—nbigder is better. If the market goes against him, he is tough enough to
stand the pain, and waits for the market to reverse amd prove him right—while it grinds down
his account.

Women traders, on the other hand, are much more likely to ask a simple question: Where's
the money? They like to take profits and avoid losses instead of trying to prove themselves right,
Womien are more likely to bend with the wind and go with the flow, cateh trends, and hop off a
little earlicr, booking profits. When I tell traders thal keeping records is a hugely important aspect
of success, women are more Iikely to keep them than men. If you are looking to hire a trader, all
other Gictors being equal, I'd recommend looking for a woman,

Still, there are many more male than female traders. The English language I:ung whal il is,
“he” flows better than “he or she” or even jumping between the two pronouns. To make reading
casier, I'll use the masculine pronoun (hroughout this book. I trust you understand that no dis-
respect is inlended towards women (raders. [ want to make this book easier to read for everybody,
of any gender, anywhere in the world.

Adapied from Come info My Trading Room



After reading my books, several traders approached me with very thoughtful ques-
tions and showed me their work, which was extremely serious and instructive. [ enjoyed
swapping ideas with them, and in the process of writing this book, invited them to be
interviewed—Andrea Perolo from Italy, Damir Makhmudov from Latvia (he signed up for
our Camp later), and Pascal Willain from Belgium.,

Finally, there were several traders with whom [ explored the passibility of an inter-
view, but it never materialized. There were two campers who made massive amounts of
money, moved offshore to tax havens, and did not want the visibility of an interview. There
were also a few people with whom I discussed a possible interview—they talked a good talk
but could not provide documentation of their trades.

| visited some of these traders, while others flew to New York to meet with me, and a
few came to see me in Sicily and Amsterdam when I traveled in Europe. These days, with
readily available Internet access, a trader’s office is wherever he can put down a laptop.

HOW THIS BOOK IS ORGANIZED

Al the start of cach chapter I'll introduce you to a trader and tell you about his or her back-
ground and method. Each person will show you two trades, and [ will comment on both entries
and exits. 1 will conclude each chapter by discussing an important theme or topic arising from
that interview. In addition, 1 invited each trader to write a personal statement after our inter-
view. Some described their personal develapment, while others sent more technical e-mails.

The entry into each trade will be shown on the right-hand page, with charts looking
exactly how they did when that trader made his or her decision to go long or short. Do not
rush to turn over that page—study the charts to decide whether that trade is likely to be a
winner or a loser. Review the trader’s comments on his or her charts. Ask yoursell whether
you agree or disagree with that trader’s reasoning. Once you've made your decision, turn
the page to see how the trade came out. Review the exit charts and read my comments on
both the entry and exit. Proceed to the second trade and repeat the process.

Several traders wanted to show how their trades looked a month or two after the exit.
[ let them do it, but did not encourage such “hindsight charts” All of us are smart after the
fact, with buy and sell signals plainly visible in the middle of the chart. The closer we get to
the right edge, however, the murkier it becomes. Since we have to make our decisions there,
I wanted the charts in this book to look as close as possible to the real thing. The middle of
every chart looks easy, but we have to do our job at the right edge.

I want you to focus on the work of traders I visited, but since | comment on every
single trade, T want to make my approach clear to you. 1 will begin this book by offering a
very brief outline of my method.

It always shocks me to pick up a technical book without a bibliography. Any author of
such a book must be a genius who doesn’t owe thanks to anybody. You will see not one but
two bibliographies in this book. First, there is a list of books mentioned during the inter-
views. Second, I asked every trader to give me their recommended reading list—they all
did, and some added comments to their picks.

While I was working on this project, a steady stream of questions came in from
campers and webinar participants. [ saved some of their e-mails and included them, along
with my answers, in the Q&A boxes throughout this book.!

T —

"This might be the right place to mention that [ have no "technical support person” for my books. 1.am the
only trader in my office. My manager receives a steady stream of questions for me, but unfortunately, [ cannot
answer maost of them for sheer lack of time. [ answer questions from campers or participants in my privale webi-
nars, and also reply to e-mails from serious traders—which is how 1 met Andrea, Damir, and Pascal,

Introduction
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We are embarking on a journey together. It took me more than a year to create this
book, and the people interviewed spent years rising to their current level. Slow down and
do not rush—take your time, keep notes while you read, and study the charts. The more
you put into this project, the more you'll get out of it.

WARNING: OBJECTS IN THE MIRROR
ARE FARTHER AWAY THAN
THEY APPEAR

Most of us like to brag about our successes and hide our failures. Traders in this book
have broken the mold—they will show you losing as well as winning trades. You are about
to sce real trades, made with real money. Still, there are several caveats you should keep
in mind.

It is human nature to select especially attractive winners and relatively innocent los-
ers when showing one’s trades. [ would think that most winning trades are not quite as
great as what you see here, and many losing trades are a lot worse. Success is always a little
farther away than it seems, while the risk of failure is a little closer than we imagine. To
paraphrase the warning car companics engrave on side-view mirrors—objects in the mir-
ror are farther away than they appear.

You'll meet several traders who are already famous, but most are unknown to the pub-
lic. I have known almost everyone interviewed here for several years and feel sure that
some of them will rise to prominence as money managers or analysts. At the same time, it
would be unlikely for all 16 to remain successful. Markets are harsh, and some people
inevitably fail. Please keep in mind that this book docs not offer an unlimited lifetime
endorsement of any interviewee.

Yet another word of caution is about my own comments. They express my opinion
about each trade, its pluses and minuses, its strengths and weaknesses. At the same time
you have to keep in mind that all of these comments were written after the fact—after each
trade was already closed. All of us are smart after the fact. Being smart about the future is
much harder. Hindsight offers a terrific advantage.

[t is easy to see good trades in the middle of the chart, but the closer you get to the
right edge, the more confusing the markets are. There is a big difference between explor-
ing a battlefield after a fight and making decisions amidst what the great military historian
John Keegan calls “the fog of war” This is why the level of clarity you see in these com-
ments would be difficult to achieve in the middle of a trade.

To achieve clarity in your own thinking, you must keep good trading records. Make
an entry in your diary after putting on each trade, paste up the charts, mark up their sig-
nals, and write down your reasons for going long or short. After exiting a trade paste up
an updated chart, mark up its signals, write down your reasons for exiting, and analyze the
pluses and minuses of that trade. When your own diary gets to be as thick as this book,
your'll be well on your way towards becoming a successful trader.

ON THE MENU

In recent years I've developed a friendly working relationship with the people who own
and run Intershow, the largest conference company for traders and investors in the United



States. They often invite me to Traders’ Expos and Money Shows to conduct day-long
intensive workshops.

Speaking at their co nferences allows me to meet hundreds of traders, many of whom
have taken my classes repeatedly. T notice massive differences in what traders at various lev-
cls of development try to take home from the workshops. Several dozen people sit shoul-
der to shoulder and listen to the same talk, but each tries to capture something different.

Beginners scramble for hot tips, writing down any symbol that comes up. We often
find a few good tips; the problem is that after a while these tips will play themselves out,
and then what? Intermediate traders ask about indicator parameters and crane their necks
to copy my numbers from the screen. They appear suspicious when I tell them there are
no magic numbers and that the exact settings are not that important, Experienced traders
sit back and watch, taking a few notes. They keep telling me the best part of the class is see-
ing a professional trader make decisions in real time in front of a live screen and explain
how he makes them.

After hearing those comments | restructured my presentations—less lecturing, more
sharing. This approach has carried over into my writing. Instead of lecturing you, I want
to show you how professionals go about making decisions. Traders in this book share a
wealth of information; what you take home is entirely up to you.

MY METHOD

Since you will be seeing my comments on every trade in this boolk, I need to outline my
own approach to the markets. This is an extremely brief overview because I do not want
to repeat my previous books. To learn more about my views on trading psychology and
technical analysis, please read Trading for a Living, For an in-depth review of my trading
techniques, money management rules, and record-keeping practices, please read Come
inte My Trading Room. There is very little overlap between the two books; if you're going
to read both, start with the first, but if you're going to read only one, read the second.

I believe that successful trading is based on three M’s—Mind, Method, and Money.
Mind is your trading psychology; Method is how you analyze markets and make trading
decisions; Money is risk control. An ironworker client told me he renamed this formula the
three B's—Balls, Brain, and Bankroll. The 3 M’s are like the legs of a three-legged stool: If
any one is missing, a person will end up on the floor.

Beginning traders, especially those with scientific or engineering backgrounds, tend to
underestimate the importance of psychology. It always surprises them that the methods
they tested so well on paper fail when they start trading real money (see Chapter 8). Those
who survive come to realize that when the level of emotion goes up, the level of intelligence
goes down—and this doesn’t apply only to trading. I could lecture you for hours on the
need to be cool, calm, and collected, but you are likely to forget everything within five min-
utes of sitting in front of a live screen, with prices ticking up and down in front of your
eyes, The best way to remain calm and preserve discipline is o keep good records. Write
down your plan for the day ahead, put it next to the keyboard, and follow it. Do not change
your plan during trading hours.

THE 2% RULE

Beginners are casily seduced by technical indicators, but successful traders know that
money management is equally important. The two pillars of risk control are the 2% and
the 6% Rules. The 2% Rule states that you may never risk more than 2% of your account

Introduction
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equity on any single trade. People often misunderstand this rule and wonder why a person
with a $100,000 account may only buy $2,000 worth of a stock. You may buy a lot more,
but you are not allowed to risk more than $2,000. If you know your entry price, stop level,
and permitted risk, it is casy to calculate the maximum number of shares you may buy or
sell short, Let’s say you're buying a $12 stock with a §10 stop. Since you're risking $2 per
share and your maximum permitted risk is $2,000, you may buy up to 1,000 shares. You
can buy a smaller position if you wish, but never go over the 2% limit.

THE 6% RULE

The 6% Rule limits the risk in your account as a whole by stating you may never expose
over 6% of your account equity to the risk of loss. For example, if you trade a $100,000
account and risk $1,000 on every trade, you may not have more than 6 open trades al any
given time. Suppose you lose money on two trades—now you are not permitted to have
more than four apen trades. You've already lost 2% and have only 4% open risk available
for the rest of the month. This rule allows you to have more trades when you're on a roll,
but slows you down when you are starting to lose money.

A good trade begins with a money management question: Does the 6% Rule allow me
to trade? Do I have enough available risk in niy account? If the answer is yes, you can ana-
lyze the stock using your method. Then, if you find an attractive trade, just before putting
it on, return to money management and ask: Based on the 2% Rule, how many shares may
I buy or sell short?

TRIPLE SCREEN

Between these two money management questions lies the vast field of market analysis.
These interviews will expose you to a variety of analytic methods. My own approach is
based on the Triple Screen trading system that I developed in the 1980s and continue to
improve to this day. Since every market can be analyzed in several timeframes, Triple
Screen insists that you begin by defining your favorite timeframe. Once you know what
it is, do not look at it! You must first go to the timeframe one order of magnitude higher,
make your strategic decision there, and return to your favorite timeframe only to make a
tactical decision—where to buy or sell, going in the direction given by the longer time-
frame. Since my favorite timeframe tends to be the daily, I use weekly charts to make my
strategic decisions, and return to dailies to implement them. The weekly and daily charts
are my first two screens. The third screen is the entry method, for which you can use either
an intraday chart or simply place a standing order using a daily chart.

Fundamentals drive long-term economic trends, and I like to know something about
them, but the bulk of my work is in technical analysis. I tend to stay away from classical
charting because it is too subjective; 1 prefer to use computerized indicators.

In choosing technical tools T believe that less is more, just as in many other areas of
life. Many programs for technical analysis have 200 or more indicators. All of them juggle
the same few bits of data—open, high, low, close, volume, and, for futures, open interest.
My rule of “five bullets to a clip” limits the number of indicators to the number of bullets
in a century-old army rifle. You will see my favorite five on the charts—two moving aver-
ages, an envelope, MACD Lines with MACD-Histogram, and the Force Index. Let us take
a quick look at each of these indicators, as well as a system that combines two of them—
the Impulse system.




MOVING AVERAGES

Each price is a consensus of value at the moment of a trade. A moving average (MA) reflects
an average consensus of value in its time window. If price is a snapshot, a moving average
is a composite photograph. It provides two important messages to traders. First, its slope
identifies the direction of change in the public’s mood. A rising moving average reflects
growing optimism (bullish), while a falling MA reflects growing pessimism (bearish).

Another important role of the MA is differentiating between what I call “value trades”
and “greater fool theory” trades. If you buy near the moving average, you're buying value.
A person who buys well above the moving average is in effect saying—"I'm a fool, I'm
overpaying, but 1 hope to meet a greater fool down the road.” There are very few fools
in the financial markets, and a person who keeps buying above value is not likely to win in
the long run. He may get lucky once in a while, but buying near value is a much more
sensible strategy. 1 like using two exponential moving averages (EMAs) on my charts,
one showing a longer- , another a shorter-term, consensus of value. 1 call the area between
them “the value zone.”

There are several types of maving averages, but I always use exponential ones. EMAs
are more sensitive to incoming prices and less sensitive to old prices. I only use EMAs on
my charts, although several people interviewed for this bool were perfectly comfortable
with simple MAs.

ENVELOPES OR CHANNELS

One of the very few scientifically proven facts about the markets is that prices oscillate
above and below value. You could say that markets are manic-depressive—rising oo high
and falling too low, only to swing back.

There are several types of channels, and my favorite is a straight envelope—the lines
above and below the EMA, both parallel to it. A well-drawn channel fits like a good shirt,
covering the body of prices, with only the most extreme prices—the neck and the wrists—
sticking out. Amateurs love to buy breakouts, but professionals tend to look for buying
opportunities near the lower channel line and shorting opportunities near the upper
channel line,

Some traders like to use standard deviation channels, often called Bollinger bands,
which expand and contract in response to market volatility. They are only useful for options
traders because volatility is a key factor in option pricing. If you trade stocks, futures, or
forex, you are better off with straight envelopes.

MACD LINES AND MACD-HISTOGRAM

Moving Average Convergence-Divergence (MACD) is an indicator invented by Gerald
Appel (Chapter 7). Its fast line represents the short-term consensus of value, and the slow
line the long-term consensus. When the fast line rises above the slow line, it shows that
bulls are dominant, and when the fast line is below the slow line, the bears are in charge.

MACD-Histogram measures the power of bulls and bears by tracking the difference
between the two MACD lines. When their spread increases, il shows that the dominant
market group is becoming stronger—it is a good time to trade in that direction. Diver-
gences between peaks and botloms of MACD-Histogram and price may be the strongest
signals in technical analysis.

Introduction 9 }
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MACD-Lines and MACD-Histogram are derived from three exponential moving
averages of closing prices. Gerald Appel used 12-day, 26-day, and 9-day MAs. Those set-
tings—12, 26, and 9—have migrated into trading software and have become default settings
in many packages. In writing my books, [ used those settings to illustrate this indicator.

What settings should you use? Well, if you want to use the same ones as everyone else,
use 12, 26, and 9, because the crowd is basically lazy and uses the default values. You can
also choose settings that arc a little faster or a little slower. It depends on whether you want
to receive your signals a little shead or a little behind the crowd. Think about it and exper-
iment with the values, or use the defaults.

FORCE INDEX

Everybody watches prices, but it is volume that moves them. Volume reflects the intensity
of traders’ commitment, the heat of their exuberance, and the depth of their fear. Instead
of looking at a plain plot of volume, I use Force Index, which links volume with price
changes. On one hand, divergences between Force Index and prices tell me when a trend
is becoming weak and ready to reverse. On the other hand, new highs or lows of Force
Index tell me that the trend in force is strong and likely to continue.

Prior to the computer age I used to calculate Force Index by hand and still remember
how excited I felt by its signals, which no other trader had. I also remember my inner
struggle whether to reveal this indicator in my first book. My friend Lou Taylor, to whom
‘rading for a Living is dedicated, encouraged me to write about it, and T am grateful for his
advice. The indicator continues to work just fine since I published that book.

THE IMPULSE SYSTEM

This system identifies bullish and bearish phases in any market and timeframe by com-
bining two indicators. The slope of the moving average identifies the inertia of the market,
while the slope of MACD-Histogram identifies the push of the bulls or bears. The Impulse
system gives a buy signal when both the EMA and MACD-Histogram rise, and a sell sig-
nal when both decline. The two indicators get in gear during especially bullish or bearish
periods. Just as importantly, the Impulse shows when bulls or bears start slipping, and a
trend starts growing weaker.

One of my campers, a brilliant programmer named John Bruns, programmed the
Impulse system for several popular software packages, coloring each bar in accordance
with the Impulse system. When the EMA and MACD-Histogram rise at the same time, the
market is in gear to the upside and the bar is green. When both fall, bears are in control
and the bar is red. When the two indicators point in opposite directions, the bar is blue.

Impulse Slope Slope of Trading

system of EMA MACD-Histogram message

Green Up Up Lang or stand aside; no shorling
Red Down Down Shart or stand aside; no buying
Blue Up Down Either long or short

Blue Dawn Up Either long or short




At first 1 tried using the Impulse system as an automatic trading method, but discov-
cred that it worked best as a censorship system., When the Impulse is green, you may buy
or stand aside but absolutely no shorting is permitted. When the Impulse is red, you may
go short or stand aside but buying is prohibited. I wait for the Impulse system to go “off
green’ before shorting and “off red” before buying.

Some programs do not allow users to change the color of their bars on the basis of
conditional formatting, but you can still identify green or red Impulse by noticing the
slope of the EMA and MACD-Histogram. Coloring the bars is a convenience, and I am so
used to it that T apply the Impulse to all my charts.

Introduction

11
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CHAPTER 1

SHERRI HASKELL

A LoGgicaAL WAY OF LOOKING AT THINGS

met with Sherri twice while writing this chapter—first in 2003 when I was just plan-

ning to write this book, and again a year later. Sherri kept excellent records—in 2004
she could pull out the trades we had discussed a year carlier as easily as the trades from the
previous week. These two interviews, held 12 months apart, offer a glimpse into how a
serious trader's approach can change within a year.

In October 2003 I flew to a conference in San Francisco one day early in order to visit
Sherri, wha lives in Sausalito. I took a shuttle from the airport, crossed the Golden Gate
Bridge, and got off on the other side of the bay. The air smelled of eucalyptus trees. Sherri
was waiting for me in her sporty Lexus two-seater. When we arrived at her hillside house, a
Mercedes convertible was parked in the driveway—Sherri liked her cars small and nimble,
much like herself.

We had a campers’ meeting that night, and the follawing morning Sherri picked me
up at the hotel and brought me back to her trading room. Wall-to-wall windows over-
looked the expanse of the bay and the hills on the other side. A table underneath the win-
dows that ran the length of the room was crammed with computers, screens, and other
gear. An exercise bike and a weight-lifting rack stood against the back wall. Sherri’s fat cat,
whom she did not have the heart to put on a diet, kept wandering in and out through the
open windows, onto her trading desk, and back into the garden.

Sherri complained to me about what she called her poor performance. “1 am up 90%
this year,” she said. “But the year is not over yet; I'll push to do better”” | laughed and said,
“Lay off a bit, relax—your results are fantastic, way outside of the envelope. You're at the
upper edge of the top one percent of traders.” Sherri did not think so. “I'm not good enough
because I see stocks that go up 400% and 1 only make 90%,” she said. “At the end of this year
I want to be up 200%."

She told me that pushing for more had different meanings for men and women. Sherri
always felt compelled to push extra hard to succeed in a male world. She had done very
well in two traditionally male areas of business—medical equipment sales and fund rais-
ing for start-ups. Now she was just as determined to do well in trading.

‘ I asked Sherri to tell me about her trading and show me two recent trades—one win-
ning and another losing. She opened a hard-bound notebook, its pages full of scribbles. “I
trade a couple of different ways—ane way is following breakouts. I troll at night, looking
for consolidating stocks with unusual volume. Something that hasn’t moved very much
but has big volume—that tells me momentum is building and it may bust out.”

13
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Sherri’s notebook had four columns, and | read several lines. Some symbols, such as
EWT and SNIC, were highlighted in yellow.

Symbol Comment SafeZone Stop

ABAX Looks OK but ADX turned down 15,23 15.69
ATYT Really tight—clear to 16.5 14.94 14.87
EWT RSI = 70, MACD-lines getting ready 11.09 11.32
SNIC Nice tight range 14.62 17.74

[ jot down ideas every evening—the yellow markings mean the stock looks
wonderful and I put those into my eSignal alert system. When a stock is yel-
low, it usually hits my mark within a day. I have no problem finding stocks or
understanding technicals, My problem is deciding where to add to positions
and where to set stops. I am still refining that.

Every night [ go over all my positions—this morning I have 13, on most
days I have about 8, but even that is too many. I write a note on each position
every night and then the chart image stays in my mind, so I do not need to
look at charts intraday, but simply watch price levels.

[ do my initial review in Stockcharts or TC2000, then track my list using
eSignal in real time. End-of-day Stockcharts are the easiest to read—I do
not want to pay extra for intraday real time, and 20-minute delayed quotes
are useless. I put the symbaols of the stocks that I selected in Stockcharts into
eSignal, which lets me know when a symbol hits my price. It sends me an alert
by phone, an e-mail, or a pop-up window, which is what I prefer because [ am
in the office most of the time.

Sherri writes herself notes in eSignal, attaching them to each ticker. All notes are dated
and she cleans out old notes once a week. When Sherri likes a stock a lot, she marks it with
a star, and when she does not like it, she writes Watch! next to it. “When the page is mostly
stars, the market is bullish, When it’s mostly “Watches) it is more bearish. Before [ enter a
trade, I check that stock’s volume—if it is strong, I po. If it is 50% above the normal daily
level, it is a sure buy; otherwise I think the move has no staying power.”
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Upper pane:  Candlestick chart {daily} and three exponential moving averages—10, 28, and 50 days
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14-day TSV (time-segmented volumal; blue line—a 10-day simple moving average of
volume

Lower pane:  MACD Lines and MACD-Histogram

ASK)

My initial buy was on 8/12/03 at $16.21. At that time several indicators were giving simi-
lar signals, confirming each other. The RSI had just crossed above 50, the price was mov-
ing up on strong volume, MACD-Histogram and both MACD Lines were rising, crossing
above the zero, Stochastic was turning up from below 20. How nice! The indicators were
screaming to buy, and [ happened to be listening.

Wil Hhts
brade make

ov lose money?
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I added to my long position on 9/2/03. The stock had been moving up nicely, then devel-
oped a lateral consolidation. After four trading days, it broke out of its consolidation on
extremely strong volume, RSI was advancing, MACD was strong, and Stochastic was con-
tinuing to climb. The most important factor was the breakout from the consolidation pat-
tern on such strong volume, while all the indicatars supported my action.

1 sold on 9/22/03 at $20.74. The stock had been moving up for a couple of weeks, but
the volume was gradually diminishing, and that got my attention. On 9/19 the price traced
a dojt, a bearish candlestick pattern. That set off an alarm, especially since the doji was on
a much higher volume. [ thought the price was topping out. While the price was going up,
MACD-Histogram started falling off. The combination of all these factors was my cue ta
get out, saving my profit. I exited the next day at $20.74, just
as MACD lines crossed on their way down and MACD-

TRADE SUMMAHY Histogram crossed below zero. It was time to bail out. My

timing of the exit was fortunate, as the stock has continued

Long ASK 8/12/03 @ $16.21 to lumble since that day.
Added 9/2/03 @ $19.30
Sold all 9/22/03 @ $20.74
Profit = $4.53 per share on the first position,
$1.44 per share on the second position
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TRADE 1—ENTRY COMMENT
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The history of ASK] reveals that the stock had been sold to the grateful public in an
PO at approximately 70 (split-adjusted) and ran up above 190 in a final dizzying vertical
rally in 1999. From there it crashed and then ground down to a low of 75 cents in 2001.
Any stock that falls more than 99% from its peak, like ASKJ, has every right to die. But this
puppy decided to live. ASK]J lay quietly on the bottom in 2001 and 2002, just trying to
breathe, and in 2003 it lifted its head and started getting up, climbing into double digits.
At the right edge of the weekly chart, both moving averages are trending higher, confirm-
ing the bullish trend and allowing us to buy.

I'told Sherri about a client who had consulied with me a few years carlier. He had been trading
stock Index futures and after a long stretch of very poor performance started making money. At
that point he set the goal of $1,000 profit per day. Onc day he entered a long pusition just right
and soon was up $1,950. He decided to hold until that trade netted him a round $2,000 and
took it overnight, overriding his technical rules. That day happened to have been the top of the
1999 bull market! Soon his gain shrunk (o §1,000, then down (o zero., He continued to hold,
determined to reach his new $2,000 goal, while his trade went negative. Trying lo recoup it, he
doubled his position and then doubled again. By the time he threw in the towel and closed out
that trade, his account had been reduced from almost $100,000 to $14,000. He then
had to go to his father and ask for money, opening a whole new can of worms. —AE

Whenever | load up the file
of a stock | Have not seen
for a leng time, | begin by
compressing its weekly
cHart until the entire his-
fory fits inte a single
screen. THIS aflows we to
tell whetHer that stock is
cheap or expensive relative
1o Ifs lifetime history,

THE MOST
EXPENSIVE $50
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When the weekly charts give
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dailies. There | decide o
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depending on THe message
of the daily charts. One
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short if the weekly charts
tell me to buy. | will not
trade against the message
of the weekly lmpulse
SysTem,
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The extreme bar at the right edge of the daily chart is green—the Impulse system is
giving a bullish signal. This occurs when both MACD-Histogram and the EMA are trend-
ing higher. This means that market inertia, reflected in the slope of EMA, is on the side of
the bulls, and those bulls are becoming even stronger, as reflected in the rising slope of
MACD-Histogram. An even better buy signal occurred a day earlier, when the color of the
daily bar had changed from red to blue. When the bars stop being red, they indicate that
the bears are starting to lose their power and the bulls are about to take control.

This chart is bullish, but it is not the best-looking daily chart. There are a few trouble-
some signs, including the bearish divergence of MACD-Histogram that occurred just
before the decline near the end of the chart, which gave an extra powerful sell signal.
Declines that follow bearish divergences tend to persist, A fresh multi-month record low
of MACD-Histogram also points to the strength of bears.

Trading for my own account, [ probably would have skipped this trade; at the same
time I would not have argued with Sherri had she told me she was going to take it. Still, a
serious trader like Sherri never asks anybody before making a trade. [ am mentioning
this only to show that different people trade differently. This is certainly a “legal” trade
from the point of view of the Impulse system.
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TRADE 1—EXIT COMMENT
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Sherri caught a beautiful Impulse trade, capturing an eruption from the bottom of a sharp
decline, added on a slight pullback, and jumped off as the trend began to weaken. This
trade felt iffy for the first two weeks, as prices remained stuck below $20 and the daily bars
alternated between green and blue, Then a breakout, confirmed by new peaks of MACD-
Histogram and Force Index, confirmed that the bulls were becoming stronger.

In early September, the bulls became especially strong. On September 4, 5, and 9, they
drove prices to the upper channel line. Those contacts with the upper channel line con-
firmed the strength of the bulls, but afterwards, even as the rally continued, prices could
not come up to that line. That was a sign that the bulls were starting to run out of steam.
MACD-Histogram started sloping down and Force Index drew a broad and ominous bear-
ish divergence, illustrating the weakness of the bulls. At that point, prices continued to rise
simply out of inertia,

Itis a reflection of Sherri’s experience as a trader that when prices started pulling back
into the sweet zone between the moving averages she sold instead of buying. Same signal,
different action! Sherri did not catch the bottom of the move, nor did she nail its top.
Instead, she accomplished the goal of every serious trader—she took a massive chunk out
of the middle of a big move.

19

Notice how the first pull-
back at the cnd of August
Had returned prices to their
value zove, and a few days
later they returned o Riss
that red line, THis fast
moving average represeafs
e upper border of valuc.
It is @ measure of Sherri’s
Skilf that she was able to
add 1o Her longs on that
slight pullback.
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ACCOUNTABILITY

Sherri was the only trader I interviewed twice for this book. When the folks at Intershow first
asked me (o speak in San Francisco, T took the opportunity to schedule an interview with
Sherri who lived just across the bay. When they invited me to return a year later, I called and
asked Sherri to schedule a monthly traders’ meeting to coincide with my visit. It felt only nat-
ural to schedule another interview and see what had changed during that year.

The one thing that absolutely did not change was Sherri's sharp focus on performance
and results. She is determined to succeed in everything she does, and extremely serious aboul
her trading. One of the best reflections of her focus on results is the quality of her records.
Sherri can tell you with total precision when she traded any stock or future and why she
traded it, how it looked on entry, how it looked at the exit, the result of the trade, and the les-
sons she learned.

Keeping good notes introduces an essential learning loop into a trader’s performance.
Whenever you put on a trade, you have two goals. The first is to make money; the second is to
become a better trader. You may or may not reach your [irst goal in any given trade, but you
must always reach the second. You can learn [rom your winning trades as well as from your
losing ones. If you fail to reach that goal, the trade has been wasted.

Markets change, and good traders change with them. At the time of our first interview in
Octoher 2003 the stock market had been rising in a pretty straight line for much of the year.
Sherri's account was fully committed to stocks, often going on margin. The following year was
very hard for stock traders, as the market was essentially flat, with no sustainable trades, fak-
ing out both bulls and bears, When I saw Sherri in October, I learned that she did nof stick
around to take the punishment the way most people did. She did independent research, dis-
covered that many futures were starting to rally from multi-year bases, and shifted her atten-
tion to those markets. She studied and traded them so seriously that by the time we mel a year
later, she was sending her daily spreadsheet to several friends.

There was another notable change during the year between our meetings. I could see how
Sherri's charts had become cleaner and less cluttered. Beginning and intermediate traders
almost always use too many tools—partly because they are just learning and partly because of
a common fantasy that more tools lead fo better analysis. Accomplished traders tend to use
just a small mimber of analytic techniques, distilled by experience.

1 look forward to my next visit to San Francisco, another look at Sherri's latest trades, and
another visit with her traders’ group. Perhaps next {ime 1 will get enough courage to go on a
horseback ride with her! —AE
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GRMN

I bought GRMN on 6/19/03 at $44.49 and it turned into one of those lessons I get for
being a litte too confident. T had been talking to another camper about GRMN—we both
liked the stock and had made decent money on it. Tony persuaded me that this was a
good time to buy back in—the stock was in a lateral consolidation, but it would surely
break out to the upside.

The stock got hit earlier in the week but looked like it was getting ready to rebound;
MACD-Histogram was turning up, It looked like we'd get a jump on the rally and
opted to do that instead of being patient and waiting for a confirmation. This went
against my better judgment; had I been more prudent, I would have seen RSI below
its centerline and not moving up, MACD lines headed down, and Stochastic below
50 and falling.

Those were clear signals to sit on my hands. The day I bought that stock it closed
below its 50-day moving average for the first time in over six months,

Will +Hais

tvade make

ov lose mowney?
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I sold on 6/23/03, two trading days later, at $43.36. That day the price dropped on ver)
high volume. RSI fell below 30, MACD-Histogram dropped, confirming a growing bear-
ish momentum, and Stochastic was falling as well. I got out as fast as I could, kicking
myself for a sloppy trade.

Tony sucked me in, but I ran and he stayed and got really burned. T kept saying to him
“Don’t try to be cute, don’t try to be in front of the trade.”

| TRADE SUMMARY
Long GRMN 6/19/03 @ $44.49

Sold 6/23/03 @ $43.36
Loss = $1.13 per share
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TRADE 2—ENTRY COMMENT
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GRMN had spent 2001 and much of 2002 in a flat trading range, between approximately
$16 and $24, before breaking out. For several months following the breakout, it had a
beautiful steady uptrend.

The stock’s character began to change in May 2003, and that change provided an
important warning for the bulls, Prior to that month, the weekly bars were neat and
orderly, averaging about $3 in height. In May 2003 speculators started pouring in hot and
heavy, as reflected by extraordinarily tall weekly bars, which reached up to $7 per week,
both on the way up and on the way down. This sharp increase in the height of the weekly
bars often marks the final hysterical stages of an upmove. Such tall bars often precede
reversals, and I prefer to use them for taking profits rather than entering fresh positions.

Onc of the key differences between winners and losers is how they handle trades that go against
them. Nobody wins in every trade—everybody has to {ake a loss every once in a while. Winners
take their losses very quickly, while losers keep hoping and waiting for a trend to turn and bail
them out. They keep finding excuses and explanations for why a stock should turn just about
now, while it continues to go against them, grinding down their equity and sapping their
morale. There is a saying on the floor—"1f you hope, you're a dope.” Both Sherri and her friend
went “fishing for a bottom™ and failed. They made the same mistake, but there was a huge dif-
ference in how they handled a bad trade. Sherri ran quickly and got away with a small loss; her
friend kept holding and hoping until he took the full measure of the decline. —AE

At the right cdge of the
weekly chart GAMN Had
fallen into its value zone, a
potential buying area. Still,
| would net trade it from
the long side until its
MACD-Histogram stopped
declinimg. Its uptick would
confirm that the decline
was sver and it would be
safe 10 90 long. The fact
tHat it is still above zero
and falling indicates that
THere is plenty of room on
the dewnside.

HOW TO HANDLE
A LOSING TRADE
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THe daily chart of GRMN
shows a strong bearish
divergence between the
May and June peaks. in
June prices rose 10 a hew
High while MACD-Htistogram
rose 10 a wuch [ower peak,
Showing that below the
surface the bulls were
becoming weaker. Markets
run on a two-party System,
and when the bulls become
weak, the other party (s
ready to take control,
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At the right edge of the daily chart MACD-Histogram is falling to a new low. Th
record deep bottom shows that the bears are exceptionally strong and the corresponding
bottom in price is likely to be retested or exceeded. Force Index is also giving a bearist
message. Its new record low, lacking any sign of a bullish divergence, fully confirms th
short-term downtrend.

Prices at the right edge are near the lower channel line. This means it is too late to sel
short, even though a new low in MACD-Histogram shows that further bearish action i
likely ahead. I would much rather be shorting near the upper channel line than at this lov
level. GRMN looks dangerous to me at this stage, and I would stand aside at this time.

TRADE 2—EXIT COMMENT

The message of the daily indicators, which were making fresh new lows and calling for lowe
prices ahead, turned out to be right. Prices tumbled to a new low. At the right edge of th
chart they fell below their lower channel line, proving once again that channel boundarie
do not serve as hard limits. Channels indicate where a reversal is likely to occur but do no
guarantee it will in fact occur there.

With prices so weak and the bears so strong, should we look into shorting GRMN? M
late great friend Lou Taylor taught me a useful technique—instead of trying fo solve every sin
gle puzzle that life presents to you, go back to the general principle and decide on that basis.

In principle, most trades can be divided into two broad groups—value trades and greate
fool theory trades. In a value trade we short a stock near its upper channel line and cover nea
the moving average or near its lower channel line. Shorting below the lower channel line is
greater fool theory trade—you know you're shorting at a low price but hope to mect a greate
fool who will take this trade off your hands at an even lower price, giving you a profit. Ther
are very few fools in the financial markets—which is why this tactic usually fails.
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Jesse Livermore, a great market speculator of the early twentieth century, once said,
“There is a lime to go long, a lime Lo go short, and a time to go fishing.” Looking at the
right edge of GRMN, I would have reached for my fishing rod if I owned one,

RETURN INTERVIEW

In September 2004 [ returned to San Francisco and took a ferry to Sausalito, Sherri met me
at the dock and we zoomed up the hill in her sports car. Not much had changed in the
house with its intoxicating water view. Sherri’s favorite cat had gotten thinner—Sherri had
finally put her on a diet. The traders’ group Sherri had been running since the previous
year was still going strong. Just like the year before, Sherri was getting ready for another
horseback trek in Europe:

I was bored to tears in stocks and during this year have largely switched to
trading futures, I had to change my style quite a bit in order to look for
opportunities and confirm them. I am my own teacher and student; there are
not many mentors in this department.

The first month I traded futures I thought I was a genius. I had opened a
$10,000 account and in three weeks it grew to $25,000, After that I no longer
put stops on my positions because they could cause me to miss something.
Then, one day, something happened to the U.S. dollar overnight, while I was
holding metals futures. That's when [ learned the hard way to use stops.

Now my activity level is lower, my approach more deliberate and refined.
Lallow myself to hold only two futures positions—when I started I would be
dealing with 10 positions at once. In futures that would be too treacherous
because in some way all positions are related—you can have an avalanche
come down an your head.

The new record lows of
MACD-Histogram and Force
Index at tHe right edge of
the chart indicate yet
again that the corvespond-
ing price low is anlikely o
be final. They show that the
bears are extremely strong,
and even if there is a tew-
porary rally, they are likely
to push prices down to a
lower low or at least retect
the current one. ttow far
back do we look before
calling a low a record low
or a high a record high?
About half the computer
sereen.
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I used to want to trade as if that were my job. I wanted to be active, but
now I want trades to come to me. | still do not have as much patience as is
required. There are setups that are perfect, but you have to wait for them to
come together. You must observe every day but not trade every day. Such
deliberate trading makes more money. The more active you are, the more
things can go wrong.

I love candlestick charts because they really tell you a story. I use fewer
indicators and keep each on a separate tab so that my screen is not cluttered. I
prefer MACD to everything else and have it on my screen at all times, but
I occasionally check other indicators. I draw trendlines all the time—I am a
‘ ‘ very visual person and see patterns better than most traders. Before making a

move, 1 always draw the trendlines.

Every evening 1 do my commodities homework—I am constantly chang-
ing and refining my methods. I recently started sending a nightly e-mail to a
few friends—it helps keep me on my toes. I only review those markets that
offer possible trades for the next day, plus the U.S. dollar—T think it is central
to all futures. To review each and every market would be too distracting. I can
‘ i do my entire list in an hour, sometimes even half an hour, depending on my
|

. schedule.
| [ prefer commodities but will trade a stock if T see what looks like a per-
[ fect setup. In recent months [ have traded just a handful of stocks. My stock
|l account is now only 50% invested, while a year ago it would have been 100%
! or even on margin. To trust this market again 1 would need to see a sustained
rally on high volume.

I ON SHERRI'S I took a piciure of Sherri's monitor, festooned with dozens of cards and notes. She waved me
[l MONITOR aff—"1 do not want people to see my account numbers and passwords!” but let me copy one of
| the notes she has taped to her monitor. It listed questions Sherri asks herself before every trade:

Does a trade meet ALL of these criteria?

e Irade less
o Hold longer
s Be committed—deliberate
= Mave fast in/out (don't hesitate)
| o Cut losses at the carliest possible moment —AE

After working for several hours, Sherri announced she was hungry and we drove to
sushi restaurant on a quiet Sausalito street. I asked about a photo I had scen pinned
a bulletin board in her trading room—a slender man with a strong angular face in ai
open-cockpit airplane. It was of Sherri’s father:

He was a successful doctor but made much more investing and trading. He
started charting by hand when he was 50, 1 was 20 then. He was very academic,
always studying, reading, going to seminars, and he took me along. At semi-
_ nars he had this very humble persona. But he was brilliant, always exploring;
| he developed systems, had software written for him.
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He was an intellectual but he was also a wheeler-dealer who took risks
and lived big. He invested in other things—diamonds, inventions, He made a
couple million investing in this electrical invention that made light bulbs last
longer. He took chances, took risks. When he bought himself a big boat 10 or
15 years before he died, he named it The Spectdator. 1 like people like him—
people who can step out of the box.

He passed away leaving a substantial estate even though he'd grown up poor.
His own father had been killed in an accident when my father was an cight-
year-old boy and there was no insurance. His mother did not speak English.

He used to be very tuned into world events—this or that happening is
going to end up this way or that. He had a feel for macroeconomics—I would
like to be more like that. I used to sit with him in his office—he tried to teach
me and wanted me to trade with him full time, But I needed a steady income
and he never offered to support me for, say, six months while [ was getting the
hang of trading.

[ wish he were around now and I could show him what I do. When I look
at markets, I often ask myself, “What would he say?” He had a very logical way
of looking at things, not making wild choices.

We sat on the restaurant terrace in the soft light of an carly evening. Everyone knew
Sherri; the owner came up to say hello and several passersby waved to her. She talked about
her tango lessons and mentioned she was buying a truck to tow her horse trailer.

“Wait a second,” I said, “Isn’t the horse supposed to tow you around?” Sherri laughed—
“Not anymore. You should see some of those new trailers. They have padding, windows,
mirrors, running lights, and air conditioning.”

We drove back, and just as we finished our work, Sherri said that T was running late
for the last ferry. We hopped into her Lexus. She backed out of the driveway and sped
down the narrow mountainside street, going backwards faster than most people go for-
ward. “Neighbors hate when I do that,” she grinned.

ONE YEAR LATER
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Sherri showed me Lwo recent trades, one which she had closed that morning and another
that was still running. “1 bought coffee on a pullback on September 8 and 1 just got out
today [September 23] because [ saw this bearish engulfing pattern on candlestick charts.”
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Sherri also showed me a still open trade in TZOO, one of the hottest stocks of the
year. 1 see pictures more clearly than most people—support and resistance, trendlines,
channels. As long as the downtrend lines stay broken and the uptrend lines keep going up,
it is okay to stay in. Also, this stock is still within its channel, making it okay to hold.”
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Sherri showed me a spread-
sheet with a summary of her
analysis of commodities, which
she sends to a few friends every
night. I noticed a Weekly trend
column next to the Daily. While
last year she looked only at the
daily charts, this year she also
analyzed the weeklies. 1 won-
dered whether in another year’s
time Sherri would put weekly
analysis ahead of the daily, focus-
ing on longer-term trends.

I noticed three important
changes in Sherri's work during
the year that had elapsed be-
tween our interviews: Her charts
grew simpler and less cluttered;
she became much more selec-
tive in her trading, not running
so many trades at once; and she
started paying attention to weekly
charts and not just daily ones.
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An e-mail from Sherri:

THE BEST TRADING
SYSTEM FOR ME

Have you ever walked up to a crowded craps table when people were
screaming, the dice flying, and every imaginable expression seen
around the table? If you didn't know the game, it probably looked
like utter chaos. I've always thought of the stock market as a kind of global craps table.
Instead of dozens of simultaneous games, there are thousands, with every conceivable
kind of player, many different systems, odds and odds-makers (pundits). In addition,
you must factor into the game potential influences: economic, political, and psychological.
It's so daunting—until you determine your game.

In my early years I read everything, went to innumerable seminars and workshops,
tried every guru’s system. I started out like most people, looking for the Holy Grail. We
think there must exist the best system and the best guru, and so we jump from game to
game and end up frustrated.

Somewhere along the way [ understood that I needed to determine my game and that
the right system had to be my own system.

1 spent some time thinking about my personal strengths, the way my mind and
emolions operate, and the aspects of trading T enjoy the most. Where did | seem to do well
consistently? 1 extracted bits and pieces from everything I had studied; the things that
worked for me, made sense to me, and fit my own personal style. I customized that infor-
mation along with personal formulations and discoveries, and created my ewi system.
That was my epiphany.

The difficult part for me is the discipline. Not just the discipline of maintaining vigi-
lance and not deviating from my system, but the discipline of not being influenced by
others. [ learned over time not to listen to financial programs on TV, to reduce the number
of publications 1 receive, and to be very careful conversing with others about the market.

The market requires you to check some of your instincts while exploiting others. It’s
a psychological balancing act that I keep perfecting, but that takes time and conviction.
The right emotional temperament helps, and so does a strong constitution. If you can start
from a reasonable capital base, just like in any other business, as well as endure expensive
early mistakes, the rewards can be fantastic!

A few suggestions:

® Learn candlestick interpretations. They bring the chart’s story to life.

® Keep a diary and review it periodically. Write down the thoughts, emotions, and inci-
dents at the time of each trade. You'll be surprised at the valuable information you'll
find, particularly about your own behavior patterns.

® Be patient. Be deliberate. Wait for the perfect setup. When you see it, don’t hesitate. If
it’s not happening, don't take action.

* Try not to make too many decisions during the trading day. Have your strategies
mostly thought out during non-trading hours.

* Read Reminiscences of a Stock Operator about Jesse Livermore,

* Listen to the chart. What is it telling you? If you're not sure at once, step back. View
the longer-term picture. What is it saying to you? If you're not certain, do nothing. T
always let the chart speak to me, and [ listen to the chart!

* Don't ignore your instincts. If you are successful at trading, your instincts have played
a role!

-_-___
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CHAPTER 2

FRED SCHUTZMAN

MY CoMPUTER CAN Do
THE TRADING FOR ME

met with Fred in an office above the trading floor of a commodity exchange, just a

few blocks away from Ground Zero. The room in which we talked was named after
Dennis Foo, a floor trader killed on 9/11. Bucky, Fred’s partner in their hedge fund, joined
us, listening, monitoring quotes on the terminal, and throwing in an occasional remark,

Fred used to work for me part-time in the late 1980s, helping produce a daily advisory
service for currency traders. He left to become a partner in a money management firm,
but only after he trained his own replacement. We have remained friends, and I have asked
Fred to review the manuscripts of all my previous trading books, ferreting out technical
errors. Fred has taught in two of my Camps; his dedication and friendliness made him very
popular with campers.

In the early 1980s I was studying to be an actuary, a statistician who measures
risks for insurance companies. While in school, I became fascinated by the
markets, discovered technical analysis, and subscribed to a Zweig newsletter.
One of my college professors suggested 1 look for an internship on Wall Street.
I could never get through to Zweig, so I got the membership list of the MTA
(Market Technicians’ Association) and started calling. An analyst named Gail
Dudak took me in as an intern and [ worked for her every Thursday.

Six months later she sent me to John Murphy who was working at the
CRB (Commodity Research Bureau). Few people knew of John then, hefore
his first book had come out.! John was teaching a course on technical analysis
at the New York Institute of Finance, and after a while he asked me to assist
him. Then he became an an-air analyst for CNBC, The TV studio was in New
Jersey and for the following semester he was unable to come back into
Manhattan in time for his class. He told me to teach the first half of each class,
and he would arrive for the second half, At the end of the semester he told me
to take over his class.

"Technical Analysis of the Futures Markets, 1986, at that time considered the definitive book on technical analysis.

.
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WE COME UP WITH
CONCEPTS FIRST

In 1990 I taught my first course and there were two tloor traders from the
Coffee, Sugar and Cocoa Exchange—Freddy and Bucky. They were successful
on the floor, but wanted to prepare themselves for electronic trading. At the
end of that semester they said, “We want to hire you as our private technical
analyst.”

We set up a money management partnership, with Freddy and Bucky on
the floor and me working in an upstairs office with the charts and doing com-
pliance. Then two things happened at once—coffee got very busy and our
biggest client had personal problems and pulled out his assets. I went to work
for various firms as a technical analyst and learned programming. In 1996
Bucky and I got funded and reopened the business. Today we're trading
the methods we first applied in the early "90s, only then we did it subjectively.
Now we're fully computerized and have improved our exit strategies and
money management. Briarwood Capital has had a positive performance every
year, and in 2001 we started to attract client money. Today we are managing
$19 million.

System trading works for us because it takes the emotion out of trading,.
am not good at making live decisions. I am more of a researcher, a scientist.
I can talk to the computer and it can do the trading for me. Before we had
computers, | was a researcher and could not trade without Bucky or Freddy
on the Mloor. Now, il we can program concepts, [ can continue as an analyst
and the computer will trade unemotionally. I am doing the analysis, and the
computer trades off my inputs. It pulls the trigger if the condilions exisL.

System trading is not for everyone—a lot of people do not like handing
the power over to a computer. They want to retain responsibility for the deci-
sions. Sometimes the system gives you a trade | would not take as a discre-
tionary trader—and that is usually a winner. If I am writing code, I see a lot
of trades that look like stupid trades and T wish 1 could override them, but then
my real performance would not equal the system performance.

To test a system, we apply it to 50 markets across 20 years of data and
come up with roughly 4,000 trades using the same parameters in all markets.
Pork bellies, coffee, currencies—the same in all markets. The beauty of back-

Fred conmmented:  Most people test a lot of systems, much like throwing 100 darts at a board.
They find a system that has worked in the past and optimize it. They end up with a system that
looks good on paper but never delivers the same performance going into the future—what they
have is a past stafistical Muke.

I would say 99% of people who backtest systems get it wrong and come up with results
that cannot be replicated in real life. We come up with concepts first. If our system works, it is
because it is well grounded in market behavior. Our systems are doing what they are supposed
{0 do—replicating their test resulls in live trading. There haven't been any surprises so far, That
is our grealest strength—we did the backtesting and know what to expect in the future. We are
not going to tell people we will have 12% drawdowns and have 40% the next month.
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festing on thousands of trades is that we know when we are likely to make
money. You can never be totally certain but with our methods we are as cer-
tain as anyone can be, Qur systems are often based on systems that we've been
trading successtully on a discretionary basis for years.

| caninot repeat it enough—my job as a system trader is to follow the sys-
tem. The only way I can realize hypothetical results on a go-forward basis is by
following the system.  am a clerk, I am a monkey. My job is to think after hours
but not when the markets are open.

Discipline and consistency are the two keys to success. The computer is
consistent—it never misses a day or overrides a signal. A computer applies our
methods objectively; it has no bullish or bearish bias. When 1 get pigheaded
and get a bias, I think I can outperform the computer. While I might do that
on one ar two trades, I cannot outperform the computer on consistency and
discipline. There is nothing like diversification: To succeed in the long run you
need to take many trades, and the law of probability is in the computer’s
favor. If we want the best outcome possible, trading mechanically cannot be
beaten. We aperate like a casino, and the law of large numbers works for us.

We look for trades with a good risk/reward ratio and a decent payoff. We
aren’t looking for a runaway bull market with no place for close stops. We eval-
uate every trade, and our system attempts to get the best payoll per dollar of
risk. Risking $5 to make $7 is not good for us. The trades I like best on the
chart often have too large a risk and you are not being compensated appro-
priately for it.

Chapter 2 Fred Schutzman

Frod said:

Watis. He was the president of the New York Cotion Exchange maore than one hundred years ago,

A few of our ideas came from the booklet Speculacion as a Fine Art by Dickson G.

from 1878 tv 1880. ITe wrole about psychology, discipline, and risk management.

Take a look at his “Laws Absolute,

just as relevant today as they were 100 years ago:

SOME GOOD TRADING
IDEAS ARE AS OLD
AS THE HILLS

1. Never overtrade. To take an interest larder than justified by the capital is to invite disaster.

2. Never double up. Never completely and al once reverse a position.

3. Run quickly or not at all. Run promptly at the first sign of danger, but if you fail to do

this, hold on or close out part of a position.
4. When donhifil, reduce the amewnt of interest. Sell down to a sleeping poind.

Without risk management, you cannot hang on to the money. We do not
care about bcjng 1'ig|1l on cvery trade. Munt:y management 15 even more
important to us than the trading system. Someone could give us the best sys-
tem in the world but il its risk/reward ratio wasn't good, we wouldn't take it,
Our percentage of winning trades is about 40%, and so we shoot for at least a
2:1 return, but ideally we'd like 3:1. We are trying to get the best risk-adjusted
returns—it is more game theory than technical analysis. We want to beat our
competitors on a risk-adjusted basis.

Being a CTA (commodity trading advisor—a hedge fund manager)
makes you trade differently than a private trader. We need to make our track
record as attractive as possible, better than our compelitors. In recent years

.
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TRADE 1

we have improved our exit strategies and risk management, reduced our
drawdowns. Less risk means more return. As a subjective technical analyst 1
may like a market, but as a CTA I may pass it up because you risk giving back
too much and a drawdown would be bad for our track record.

The attraction of being a CTA is the money. Typical compensation for
CTAs is 2/20. If someone gives us a million, we'll get 29 of that money as a
management fee, plus an incentive fee of 20% of the profit. Most people, if
they had 10 million of their own money, would not want the headache of
being a CTA—dealing with a lot of administration, compliance, and account-
ing. The way we trade, I would not be comfortable with an account smaller
than 10 million.

When [ first invited Fred to participate in this project, he wondered whether I woul
feel comfortable publishing an interview with a system trader, since he knew I was a dis
cretionary trader. [ told him that was precisely my point—I wanted to introduce my read
ers to all types of traders. Fred warned me that he wouldn't be able to show me the mai
system he was trading. It took him and his partner Bucky over 10 years to develap that syz
tem, it was their bread and butter, and they would not disclose it. What Fred could sho
me was one of several systems he had recently developed, tested, and traded. I told him the
was a fair solution.

We keep looking for long-term trend-following systems based on our
ideas. When we develop a system, we first backtest it using a computer, then
test it with our own meney in our R&D (research and development) account;
nnly then will we use it to trade clients’ money. Once a system is in phl:_‘e, we
absolutely follow its signals, but while we test it, we allow ourselves to override
its signals and experiment with its parameters.

FRED’S ENTRY

These are the three entry rules in this system:

1. Define the major trend and trade only in its direction. Here we use an 89-day SMA
(simple moving average). We also like exponential MAs but initially simpler is better.

2. Place Bollinger bands one standard deviation above and one standard deviation below
the MA; watch for a breakout in the direction of the MA (a green line on the chart).

3. Place lines extending forward from each 34-day high and a 34-day low; watch for
breakout in the direction of the MA (a red line on the chart).

To enter a trade, all three signals have to occur, but not necessarily at the
same time: The moving average has to turn in the direction of the trade and
prices have to penetrate both the Bollinger band and the 34-day line, in the same
direction. For #2 and #3 the latest signal simply has to be in our favor and not
against us.

This chart uses cash data because the trade spans several contract roll-
overs. At the right edge of the chart we see all three signals in place: The MA
has turned up and prices broke out of both channels—we go long.
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EURD

This is a channel breakout system—it identifies a trend and enters a trade when the volatil-
ity increases in the direction of that trend. Most people do not like this type of system
because drawdowns tend to be large. We found that by using two channels we can tighten the
parameters for both. By using both a Bollinger band and a Donchian channel, we try to tame
the volatility beast. A Donchian channel is built by pushing horizontal lines forward from the
highest high and the lowest low of a set number of days. Here we use a 34-day Donchian
channel. Note that the upper and the lower boundaries of this channel can change inde-
pendently from each other.
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LIR7AVSI S FRED’S EXIT

This system has two exit rules—either an MACD divergence (we prefer to identify ther
visually, even though we have written code to recognize them) or when prices move again:
the trend and close on the opposite side of their 89-day MA.

This system backtested well; it was profitable but the drawdowns were too high. W
rejected it because we could not reduce the risk. If we could have cut the risk, I would not b
showing you this system today.
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Profit per contract $18.76

[n July 2002 MACD-Histogram showed a divergence, but MACD lines did no
diverge.

[n September prices did not close below their MA. They did violate the MA i
October, and much as we hate to override signals, we were testing the system. All of ou
other systems said hold. We said the market was closing below the MA not because it wa
going down, but because it was going flat. We put our stop below the September low—an«
it ended up holding.

January to March shows a great divergence. Both MACD Lines anc
MACD-Histogram divergences took longer to develop, which make

A TRADE SUMMARY them more meaningful.

4/19/2002 buy Euro @ $89.12

When the euro closed below its MA we sold it,

! 3/13/2003 sell Euro @ $107.88
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TRADE 1—ENTRY COMMENT
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Buy low, sell high. The eura was definitely low in April 2002. The new European currency,
recently launched on par with the U.S. dollar, promptly sank below 85 cents. This weekly
chart shows that amidst mass pessimism the euro found support in the mid-80 cent range.
The 2003 bottom of MACD-Histogram was shallower than in 2002, indicating that bears
were becoming weaker, At the right edge of the weekly chart both the 26-week and the 13-
week EMAs are turning up, along with MACD-Histogram, showing that bulls are in con-
trol—the Impulse system is flashing a buy signal. The red line (13-week EMA) is still below
the yellow line (26-week EMA) and ready to cross above it; such crossovers tend to occur
during the most dynamic stages of rallies.

We make some of the most important chaices in our lives for partly rational and partly irrational
reasons. Few of us decide to become a systematic or a discretionary trader purely on the basis of
numbers. We choose what allows us to avoid what we fear mosi. A syslematic trader, such as Fred,
is bothered by the incessant noise of the markets; he uses a computer to perform analysis and to
execule trades without having to hother with conslant attention to the markets and endless deci-
sion-making. A discretionary trader, such as myself, likes being in charge and dreads going intoa
trade that he dislikes merely on the command of the system. Both approaches have their merits
and demerits; you have to choose your pleasure and your poison. —AFE
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Trendlines are notorisusly
tricky because people can
draw them a [ittie higher or
a little lower on the same
chart, depending on their
bias. Still, at the right cdge
of the chart, prices are
coming up against the
dowwirend line at a tiwe
whHen both EMAs are turn-
ing up—a sign that an
upside breakout is [ikely.

YOUR TRADING STYLE
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Prices “breathe” on the way up, inhaling and exhaling. Since the uptrend began i1
February, powerful peaks A, C, and E (not yet completed) show that healthy bulls are get
ting a full chest of air. Weak bottoms B and D show that when the market “exhales” bear
have hardly any power. Vigorous peaks and shallow bottoms of MACD-Histogram con
firm the health of the uptrend.

A system trader often finds himself on the opposite side of the market from the dis
cretionary trader. At the right edge of the daily chart, all the key indicators are up—baotl
EMAs, MACD-Lines, and MACD-Histogram. Still, while Fred was buying his upsid
breakout, I would have stood aside. Buying so high above value—so far from the EMA—
would not sit well with me. After seeing a buy signal, [ would be inclined to place a buy orde
in the vicinity of the EMA, adjust it every day, and try te get long on a pullback to value.

The risk with this tactic is that you may miss a runaway uptrend which keeps rising
with no meaningful pullbacks. That is a risk I am willing to take. [ am in no hurry to ge
into any individual trade. I feel that trades are like city buses—there is always another on
just a few blocks away.

Futures

When change of contract occurs, in many cases the new con-
tract will gap up or down from the previous one. How do you
use technical analysis in such cases? —Trader

In analyzing futures, | always look at two data series—weekly
and daily. For my weekly charts, | use continuous contracts,
which take the kinks out of contract rollover. For my daily
studies | use the front month. When that month changes, |
switch to the new month, but go back several months in my
analysis to get the proper indicator flow. —AE
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“Prices are connected to values with a mile-long rubber band,” one of my clients once
said. If we agree that a long-term MA is a reflection of value, we can measure the normal
length of that rubber band by calculating the distance from the high of the highest bar to
the EMA. On this weekly chart of the euro the “rubber band” could stretch to nine cents—
that is how far prices got away from the 26-week EMA in July 2002. In March 2003 prices
rose seven cents above value, almost the full length of the rubber band, before snapping
back and taking out the previous week’s low. Such sharp snapbacks rarely end before hit-
ting the value zone.

Currencies are among the most trending markets. A well-designed system, while sub-
ject to whipsaws in trading ranges, should lock onto the long-term trends in currencies.
Fred's system, which caught a breakout from a base and stayed long for almost a year,
riding a major bull move, illustrates this point.

A factor that kills many amateurs in currencies, besides poor money management,
is the fact that currencies trade almost 24 hours a day. They can move violently against
you while you sleep. If you trade currency futures, you need to sel up your account in
such a way that a stop from futures is automatically executed in the cash markets if cur-
rencies move while futures are closed. A trader who gets into currency futures without
this setup is like a man who decides to protect his property by putting up a fence on only
one side,
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SUPERIOR RISK-
ADJUSTED RETURNS

IT IS A PASSION
FOR US

Fred remarked: - Some CIAs have had large drawdowns—30, 40, or even 50%. Our largest
drawdown thus far is 10.47%. We differentiate ourselves by superior risk-adjusted returns,
compared to other systemaiic traders. If an advisor achieves 30% return with 2 30% draw-
down, then our 15% return with a 10% drawdown is 50% hetter.

When the markets are good, people say, “look at so and so returning 30%,” but they forget
that he just lost 30%! A CTA may have a higher return than we do anmually but what risk are you
taking to get that return? When everyone is earning 30 to 40%, we may get only 15%. Then in
a drawdown, our competitors have 40 to 50% drawdowns, we get 10%. You have to give them
$40 to make S40. You give us $10 (o make $15,

Moving Average Turns

Is it better to pick a stock whose weekly moving average has
just ticked up or a stock whose weekly MA has been consis-
tently moving higher for the past few months? —Trader

The answer depends on your trading style. If you like to pick
reversals, look for stocks whose EMA has just changed direc-
tion. If you like to trade swings within an established channel,
look for stocks with an established trend. —AE

Bucky (Panl DeMarco, Jr) is a floor trader on Coffee, Sugar, and Cocoa Exchange (CSCE) and Fred's
partmer in Brianwveod Capital Management; he joined us during the interview and tirew in a Jew
CORIMeNES:

A mechanical system with good rules and proper risk management allows us to remain emo-
tionally stable when placing bet after bet after bet. How many individuals can be wrong x times
in a row and still place the next bet? Very, very few.

The most satisfying feeling Thave is losing moncy for the right reasuns. When you lose money
for the right reasons, you will be a very successful trader in the long run because you will be taking
smaller losses which will enable you to be around for the big trends. When the system says (o gel
out—get oull T have never heard anyone say, “1 blew out of the trading game by taking small losses.”
If we trade with proper risk management, we know we will make moncy in the long run.

Freddy and I have spent billions of hours on the phone, It is a passion for us—uwe want our
equily curve to be as smooth as possible. You have to have a passion for this to be successful.
Michael Jordan does not go to the gym to hang out and have a good time. No matter what Freddy
and T are doing, al some point during the day we think of this—on the beach, in a store, any-
where. You have to do what you love because only then can you {ail and get up and o forward
again. There are peeple more talented than Michael Jordan, but they never made it. We make
thousands of trades to improve, he makes thousands of shots. I have met many talented people
who could run circles around me—and 1 make more money trading than tey do.
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It is hard to show a colorful losing trade when you are a system trader. With most losing
trades we arc out very quickly. We get in, lose 0.2%, and we're gone. Such trades do not
damage our track record. I want to show you a loss that was one of the worst—prices
moved so fast that our stop did not have time to catch up with them.

Our entry into this trade was delayed because first we got a signal from the Bollinger
bands and the Donchian channel, but had to wait for the MA to turn up. When it finally
did, we went long much higher above the MA than we normally like and bought fewer
contracts.

A discretionary trader looking at this chart could say this is a sucky entry—the price
is hitting overhead resistance and oscillators are overbought. He could say that the odds
are against this trade because we got in so late. In our cxperience, those are the kinds of
trades that really get going!

will Hais
trade make

ov lose money?
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We have a long-term system designed to capture big profits. A trailing stop moves slowl
and steadily, but this market moved so rapidly up and down that the stop did not have th
time to calch up. A trade like this does not hurt our pocketbool—wve lost little money—
but it hurts our track record.

This trade is a system trader's worst nightmare. It included the end of the month: W
booked paper profits in October, then showed a loss in November—it hurts to start
month with a drawdown. A small loss is okay, but a big run-up and a big run-down wi
hurt your track record by making it more volatile.

Our rule is to exit if the price closes across the MA against our position. We try to exi
‘ on close rather than wait until the next day’s open. You have to be careful when you giv
an MOC (market on close) order. Some markets have 30-second closing periods, other
even longer. A closing period in coffee is two minutes—place an MOC (market on close
order to get out carly and the market will have another minute and 59 seconds to rul
against you, We try to finesse our exits. We have a computer algorithm to decide where th
close has to be to give us a signal.
‘ It is a good system, producing nice profits; it is a tradabl
system, but taming the drawdown is hard. We want to produc

v THADE SU M MARY not just profits but the best risk-adjusted returns. We casily hav

20 to 25 systems that do well on the profit line, but we look fo
i 9/11/2003 buy Dec 03 Cotton @ 64.75 c/Ib systems to minimize risk and those are the ones we keep trading

1| 11/25/2003 sell Dec 03 Cotton @ 63.87 c/lb
! Loss per: contract = 0.88 ¢/Ih
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At the right edge of the screen the buy signals are in. Both EMAs are rising, MACD-
Histogram points up—but the excitement is way too much for me. I do not chase runaway
trains and I do not chase runaway trends cither. It is too late for me to jump in. [ under-
stand that a system trader does not have such latitude. When he gets a signal, he has to buy
to remain faithful to his system.
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ttow long is the rubber
band in cotton? In June
2002 It was 6.5 cents from
the high 1o the EM#A. Both
in April and July 2003 it
was 4.5 cents. At the right
edge of the chart it is
already seven cents—the
overextended rubber band
wakes me want 1o stand
dside.

| like to buy near value,
and cotton at tHe right
cdge of tHe daily chart is
way abpve value. It is fly-
ing, blown up like the tHin
cotton dress in a famous
photo of Marilyn Mowroe. |
mdy ot skort cotton Here
because all the indicators
point up, but | would not
buy it cither because there
is no place for a reasonably
close stop. | appreciate
Fred's discipline in taking
all his system’s signals and
his fortitude in showing
Hhis trade—but this type
of trade wakes we glad 1o
be a discretionary trader.
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# key reversal oceurs when
prices gap above the high
of the previous bar, reach
a new High, titen Turn down
and close sharply below the
low of the previous bar.
THis sHows a break in the
predominant bullish senti-
went. THe peak is the last
gasp of the buils, after
which the bears take over
and push the market
wUch lower.

TRADE 2—EXIT COMMENT

Key

/reversal =

|H"- &
!. -
:;l|lI I |T“l| L]

’ 1 I
,r-"-.l. L l )
. m'l” Ml e | -

|""r_'.ﬂ i"r.f+, - ;
) r,,rl}’r it

Lyfad? ”LI‘I["[

e A
i T g

it .[..l|||||m\||]lJJm[mm.n il

— L™ 1) e

Ja.f\- P » /—\f\ hvrj\ﬂ‘\/\ b

Trades that are difficult from the start tend to remain difficult to the finish. At first, colte
vindicated Fred’s trend-following system. After he went long, cotton kept going higher ar
higher, with occasional shallow pullbacks to the red line, the 13-day EMA.

This looks like a fundamentally driven market. A sudden disruption in supply mu
have goosed up cotton. Some disruptions develop slowly, allowing a technical trader to re
ognize emerging bullish patterns, Other disruptions strike suddenly, and the market ga
up and keeps on running. A mirror image of this occurs in downtrends. New supplies mi
come in slow waves, creating a distribution pattern, so that a technician can recognize bea
ish divergences and prepare for a downtrend ahcad. At other times there is a sudden sur;
of supply or a collapse of demand. The market appears to hit its head on the ceiling, revers
and go into a freefall, That is exactly what happened to cotton during this trade.

It is a credit to Fred’s system that it handles such a difficult market with so litt
damage to the account. After being forced to get long high above value and getting caug
in a major downside reversal, his system escaped with minimal financial damage. [f
system loses so little in such a difficult, highly volatile marlket, its owner should survive ar
succeed in the long run.
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SYSTEMATIC OR DISCRETIONARY

Trading is a vast field. There are so many markets and methods that it’s impossible to know
everything. Just like a doctor cannot be an expert in surgery, psychiatry, and obstetrics at
the same time, & trader cannot be an expert in fundamental analysis, technical analysis,
insiders’ reports, and day-trading. Successful people in any field usually specialize in a
fairly narrow area, while having a good general grasp of the rest of the field. You must
know where your knowledge is weak and be humble enough to stay out of those areas.

How people choose their fields is often a mystery. We had a trader in one of our
Camps who was a proctologist by training. Before early-onset arthritis put an end to his
surgical career and drove him to the markets, he spent his working days with his hands in
you know what. Go figure.

System traders like Fred and discretionary traders like myself often seem to be at
opposite ends of the ficld. Fred spends hours each day testing systems. He trades over 20
futures markets using his favorite mechanical system, but has little interest in the outcome
of any individual trade. He keeps meticulous records on system testing but no trader's
diary. A discretionary trader pores over his charts, then makes his decision and watches the
screen in order to squeeze the trigger for an entry or exit.

When you loak closer, you see that the two fields overlap in some important ways.
A sophisticated system trader begins his rescarch with ideas that come from discretionary
trading. As Fred pointed out, it is silly to use a computer to massage the data, looking for
repeating patterns; that would mean trading the past. Fred’s systems are derived from
what works on the floor. Bucky, a second-generation floor trader with vast experience in
intuitive trading, serves as the main idea generator. However, good discretionary trading is
more systematic than it seems upon first glance. I have a visual set of well-established pat-
terns; in scanning charts and indicators [ filter market data through those systematic snippets.

The decision to get into systematic or discretionary trading depends more on an indi-
vidual's temperament than on any objective numbers.? My impression is that system
traders do better as a group, while the best traders overall tend to he discretionary.
Whatever path you choose, you must learn as much as possible and grow into an expert in
that area. At the same time you need to have a reasonably good working knowledge of the
other side of the field, Much of this book deals with discretionary trading that should alse
be useful for system traders.

CAPITAL MANAGEMENT

Fred’s interview raises the issue of managing money for other people. The rewards of even
a moderately successful capital management business can be staggeringly high. For exam-
ple, if a hedge fund manager raises $100 million, he will earn $2 million a year just for

N
2 - = . . - . - 0

A disurull(!n:lr}' trader may anticipate the signals of his trading system. Oceasionally [ hear comments from the
readers of Cante into My Trading Room that some of the trading examples in the last chapter do nort stricily
follow the Triple Serecn system, | should have put more beginner-type examples into that book; some of my

actual trades were advanced ones, in which [ slightly anticipated the signals, something that discretionary
traders tend to do.
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being a nice guy and putting someone else’s money into play. Then, if he manages to
generate, say, 153% annual profit, or $15 million, he will get 20% of that as his incentive fee,
earning another $3 million. $100 million is a middling size for a fund; at the time of our
interview Fred and Bucky had about $20 million in their fund and growing. Fred and 1
have a mutual friend with $2 billion under management, earning more in a year than most
successful people earn in a lifetime.

At the same time, the headache quotient in this field is pretty high, as Fred pointed
out. Dealing with clients and regulators is a major job. Very early in my trading career |
stumbled onto a lesson that turned me off money management. [ had a very close [riend—
Phil who is mentioned on the first page of Trading for a Living. Impressed by my early
trades and being a bit of a gambler, he opened a small account and gave me power of attor-
ney. Within a few months I generated a high double-digit return for him (I did not keep
good records in those days so [ can’t say for sure how much it was). At the end of that exer-
cise | was no longer on speaking terms with Phil; it took us a year to reestablish our friend-
ship. What happened was that Phil, excited abour that venture, took to calling me almost
daily, second-guessing my trades and occasionally putting on a trade himself. I felt stressed
enough without his meddling and got angry at him. If successful trading led to such
results, I wondered what losses would have done. 1 learned to keep my trading strictly pri-
vate; the only accounts I run today are my own plus small accounts for my kids who know
better than to stress Daddy.

I you love markets and are committed to research and trading, how can you trade for
a living with only a tiny account? Profits from a $20,000 or $50,000 bankroll are not
enough to live on. People with small accounts are tempted to take wild risks, and it is only
a question of time before an undercapitalized trader who takes big risks blows himself out.
Relax, shift gears, take a deep breath. Instead of shooting for the stars, choose a different
target—start trading for a track record. You will need it to get into capital management
and make money that way.

There are huge pools of capital sloshing through the financial system, looking for
competent managers. Start growing your small capital and keep meticulous records. It may
take you two years to start getting money to manage, but you are in this race for the long
run, aren’t you? What most capital owners want is steady returns with shallow drawdowns.
IT you follow this path, in a few years you may be joining the likes of Fred, Bucky, and their
peers in the trading community.
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An e-mail from Fred:

I Do THE R&D, THE COMPUTER
PuULLS THE TRIGGER

I've never been a very good discretionary trader. I'd usually start off
by making money, but then make way too many mistakes and end
up with mediocre results, My personality is much better suited for
mechanical trading systems where 1 do the R&D, but the computer pulls the trigger.
Mechanical means objective: If 10 people follow the same rules, they should achieve the
same results. A 100% mechanical approach increases the odds that past performance can
be rcplic:ltcd in the future. It offers us three main benefits:

e We can backlest ideas before trading them. A computer allows us to test ideas on
historical data rather than on real cash. Seeing how a system would have performed
in the past allows us to make better decisions when it really counts—in the present.

o We can be more objective and less emotional. Analysis, where we have no money at

risk, is casy; trading is stressful. Why not let the computer pull the trigger for us? It

is free of human emotion and will do exactly what we instructed it to do when we
developed our system.

We can cover more markets, trade more systems, and analyze more timeframes each

day. A computer can work faster and longer without losing its concentration.

Whenever [ develop a system, T have a five-step plan:

. Start with a concept.

. Turn it into a set of objective rules,

. Visually check out the signals on the charts.
. Formally test the system with a computer.
Evaluate the results.

L

Developing a trading system is part art, part science, and part common sense. My goal
is not to develop a system that achieves the highest returns using historical data, but to
formulate a sound concept that has performed reasonably well in the past and can be
expected to continue reasonably well in the future.

Our money management [irm [ollows most futures markets worldwide and we
currently trade 19 of them: foreign currencies, interest rates, energies, precious metals,
grains, oilseeds, softs, industrials, and equities. We simultaneously use between two and
cight trend-following trading systems, designed to catch intermediate and long-term
moves. Lach is based on a logical concept and tested in real time with our own money. In
determining the suitability of a system we look first at its impact on our overall equity
curve and its risk-adjusted returns.

Trading systems have helped me improve my performance and made me a successful
trader, They forced me to do my homework before making a trade, provided a disciplined
framework, and enabled me to increase my level of diversification.

_ With lots of hard work and dedication, anyone can build a successful trading system.
It is not easy, but it is cerlainly within reach. As with most things in life, what you get out
of this effort will be directly related to what you put into it.

-
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Andrea Perolo

Zeminiana di Massanzago, Italy
Asia manager for a tour operator
U.S. futures

Since 2001

Small (< $250k)
www.tfc-charts.w2d.com and
www.futuresource.com




CHAPTER 3

ANDREA PEROLO

SIMPLE CHARTS,
CLEAR AND UNCLUTTERED

n October 2004 I flew to Sicily, about as far south as one could go in Europe, to extend

my summer by an extra week. [ was based in Central Europe that month; it was gray,
cold, and rainy, with people already bundled up against the coming winter. Under the
sunny Sicilian sky, you could still swim and drive to the vineyards in a convertible, and buy
the freshest local produce and cheese from [riendly locals,

We stayed in a place with a reasonably fast phone line, and my friend, a computer
experl, rigged a wireless network for our computers. The U.S. stock market was starting
to reverse its almost two-year-old uptrend, and we were busy closing out long positions
and putting out shorts. We worked all day, and at night across the valley, we could see
an angry red gash on the slope of Mt. Etna, where an eruption was going on and the lava
was [lowing,

Andrea—a man’s name in [taly—was a trader who lived near Venice. Several months
earlier he had e-mailed some very sensible questions to me about commodities. I had replied
and asked him to send me a few screenshots of his recent trades and explain why he had
decided to buy and sell. I liked his approach and, knowing T would be in Sicily, invited
Andrea to fly down for a couple of days to talk about trading and be interviewed for this
book. Andrea wrote back:

Are you really sure ta include me in your book? Please, consider that I am
a full time trader for just three and half years, that I have discovered abso-
lutely nothing, that I just studied many books and took what 1 considered
the best of many well known techniques. As you have seen, my method is
very simple: Check the weckly, discover a trend, analyze the daily to dis-
cover a good risk/reward ratio, manage it with solid money management.
Nothing else!

Last but not least, if you saw my “trading room” you would laugh. I have
just one computer and one monitor, with no real-time quotes (I don’t need
them for my trading). I use only internet-based charts, totally free. If you still
think [ am worthy to be included in your book after you read this last reply, I
will be honoured to reach you in Sicily and to talk with you about trading, and
about my trader’s life. But if you change your idea, certainly I will understand.

49
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We had to schedule our meeting so that Andrea, who is divorced, would not miss a
Tuesday, which he always spends with his six-year-old son. On Wednesday evening I met
him on a street corner in the village where we were staying. Andrea was tall and deliber-
ate; he spoke very good English but apologized for not being perfect. We zoomed through
hairpin turns up to Taormina, walked through the medieval fortified town, and settled on
the terrace of a restaurant for dinner.

At university I got a degree in economics, then did my civil service. In
Italy back then, you had to serve a year in the army or give a year to the civil
service. | preferred that to the army and worked with retarded children.
Afterwards, because I loved to travel, I went to work for a large travel firm and
in less than four years became their Asia manager. I got married, had a child,
bought a big house, and worked hard to make payments.

There was a huge bull market in Italy in the 1990s, and everyone got
involved. My father talked to me about stocks, and even my grandfather, who
always bought bonds, invested in a stock fund for the first time in his life.
There was a stock called Tiscali; It went from 6 to 120. There was a trading
championship in Italy, and the eventual winner took a 15,000 euro account
up above €400,000 in just a few months. I bought a call-covered warrant for
Telecom Italia, held it to the expiration without a stop, and it went out
worthless—I ended up losing €4,000 on my first trade. That's when I began
to study.

1 trade commodities in the United States because the liquidity is so much
better. There is one bank in Italy that takes U. 5. futures orders. I do not want
to have an clectronic order entry—the mouse is too fast; it is easy to become
impulsive. If you trade daily charts, you do not need live data; having it is dan-
gerous because it can easily prompt you to jump.

When the futures markets start opening after 8 am Eastern time in the
United States, it is already 2 pM in Italy. I analyze the markets from 9:30 to
noon, then call my broker at lunchtime to place orders for the day ahead. In
the afternoons | read, swim, do other sports—I do not look at the markets
while they are open. My six-year-old son comes to stay with me on Tuesdays
and Thursdays after school ends at 3:30 pm. We have dinner together and then
I take him back to his mother at nine.

Failing for me is not an option—I must succeed in trading or die. | do not
need very much money—life in Europe is cheaper than in the United States.
€2,500 a month is enough for me. I have an £80,000 account, so I have to
generate €30,000 a year return. I want to be free; | can never go back to
having a job, and I want to travel around the world. I try to go to Asia twice
a year. Also, trading for me is about more than money. There is no other task
that is so difficult—it is a challenge 1 have within myselL.

I start my analysis with the weekly charts, drawing trendlines, support and
resistance, looking for major trends and consolidation patterns. I also check
the COT—Commitments of Traders Index (see box, page 56). I will not trade
against an extremely bullish or bearish position of commercial hedgers, and I
especially like those trades where I go in the same direction as the commer-
cials. I get these numbers from Steve Briese at www.bullishreview.net and [ like
how he always explains the COT concepts.
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I start reading the Bullish Review from the last page, where he gives the
positions of the commercials—in my opinion he should have called that index
a COT oscillator. It shows the bullishness or bearishness of the commercials
relative to their historical norm. At 100 percent, the commercials are totally
bullish, they have huge net long positions, and a strong upside reversal can
happen quite quickly. When COT is below 10, or, even better, 5, hedgers are
totally short. In searching for a short entry I become more aggressive if COT
is below 5. I like trading with the commercials and will not take a position or
will be especially careful trading against an extreme net position of the com-
mercials. Wheat is currently at 100—please do not try to short it, look for an
entry to buy. Corn is now 87, very near a major buy signal.

I also rely on seasonals which I get from Moore Research Center,
wwwmrci.com. They analyze the last 15 years or more of every single contract
of every commodity and come up with the roadmap of what it is likely to do
in the month ahead, based on historical seasonal patterns, For example, [ am
long sugar now and I can see, looking at their charts, what sugar is likely to do
this month, based on its 15- and 5-year pattern history. I see the COT index
and seasonals as a kind of fundamental rather than technical analysis—they
provide a completely difterent perspective on commodilties.

Each of my trades starts with a weekly analysis, then I check the COT
index and the net positions of the commercials, and then seasonals. When the
weekly trend and the seasonal trend point in the same direction, you have
wonderfully strong uptrends or downtrends with very shallow retracements.
To have weeklies, COT, and seasonals all pointing in the same direction,
which happens perhaps two or three times per market per year, means you
have bingo.

I track grains, the soy complex, tropicals, and several meats, such as live
cattle and especially lean hogs. Hogs have perfect patterns, their retrace-
ments always end at the previous rally highs—their charts belong in a chart
book. I also always analyze the U.S. dollar; when it goes down, it has a bull-
ish impact on all commadities, but especially gold and silver.

You know, these are very simple charts, clear and uncluttered. My best
tools are trendlines, a very simple concept. | draw diagonal trendlines and
also horizontal support and resistance lines. And | use Fibonacci numbers
for measuring retracements of price and time. When there is a trend, I antici-
pate where the retracements could stop by using the three main numbers—
38.2%, 50% and 62.8% of the previous rally or decline. My two additional
numbers are 23.6% for shallow retracements in very strong trends and
78.6%—that is the last line of defense, and if the market violates it | begin to
think it is no longer a retracement, but a reversal,

Another way I use Fibonacci is to validate breakouts from trading ranges.
To filter out false breakouts you can use 23.6% of the height of the range. If the
market goes beyond that level, you have a real breakout.

l'asked Andrea why he thought Fibonacci numbers worked, and his only answer was
that he could see those levels on the charts all the time. We met to look at his trades the next
morning, and in the evening had our last dinner in a little “osteria,” a local tavern Andrea had
chosen. The owner sent glass after glass of grappa to our table; T smoked a cigar and Andrea
rolled his own cigarettes, tamping their ends with the earpiece of his glasses. After we finished
our grappa, he drove me back to the villa on the back of his scooter. We staod at the front
gate talking about travel books, then shook hands, and Andrea left.
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Upper pane:  Bar chart (weekly)
Lower pane: Volume

CORN

I do not look at the monthlies often, but I do keep them in mind, especially when [ see a
chart like this one, with a four-year uptrend. The uptrend started in the middle of 2000
and corn had touched it five times, quite a good number.

This weekly chart ends in the second week of August 2004. After the great rally of
2003, corn came down (o a major support, both at its trendline and at the horizontal sup-
port line. You can also see the double bottom of October 2003—August 2004. 1 use bar
charts on the weekly and candlesticks on the daily charts.



e

Chapter 3 Andrea Perolo 53

Andrea asked me about some famous U.S, market personalities whose books e had read. In talk-  GURUS
ing to foreign traders, it never ceases to amaze me how slowly bad news travels overseas. Market
characters generally known to be frauds In the United States still maintain their high status
among foreigners, The heavy-duty marketers and the so-called winners of rigged contests who
paid their penaliies long ago to settle up with the U.S. authoritics are still viewed with awe from
across the ocean. Andrea appeared pained whenever he asked me about yet another of his US.
heroes, and I gave him “the true skinny" on him or her. I felt sorry and apologized for
ripping his icons off the walls. —AFE
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Upper pane: Candlestick chart (daily)
Middle pane: MACD-Oscillator (12,26)
Lower pane: Volume

On the daily charts, there had been a major MACD divergence building up for
months. RS, which is not shown here, had an even greater divergence. [ used a
simple technique that Victor Sperandeo taught in his Trader Vic—a simple trend- will s
line, then a brealk, followed by a pullback into a double bottom, After a double bot-
tom was established, T went long at the swing high of 224.25. tvade make

ov lose wmowey!?
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a7\ s] B ANDREA’'S EXIT

Even though there was a breakout, my target of 50% distance to the stop was never
reached. T was stopped out of the whole position, on a gap down. After a long trading
range, breakouts often come with a gap.
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‘ An Entry Technique for Reducing Risk

I search for a position that I can hold, and may have to attempt entry many times before

finding the right ane. One bad consequence is that you can have two or three stop-losses in

a row. How can you minimize that? My solution is to take profits on half of my position

ata point between half and two-thirds of the distance to the stop-loss. Ideally it would have

been equal to stop-loss, but even at a half you cut risk by 75%. I found
: this technique at the end of Trading in the Zone by Mark Douglas.

TRADE S U M MARY Say you enter four contracts, and your stop-loss is $600 each, so

that the total risk is $2,400. Once you have $300 gain, if you take that

December 2004 Gorn profit on two of your contracts, you'll have only $600 of risk left on

the remaining two. You cut 50% of your position, but your risk is

Long 8/17/04 $2.4025 now only 25%—this is fantastic. And the best result for me is the

Stopped out 9/10/04 $2.2375 improvement in the state of mind—I feel tranquillo.

Loss = 16.5¢ per contract
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1 think I have found a wonderful technique to enter positions because you may
need several attempts to get them right and your stops will be hit several times. If you
use breakout techniques, 9 times out of 10 you'll have this work for you, but not always.
The secrel is that afterwards you do not have to trail the remaining position to break
even too soon. You have more discretion. You can leave the remaining position in place
and not trail the stop very fast.

TRADE 1—ENTRY COMMENT

The most striking feature of this chart is the severe bear market near its right edge. Corn
has crashed by more than a third from its March 2004 peak. The decline was so vicious
that it left several gaps between weekly bars—an unusual occurrence. Corn prices slid
in response to perfect growing weather in the Midwest and one of the best crops in U.S.
history. Markets are driven by supply and demand—and here the supply clearly over-
whelmed the demand.

Price bars reflect crowd

E - behavior. Notice the very

Short weekly bar, the
’ fourth from the right

|‘ edge. It is still red, showing
THat bears are in cHarge.
™ Still, its extreme sHortmess
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The Impulse system had locked onto the trend and traced out the bulk of the bear
market in a series of red bars. Three weeks ago the Impulse had turned from red to blue,
permitting traders to go long. Still, I do not feel any hurry to jump into corn. When prices
l’al} by such a huge percentage from their peak, they act like a man who falls from a great
height. He is not likely to get up and run anytime soon; he is going o lie on the ground
for u.while, just trying to breathe. At the right edge of the chart, corn is historically cheap,
and it is not going to stay that cheap forever. Still, it is likely to take a while before it gets
ready to rally again.

-
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# serious warning o stand
aside and wait comes from
MACD-HisTogram. [T had
traced a broad bottom
from June 1o August and
tHen rallicd above zero. To
give a strong buy signal, it
needs to return below zero
and bottom out at a more
shallow level, ereating a
Full-fledged bullish diver-
gence. {15 height at the
right cdge of the chart is
wore indicative of a top
tHan of a bottom.

COMMITMENTS
OF TRADERS

The daily chart confirms that it is a bt carly to be a buyer of corn. On the one hand
it does look like a bottom is being formed, with the rate of the decline tapering off. The
fact that in August corn fell lower than in July, then reversed and closed above the break.
out level is bullish. The 2-day Force Index is tracing a bullish divergence and making a new
multi-month high at the right edge of the chart. Still, those features alone are pretty thir
reeds on which to hang a long trade after a vicious bear market.
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The Commodity Futures Trading Commission collects reports from brokers on the positions of
traders and releases their summaries to the public, revealing the positions of three groups—
hedgers, big traders, and small traders. Hedgers identify themselves (o brokers because that
entitles them to several advantages, such as lower margin rates. Big traders are identified by
holding a number of contracts above “reporling requirements” set by the government. Whoever
is not a hedger or a big trader is a small trader.

In the old days, big traders used to be the smart money. Today, the markets are bigger, the
reporting requirements much higher, and big traders are likely to be commadity funds. most of
them not much smarier than the run-of-the-mill trader. The smart money today is In hedgers,
such as agribusinesses, mining and oil companics, and food producers.

Understanding the positions of hedgers isn’t as casy as it seems. For example, a COT report
may show that in a certain market hedgers hold 70% of shorts. A beginner who thinks this is
bearish may be completely off the mark without knowing that normally hedgers hold 90% of
shoris in that market, making the 70% stance wildly bullish. Savvy COT analysts compare cur-
rent positions to historical norms and look for situations where hedgers, or the smart moncy, and
small traders, many of whom are gamblers and losers, are dead set against each other. If one
group is heavily short while the other heavily long, which one would you like to join? If you
find (hat in @ certain market the smart money is overwhelmingly on one side, while the small
specs are mobbing the other, it is time {o use technical analysis to look for entrics on the side of

the hedgers.
Abridged from Come inte My Trading Room
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TRADE 1—EXIT COMMENT
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The decline that triggered Andrea’s stop took corn to a new low. A new low of the Force
Index shows that bears are strong and prices are likely to dip even lower, At the same time,
several potentially bullish signs are developing. MACD-Histogram, though declining, is
now at a much more shallow level than in June—an uptick from here would complete
a bullish divergence. MACD Lines are declining, but their upturn is even more likely to
create a bullish divergence, Corn seems to be engaged in what I used to call the “Austrian
national sport” (in reference to Arnold the Terminator’s campaign for governor of
California)—it is groping for a bottom.

Andrea’s use of stops puts him into the comfortable position of watching corn from
the sidelines. Earlier he had mentioned that he often attempts several entries before estab-
lishing a position in a major trend, This is a much better stance than that of many ama-
teurs who continue to sit on their losses. As the losses grow, their confidence diminishes
until they eventually sell at the lows. Andrea, on the contrary, admitted his mistake carly
and preserved both his capital and his peace of mind, ready to trade again when a better
signal comes in.
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TRADE 2

ANDREA’'S ENTRY
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SILVER

Looking at the weekly chart, | think that the downmove in April indicated a trend rever-
sal. A new trend is beginning, and I want to trade the downmove in the direction of
the new major trend. Oscillators confirmed my view as MACD showed a new multi-
year low. At the right edge, the retracement up is typical—it is exactly 50% of the
preceding downmove. I think silver is in a bear market, and only if it goes above 8.31 will
I be proven wrong.
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Audrea commented: People say divergences are among the best trading tools. T definitely do not  DIVERGENCES
aceept that as a general rule: One needs to be more specific. I found that if the main trend is up
and you look to enter on a retracement, bullish divergences are good. Bul divergences against the
main trend do not work.
LEvery day I sce sirong trends with major divergences that last for months, but the trend con-
tinues and runs away. | identify major reversals using double or triple tops and bottoms. There is
a kind of myth about divergences. They work in ranges and in refracements, but not against the
main trend.
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The daily chart confirmed the weekly downtrend, with a sharp break and a slow pullback.
We can see a triangle on this chart, bordered by an uptrend and a downtrend. I shorted
silver after it broke its uptrend and then pulled back up to the downtrend that defined its
long-term triangle.

wWill Hats
vade make

ov lose wmowey!?
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As soon as | am in a trade, [ start using trailing stops, based on the weekly highs. I place
my stop at the high of the previous week. Even if I like the trend, I'll cover my short at the
previous week’s high. This is why I got out of this trade. Looking forward, if silver had bro-
ken the low of its congestion at the right edge, | would have shorted it again.

A TRADE SUMMARY

Short December: 2004 Silver 9/03/04 @ $6.575
Covered half 8/07/04 @ $6.30

Profit =0.275 = $1,375 per contract

Covered second half 9/21/04 @ $6.38

Profit = 0.195 = $975 per contract
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TRADE 2—ENTRY COMMENT

'This weekly chart of silver shows a parabolic rise into the April 2004 top. That unsus-
tainable rise was followed by a crash. Observe the sequence of five red weekly bars, the
Jast of them quite short: It is similar to what we discussed when we looked at Andrea’s
corn trade. A very short bar following a massive move often indicates that a reversal is
coming. | have not tried to quantify the exact ratio of tall to short bars—this is something
[ have learned to recognize after years of looking at charts and trading.
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When the Impulse had changed from red to blue, after the crash, it removed the
prohibition against buying. An uptrend began and went on for several months, picking
up enough steam to turn the Impulse green. That uptrend ran oul of green paint in
the two rightmaost bars, When the Impulse stops being green, it removes a prohibition
against shorting. Al the right edge of the chart the weekly MACD-Histogram is declin-
ing, the fast EMA is visibly slowing down its rise—Dbulls are becoming weaker, bears are
coming in. Silver has been rising without a reaction for several months and is overdue
for a spill—this chart suggests shorting.

61



62

Entries & Exits

The daily chart shows that the rally that emerged from the May bottom was ver:
strong. As silver rallied, its MACD-Histogram reached a new record peak in May an
remained above zero through July, a sign of strength. The reaction in mid-July took thi
indicator below zero, When silver rallied to a new recovery high in August, MACD
Histogram petered out at a much lower level than in July, completing a bearish divergence
The weekly Impulse was still green at that time, allowing no shorting.
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There was a second rally in August, reaching a new recovery high, but MACD
Histogram rose to a puny high. It completed a triple bearish divergence, showing tha
there was very little power behind the rally. That second rally in August took silver abov
the psychologically important “round number” of $7/0z. It could stay in that elevates
territory for only ane day. Silver’s decline below the level of the first August rally ha
exposed the second August rally as a false breakout to a new high. Remember—bu
new lows and sell new highs. A new high of MACD-Histogram in May helped identif
a strong breakout that started a new uptrend; a divergence in August helped identify
false breakout and a readiness for a reversal.

TRADE 2—EXIT COMMENT

It is emotionally hard to take profits when prices are flying in your favor. “Mort
more, more” seems to be the cry of the day. It is to Andrea’s credit that he had the dis
cipline to follow his plan and take profits on half of his position just one trading da
after shorting silver.
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Covering one-half of the position one day after shorting had worked out better than
exiting on a stop. Planned exits almost always work out better than exits on stops. The new
low in MACD-Histogram in September shows that bears are becoming stronger and sug-
gests that silver is likely to fall even lower. But Andrea is disciplined: He would not allow a
short ta take out the previous week’s high and gets out on that stap. This strict discipline—
the setting of an absolute level beyond which one will not hold a trade—is the hallmark of
a professional trader.

:[Iilll _
|||'||||I P\ 4
A ]
| I|I il i .|1|!‘ . i
M . ':':” |rf|' ir""HTITLJT\_- s
| : I ]“‘f'l v -
i = = \.\ B S i
fissy, ,iismsis TS I TT T IIHmlllllli""lm..ul!I||||ill_lh.:.1.x..:_.;_|:;Jlr_.._u.alriilln.._m;,_ ”:'_:'.'”HE'-'_: e
I . h

This daily chart shows a nice progression of the Impulse system. As Andrea went
short, there were two wide red bars, confirming the ease of the downmove, followed by
three narrow red bars, showing that the downmove hit support. The red Impulse changed
to blue and finally, at the right edge, to green, which is where Andrea covered his short.
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CLASSICAL CHARTING VERSUS
COMPUTERIZED ANALYSIS

Charts reflect crowd behavior. The high of each bar marks the point of the bulls’ maxi.
mum power while the low reflects the bears’ maximum power, Series of bars coalesce intc
patterns whose highs and lows look like a scarred battlefield in the never-ending struggle
between buyers and sellers.

Human beings change very slowly, if at all, which is why similar behavior pattern;
recur year after year. Crowds are more crude and primitive than the individuals who com.
prise them, and their behavior patterns are easier to identify. Whenever a chart patterr
appears confusing, ask yourself what it tells you about the crowd of traders whose behay.
ior it reflects.

Andrea relies mostly on classical charting for his trading. He is not a pure chartist—
he also uses Commitments of Traders and seasonals, and an occasional indicator—but th
bulk of his technical research can be done with a pencil and a ruler. This works for him ir
part because of his personality. Andrea is very cool, calm, and deliberate as he lays his rule
on a charl,

There are so many ways to fudge a chart. Do you draw a trendline through the extrem¢
points or through the edges of congestion areas? Do you consider intraday penetrations o
only the breaks on a closing basis? If the two bottoms are at somewhat different levels, dc
you draw your support line across the lower or the higher bottom? I occasionally joke witk
friends, saying that classical charting does not work for me because I have a terrible tremoy
in my fingers. When I put a ruler on a chart, my fingers tremble up when I fecl bullish anc
down when [ am bearish.

This is why I prefer to put the ruler and pencil aside and turn to computerized indi:
cators. The Impulse system on the weekly and daily charts helps me identify the dominan
market group; new peaks and bottoms of MACD-Histogram identify strengths or weak-
nesses; their divergences call attention to likely reversal points; envelopes provide objective
profit targets.

There is no right way or wrong way—both classical charting and computerized analy:
sis are valid methods of market analysts. You need to choose what makes sense and work:
for you. This decision is going to be based on your temperament. Andrea feels drawn te
the simplicity and clarity of bar charts and trendlines; I prefer to operate within the benigr
censorship of the Impulse system and the objectivity of the indicators. You have to choost
what appeals to you.

Successful traders maintain an open mind, without becoming fanatics or extremist:
about their methods. Andrea is primarily a chartist, but he values such data as COl
indexes and has no prablem throwing a MACD-Oscillator on his chart. I am a computer
ized analyst but use such classical methods as drawing support and resistance lines in m)
search for false breakouts.

Your charts reflect the behavior of bulls and bears. You can profit by catching even
portion of their moves—or you can get trampled by them. It matters little what specifit
methods you use to detect their approach. You need to identify the beast, place your bet
and take it off in time.
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An e-mail from Andrea:
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THE PROMISE OF INDEPENDENT LIVING

My story is similar to that of many others. I had chosen a job
because of my interest in travel and was totally committed to the
firm. [ worked hard and learned a lot, and felt that the firm’s inter-
esls were my own, but as time went on it started to feel like jail. After
four years I gave up and decided to start something by myself.

Trading attracted me with its promise of independent living and complete personal
freedom. | started with a small sum of money and underestimated or did not seriously
consider three aspects of this business: learning takes a long time, experience plays a large
role, and both cost tons of money.

At first I became interested in covered warrants but soon dropped them after realiz-
ing they were manipulated by market makers. Then I tried futures on the Italian stock
index, but realized they were too heavy both for my bank account and my level of experi-
ence; in addition, their volume was very thin,

My gains kept turning into losses, while at the same time my family life was coming
apart. I was getting divorced and had to provide for myself, my wife, and my son. I was feel-
ing insecure about my trading and kept searching for advisors, trading systems, Elliott
waves, and so on. [ kept looking for a system, but the results were always the same—Ilosses
larger than profits.

Finally, I learned my lesson: I had to become autonomous and independent and rely
on myself and my own analysis. The high cost of experience was my “entry fee” into the
minority that succeeds in earning a living from trading. I realized that one of my mistakes
was trading stock futures with five-minute charts. I used to think that the stop-loss could
be minimal and that high volatility would offer hundreds of entry points. I came to see that
this might work for someone else but not for me. Few activities are as electrifying and
emotionally demanding as day-trading. This realization was another turning point on the
road to my own way of trading.

I trade commodities using weekly and daily charts. I go over my charts in the morn-
ing, examining them over and over. It helps a lot to close the charts and take a break,
reopening them later. [ always look for opportunities, but sometimes they seem to jump at
me from the screen. [ do not try to catch turning points; [ let the trend establish itself and
feel satisfied with a picce of it.

Simple tools work best for me, and trade management and money management are
essential. A plain technical system brings good results if combined with strict rules of trade
and money management. If you like using oscillators, choose one or two after studying and
testing them on paper for a rather long time. Keep your eyes first on the bar and then on
the oscillator because its movement gets fuel from the price. Draw a few trendlines to

define the trend and its strength and longevity. If T were allowed to choose only ane tool
of technical analysis, 1 would choose the trendline. Price patterns and trendlines are
enough to grasp the exact points where one should enter and exit a trade.

When your account starts to increase, keep humble and fight the feeling of arrogance.
Whenever you get a strong opinion about the market, shut down the computer and take a
long walk. Your opinion is not helpful; it can influence your judgment when you look at
the chart. Trade your chart, never your opinion,

To sum up my experience:

¢ Trade using a minimal part of your capital (money management).
* Follow your plan—you must have one, without any exceptions (trade management).
* Take only the trades that are in compliance with your technical signals.
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CHAPTER 4

SOHAIL RABBANI

THE DISCIPLINE OF Loss CONTROL

like receiving e-mails from my campers telling me of their comings and goings.
This message came in early 2004 from a repeat camper:

...1 have put an end to short-term trading. As for longer-term investments,
I've completely cashed out of my equity holdings and invested in tangibles,
including gold and land. Moreover, it is an old pattern repeated. In September
1987, a month before Black Monday, through pure good luck, T cashed out of
stacks and bought a retail business. After that I didn't place a single trade until
1991. Then in June 1998 I again cashed out, fully convinced that the market
would crash. The next 18 months were sheer agony as | faded the market and
kept getting knocked in the head. Fortunately the discipline of loss control has
prevented my complete wipeout. Then 2000 to 2002 were quite rewarding as
I was in sync with the trend. In fact, 2002 was my best year ever. My short-term
trading accounts returned an unbelievable 163%... Then disaster struck.

In early 2003 I had a heart attack and bypass surgery. Following that I went
mad and proceeded to give back my winnings from the previous year before
putting a moratorium on short-term trading.

The e-mail went on to describe in colorful detail all the things men do in a fully blown
mid-life crisis and continued:

1 stopped keeping my trading journal. Stopped doing meticulous research,
stopped reviewing records, and started playing options like a drunk plays darts
in a bar. I was simply insane. I started doing ultra-short-term shoot-from-the-
hip style trading and generated lots of commissions for my broker but my
account equity curve steadily declined. By early fall I had exceeded my maxi-
murm loss limit, so | stopped cold turkey. By then my insanity was also getting
tamed.

I think a one-year sabbatical from stock trading is the minimum penance.
Interestingly, I only messed up in my stock trading. In my futures trading
I didn’t do anything crazy. I do not trade futures short-term, but hold
positions for long periods and roll over at expiration. All I had were some
positions in gold and euro futures. Those were the life savers that prevented
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my performance from looking like an absolute disaster. I've decided 1o stay
away from the stock market and particularly from short-term trading for at
least one year. Nonetheless, my study of the market continues, as do my sub-
scriptions to various publications and data services.

I have read this e-mail to several groups of campers, and it has always generated a lively
discussion on whether this trader was likely to succeed or fail in the long run. We kept ir
touch, and when Sohail heard that 1 would be spending a week in Sicily, he volunteerec
to fly down from London for a couple of days and bring his trading records. Severa
weeks later he arrived in a village in the foothills of Mt. Etna. We had dinner together anc
the following morning he came to the villa for an interview.

Sohail has a master’s degree in epidemiology, and with his background in science he
relaxes doing quadratic equations the way other people do playing solitaire.

In 1986 I was doing statistical research at the University of Alabama but
started becoming fascinated with financial markets. 1 had two friends at
Drexel Burnham (a major brokerage house that went out of business in the
19805 following financial scandals), and one of them invited me to join their
training course.

I quickly realized that being a broker was the worst way to learn to be a
trader; it was all about sales. My friend put me into the back office where I
could track the flow of orders. I felt things were morally questionable—we
were doing front running, even though at the time I did not know that term.
We were placing our own orders ahead of discretionary accounts and funnel-
ing part of the profits into dummy accounts. I bowed out, made a few good
trades, and on October 5, 1987, by pure chance completely cashed out and
returned from Los Angeles to Alabama. On October 19 the market crashed, all
hell broke loose, and my knees trembled when I realized that I had escaped. I
gol so scared that 1 did not do a single trade until 1991. T invested with a friend
in a business and generated a small stream of income.

In 1991 | started dabbling a little, in 1994 | became a little more active,
and from 1995 to 1998, as the market went rip-roaring, I made money. The
more I read and understood economics, the more it seemed to me that it was
an absolute bubble which could not go on. Cash burn rate was an insanity
which I could not buy. I could not understand how companies that were malc-
ing no money were worth more than industrial giants. In 1998 [ started short-
ing, fading the uptrend, and getting burned, but I took small losses and
survived. Occasionally I would catch a downleg and make some money, but
most of the time [ sat out,

In 2000 things started turning around, and I made money through 2002
The only way to stay in this game is not to take big losses. I have two articles
of faith. One—na one can know the future, and so 1 am very skeptical of every
tool. Technicals or fundamentals give us convictions or courage about making
a move, but ultimately it may not work and we must be ready to get out of the
way. Ultimately, the market is about the mind of the masses—and who can
predict them? Two—most people in the market are wrong most of the time.
The theory that the market knows everything and discounts everything
is nonsense. The only time we make money is when we are right ahead of
the market, and if the market was efficient, we would never make money.
If the market was always right, was Amazon really worth $300, and how did
Micro Strategy (MSTR) go from $16 to $333 and then back down to 42 cents?
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[ am really disillusioned with the stock market—it's a fool’s game. The
current values [in 2004] are unsustainable. Those who think they can retire on
their buy-and-hold investments have a foolish dream. The retirement legisla-
tion sends a constant flow of funds into the markets, prices go up, but the
value of money is deteriorating, That is why [ got out of the U.S, dollar and
moved to Europe. The reserve status of the U.S. dollar gives the economy a
ridiculous edge, but it is not sustainable, and eventually the bottom will fall
out. It may happen in a week, in a year, or more. The unfunded pension
liabilities will come home to roost. The stock markel slowly swings between
high and low valuations, and today we are still near the high edge. In 1974
price/earnings ratios went down to single digits, dividend vields came up to
4-5%. The regression to the mean tells me that in the foreseeable future the
trend will be down. Eventually there will be great values to benefit future
generations, but now is not the time to put money into the stock market.

[ have become much more interested in commodities. They offer a better
arcna because they are based on something tangible. Wheat can never go down
to zero or run up to a thousand—there is a natural range and you can trade
in it if you are not too leveraged. The thing about commodities, such as gold,
currencies, and crude oil, is that big world trends impact them, maybe not
day to day, but over several months. Commodities are more transparent over
the long term—just take long-term positions and don’t overleverage. My best
traces in recent years were in the euro and gold, as the Fed keeps pumping
liquidity into the system as if we were a Weimar republic.

That’s how I got involved in the markets—Dby accident—and I love it. I've
done high-pressure minute-by-minute trading, but realized that this activity
is for a very robust person in his twenties who has someone guiding him. Now
I want to spend 90% of my time thinking and studying and 10% in front of
the monitor.

Rather than show his current commodity trades, Sohail presented several trades he had
completed prior to his self-imposed moratorium on stock trading. Both trades had been
done using options rather than underlying stocks, perhaps reflecting Sohail’s increasingly
hectic attitude just prior Lo his self-imposed moratorium. He arrived in Sicily with his bro-
kt:ra'lgc statements but without a computer, and we used locally available MetaStock to
reproduce the charts that he would have normally plotted in QCharts.

Solail was born in Lahore, Pakistan, but his family moved (o the United Kingdon when he was a
very voung man, and Ie earned s degree from an Amierican nniversity. He reminisees: My father
was a very educated man, a professor of medicine, an Anglophile. Where I grew up, people like
him were called bax ar sahib—their roots were local but their living was Western, the men-
tality was Western. | had no religious schooling, no indoctrination. I do not understand how
the fundamentalists could take over that region. I remember being taken to Kabul in the
1970s, and there were bars, nighiclubs, girls wore miniskirts. Qur family Ieft tomove away from
fundamentalism.

LONG WAY
FROM HOME
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TRADE 1
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SOHAIL'S ENTRY

SPXET

No one can know the future, but a sharp decline gives a good indication that a bounce is
coming—you push the spring and it is likely to recoil. On March 10, 2003, a very signif-
icant thing happened—rthe market went down, S&P lost 21 points, Dow 172 points, but
the volume on the NYSE was relatively low, and fully 90% of that was downside volume.

At the same time, there was a spike in New Lows—there were 248 of them against only
70 New Highs. Also on that day the Nikkei reached its 23-year low, the European markets
were down, When markets reach extremes, they tend to snap back. I had been waiting for
a run-up and was ready to catch it

e The thing that prompted me to enter was that though it was a significant downside
e g p I
] ——_ day, there was no energy in the downmove. It was a warning that there was to be
o a snap-back rally, a temporary bottom. [ made the decision to go long
W after market hours. [ usually get up at 4 am to do my market work
Yy gelup ¥
‘::g:l\ N\ and plan trades for the day ahead.
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Lower pane:  MACD Lines and MACD-Histogram (12-26-9)

THREE TRADING
RULES

Solail says: 1 am sure you've heard the three main rules for buying real estate—location, loca-
tion, and location. Well, there are also the (hree main rules of trading. They are—use stops, use
stops, and use stops. You liave (o profect yourself if you want to survive in the markets.
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Financial Entropy

| have noticed an interesting phenomenon which deserves the
name “Financial Entropy.” After twenty or thirty trades the cash
| had available for trading was slowly diminishing because |
ended up with an increasing number of trade positions which
were neither bad enough nor good enough to sell. They hadn't
reached my stop loss or my sell point for a modest 2 to 5%
profit, They were just going sideways. It is clear that after a
reasonable amount of time | will just have to get rid of this
dead wood to allow me to continue to purchase shares which
offer greater potential. A small group of friends who also use
your techniques have also noticed the same problem. If you
have any criteria to deal with this frustrating problem, we
would be interested in hearing your views. — Trader

Seems to me that it makes sense to put a time stop on your
trades and shoot |lazy puppies after a reasonable interval. Set
a date in advance when you're going to get rid of those which
do not perform! —AE

[ decided to do this trade with options rather than S&P futures. For me, the biggest
plus was that there was a fixed amount of money that could go to zero. The biggest neg-
ative with calls is that time runs against you. Also, spreads are greater in options, but that’s
the cost of doing business. I can afford ta lose the option premium, but with futures I am
afraid of another QOctober *87, especially if | am not watching the market intraday.

The options should have two or three months of life left in them, afterwards the time
decay becomes very severe. At the tail end of an option’s life T want to sell it. I like to buy
options that are in the money. The deeper in the money, the more movement you are likely
to sec in the option relative to the underlying—it will have a higher delta, Still, the S&P
premiums are so high that I would have to allocate much more funds to get deeper into
the maney.

March 11 was another down day—and that’s when I entered, buying slightly in-the-
money calls with two months to go. I put in a limit order and it was filled—I almost always
enter with limit orders. [ also placed a stop-loss five points below my entry. You have to use
slops because you could be wrong and it could be the start of a new downleg.

Will Hais
trade make

ov lose v—mh.ey?
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LIRTARI SN SOHAIL'S EXIT
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The stock market had a good run, more than a month had passed, and the option was
entering a rapid deterioration phase. I knew [ would have to get out soon. Another thing
was beginning to happen—the dollar was showing weakness and 1 thought that would
drag the stock market down.

On Friday, April 11, the stock market was down slightly—the S&P was down three
points, the Dow 18 points. In doing my homework on the weekend, I noticed that the
advance/decline line was negative, and the VIX was confusing; it was slightly down. With
the option well into its deterioration phase, I could not afford to wait; in futures I would
have rolled over. I decided to pull the trigger and I got out on Monday.

TRADE SUMMARY
Long S&P May 800 calls (SPXET) 3/11/2003 @ $41

Sold 4/14/2003 @ $83.50
Profit = $42.50 = $4,250 per contract
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TRADE 1—ENTRY COMMENT

Chapter 4 Sohail Rabbani

The stock market peaked out in 1999-2000 and entered a vicious bear markel. This weekly
chart shows S&P losing nearly half of its value within two years. The decline was
puncluafed by several sharp rallies. Bear market rallies tend to be explosive, fueled by
short-covering rather than by slower and more deliberate buying in the bull markets.
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The Christmas rally in November and December 2003 was accompanied by a record
peak in MACD-Histogram—a sign of bullish strength. Compare the height of the weekly
bars in July and October 2002 with the bars near the right edge. The recent bars are much
shorter, which indicates that a decline no longer evokes such strong emotions: Wealk hold-
ers have already been flushed out and strong holders are sitting tight. This behavior is
indicative of a bottom, but unfortunately the Impulse system does not allow me to put on
a long trade at the right edge. A red bar acts like a censor that says: “Go short or stand
aside.” It forbids buying, but it cannot forbid me from looking at this chart and waiting
for the bars to turn from red to blue, allowing me to buy.

The daily chart (on the following page) confirms the message of the weekly. At the
right edge prices are declining, hugging the lower channel. They seem unable to break
out of it the way they did in February. Also notice the depth of the February MACD-
Histogram bottom and compare it to the current indicator depth. There is no divergence
yet because MACD is still declining, but should the histogram tick up from this level, it will
complete a powerful bullish divergence.
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Divergences of MACD-
ftistogram and prices give
perhaps tHe strongest sig-
nals in technical analysis. n
JSeptember 2001 the S&P
fricd to turn up after pen-
etrating the 1,000 level and
then rallying. Compare e
Height of MACD-Histogram
in November 2001 and March
2002—1His bearisH diver-
dehce gave 4 clear fndica-
tion that the bulls were
running out of steaw and
the downtrend was about
1o resime. Now compare
the depths of the bottoms
of MACD-tistogram in July
and October 2009—~that
bullish divergence clearly
showed that the bears were
becoming weaker and a
rally was coming. The fact
that the Oetober low was

a few points lower put

the icing on the cake. Buy
Hew lows and short new
highs when divergences

are presemt!
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Sokail Had wailed the bot-
tow of an explosive rally,
with Hie lmpulse system
turning green and giving a
buy signal one day later.
That rally swung up from
the botfow, penetrating
the upper channel the fol-
lowing week, Gerald Appel
(Chapter 7) teaches that
when a rally (s strong
chough to blow out of a
channel, it often gives us
a Sccond chance 1o buy,
when prices pull back to
e moving average after
THe breakout. That's what
happened Here in Mareh,
with the second rally to
The upper channel line

in April.
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Sull, at the right edge of the chart, both the EMA and MACD-Histogram are declin-
ing, and the Impulse system is red. It prohibits buying just now, but the picture is rapidly
becoming more and more attractive for the bulls and demands close attention. While wait-
ing, can you identify an earlier massive bearish divergence on this chart, topped off by a
small kangaroo tail?

TRADE 1—EXIT COMMENT
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In April the picture became considerably more ragged. While the breakout in March was
strong and convincing, with prices staying above the channel for several days, in April there
was just a lone spike above the channel, looking suspiciously like a kangaroo tail. It was
accompanied by a divergence of MACD-Histogram, warning of the weakness of the bulls.

At the right edge of the chart, the market is rallying again, bul it feels very weak:
MACD-Histogram is feeble and Force Index is tracing a massive bearish divergence. The
Impulse system is green, prohibiting shorting, but it certainly does not forbid selling. It is
a high time to sell, taking profits on long positions.
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KLAC

This trade violates every trading principle known to man. No sane person would do this.
[ made this trade at the height of my personal crisis, and it shows what happens when a

trader goes mad. When I sat at home doing homework, consulting a chart or two, | -

- . i &5

was mentally somewhere else. I had become sloppy, shooting from the hip to L

regain youth, vigor, and power, not being a professional anymore. It is " Hl[l 5

not the money loss that rankles, it is the loss of discipline. l | E 2

F aw

i - &

[ 47

o 15

I - 45

- Ll

! o
7 o

| Foon
| Al
- L |

r»

n

- 16

o s

- bl

- 13

- iz

- al

o ia

3 e |

T o
1

|
T T T T T
=
foy=3rd

v 57 o e T pals Tz [0 [F 7w [ 78 7 0o h7 f7s v ¢ Pafon Jea]ls [iz e pr b | Tiw 1o w [t T 21 GOl
Detember Taoms [Fernary |utarcn Jaait Ty Hune Trute |

Normally, most of my options trades are multilayered. I buy calls and then sell puts
to cover part of the premium paid for the call. Here 1 went in outright, selling a naked
call because the premium seemed so hefty—I thought the stock was overpriced. Call
Prices were high, out of whack with puts, with high implied volatility. T thought there was Wwill £his
a premium to be taken because some fool wanted to buy a call. I compounded my mis-
take by selling an in-the-money call—those are good for buying but when you sell, you tvade make
are better off going out of the money—selling more time value and less intrinsic value. ov lose w\oney?
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LRVA\s]=R=8 SOHAIL'S EXIT

As KLAC skyrocketed and my position lost more and more money, [ froze like a deer in
headlights. It was not professional behavior, Normally when T trade, I keep daily notes of
what is happening—stock indexes, New High—New Low readings, my feelings. [ stopped
doing that and was just sitting there, wishing and hoping, and not getting the hell out:
“I cannot be wrang; the market is wrong.” Meanwhile the freight train was coming.

Every time there was a slight pullback, I'd go on a power trip: “I am not going to take
a loss; [ am gaoing to get out at a plus.” And then there was a moment of

clearing. The real trader deep inside of me told me it was a total - ®
g P I E!
disaster and I exited. I {l |i| s
September 3 was an upday and the volume E d bl 2
increased; the Nasdaq was up on heavy vol- i F -
ume. The market started surging again F 9
and I realized that if T did not get Eos
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Monetarily it was not such a huge loss, but psychologically and professionally it was
‘ a very bad trade. It was a very humbling experience—something has taken you over, you
‘ violate your own guidelines, something you promised yourself you'd never do. A lesson
in humility needs to be reinforced.
Later that year I decided I needed to take a year off and just clean out my system, be
stress-free, Maybe do some charity work, hold a children’s camp, whatever. My family
and I left the United States and went to live in England.

v TRADE SUMMARY
Short KLAC January 30 calls (KCKAF) 7/28/2003 @ $24.10

Covered 9/4/2003 @ $28.10
Loss = $400 per call
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TRADE 2—ENTRY COMMENT

Sphail is shorting KLAC, or rather, its calls—doing what the Impulse system would pro-
hibit us from doing. There is great emotional pleasure in drawing a line in the sand and
saying, “This is it, the market will not rise any higher, I'll short right here” It is a very
expensive pleasure that very few, if any, traders can afford.
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Mature traders have long ago learned not to forecast but to follow signals from
the markets. This chart shows an uptrend—Dboth moving averages are rising, MACD-
Histogram is rising, the uptrend is in gear. The facts are right here, on this chart—the stock
is going up, and no matter how hearish you [eel, the Impulse system tells you that short-
ing is forbidden.

The daily Impulse on the chart on the following page is also green—no shorting is
allowed. The chart shows a slow and steady uptrend. Prices touch their value zone
between the two EMAs, rally to the upper channel line, decline into the value zone, rally
to the upper channel line, decline to the value zone again .. .. Trading this pattern is like
Boing to a cash machine where a bullish trader {you're allowed only ta buy in an uptrend)
can keep buying at the EMA and selling at the upper channel again and again.

.
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Following the dip in its
uptrend, KIAC regained its

strength and rallicd higher.

Votice a hew pedk fn
MACD-ttistogram tn wmid-
August—it indicated a
great inflow of bulls, call-

ing for higher prices atead.
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Notice how Force Index rises to approximately the same peak level during each rally—
the bulls are maintaining their level of power in cach rally without any divergence. Overall,
this looks like a healthy uptrend. Only a trader looking for an adventure would try to pick
a top here.

TRADE 2—EXIT COMMENT
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KLAC sank a little below value following Sohail's short—he had a chance to take a small
profit but missed it. He is an experienced trader who correctly picked a short-term top—
put then made the mistake of allowing his profit to turn into a loss. It is very important
to move your stop to a break-even level once a trade starts moving in your favor. This is
essential for capital preservation. Without it, you're not likely to become a long-term
winner.

At the right edge of the chart KLAC is becoming a little ragged—TForce Index is trac-
ing a bearish divergence and MACD-Histogram is trending lower despite the fact that
prices had made a new high only three days earlier. The painful result of not covering
your shorts when the covering was good is that you end up throwing in the towel and cov-
ering at a level where you should be thinking of shorting! The mirror image of this occurs
when early bulls do not sell in time—and then end up dumping their position out of
sheer frustration and pain precisely when and where they should be thinking of buying
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SETTING LIMITS

Markets are the least restrictive areas of society; no other area is as free. There are no
dividers on the market highway: You can drive in any direction you like, bump others,
observe no speed limits, and stop and go when you please. With more markets going both
electronic and global, even time limits are removed. You may trade at any time, in any
place, for any reason or lack thereof. Few people are consciously aware of this, but the
feeling of freedom helps pull them into trading. If this freedom has a flip side, it is impul-
sivity and irresponsibility.

We all enter the markets with a practical goal—to make more money than we can get
from bank deposits. Caught in the excitement of trading, most of us quickly lose track of
this good goal and start looking for some private version of fun. The trouble is that you
cannot “have fun” and make money at the same time. Good trading includes many boring
aspects. You know what has to be done, you do it, and rate yourself on how faithfully
you've done what had to be done—Michael Brenke in Chapter 8 offers an eloquent
description of this algorithm.

The average private trader in the United States is a 50-year-old, married, college-
educated male. In a great many cases he is not a happy man. He gets up in the morning,
looks in the mirror, and thinks unhappy thoughts. He looks bacl at his youth and realizes
that professionally he is not anywhere near what he dreamed about in college. The kids are
grown and have their own lives; they talk to him only when they need money. He is tired
of his wife but cannot afford a divorce, He knows that those beautiful models in Playbay
will never be his. The man sighs, gets into his car, and drives to the office. There is not
much joy or excitement there—until he logs into his brokerage account and gives an order
to buy or sell. Suddenly the world is in living color.

The markets go up and down, flooding traders with adrenaline. Of course they would
prefer winning to losing, but even losing provides plenty of kicks, making them feel
excited, connected, and alive. We have to be grateful to Sohail for describing how, after
EEiﬂblishing a track record as a serious successful trader, he threw caution to the wind and
started shooting from the hip, trying to regain the sense of virility and vigor lost after hav-
ing a heart attack. He shows us what happens to a good trader when he starts having a
midlife crisis in the market.

B
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HARD AND
SOFT SIGNS

The time to prepare a lifeboat is before you need it. If you are reading this book on a
relatively non-stressful day, now is the time to draw up a list of rules. Make it short and pin
it to the wall near your trading desk so that you can always sce it. Let me offer you a few
lines as a template, which you may edit and expand to fit your own circumstances. The
purpose of this list is to draw danger lines, to keep you from stumbling into fire zones in
a field that has no safety barriers.

Limits:

I will strictly abserve the 2% and the 6% money management rules.

I will not add to losing positions (unless planned in advance as part of building
a large position).

I will not put on trades against my censorship rules, such as the Impulse system.

1 will not allow a profit of greater than (fill in the blank) to turn into a loss—use
a hard stop to protect gains!

o [ will use staps.
This last point is the hardest, since there are several types of stops:

e A beginning trader must use what I call “hard stops™—placing actual orders with his
or her broker. The trouble with hard stops is that most people put them in obvious
places—below the latest low or above the latest high, where professionals keep hit-
ting them before the market reverses. If you use hard stops, do not place them at
obvious levels but either closer to or farther away from the market.

s A more sophisticated trader may use SafeZone stops. This will allow you to place your
stops outside the general level of market noise and at prices that are not commonly
known.

* “Soft stops™—my favorite method—involves getting out of any trade whose weekly
Impulse System goes against me 15 minutes before that market closes on Friday.

Soft signs are early warnings of a trend change. Hard signs tell that a trend is definitely in force.

Soft signs include diverdences of MACD-Histogram or breakouts to a new low or a new high
with no follow-through. Hard signs include the trend of a moving average on i weekly chart and
a follow-through ol a breakout, as prices accelerate in its direction.

Experienced traders look for soft signs for entering trades, buying bullish divergences of
MACD-Histogram or shorting apparently false upside breakouts. By the time the hard signs are
in, it is often too late to enter a (rade. On one hand, hard signs give a strong message to exit a
trade. Tor example, if T go long afier a soft sign, [ may continue to hold even if that sign disap-
pears, providing other signs remain. On the other hand, if a hard sign, such as a weekly moving
average, is down by the end of the week, 1 will get out of a long trade before the weekend, —AE

Trading is a psychological game, as Sohail makes abundantly clear. He is an active
trader who at his peak more than doubled his account in a year—not with a single lucky
hit but by steady short-term trading. The following year he was in a drawdown. The mar-
ket had not changed—he had! It is to Sohail’s credit that he can say, “Fortunately the dis-
cipline of loss control had prevented my complete wipeout.”

Discipline is essential if you want to survive and win in the markets. Setting some
realistic limits on your trading is a key aspect of discipline; you must decide and spell out
the basic rules of risk control before you plunge into trading. Most importantly, you need
to define your maximum risk level for any single trade and your account as a whole.
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An e-wail from Sohail:
SMALL CANDLE IN A DARK CELLAR

Trading is completely different from investing. In the short term the
markets can do anything—absolutely anything whatsoever, without
any visible rhyme or reason. Short-term price action, for all intents
and purposes, is arbitrary and capricious. Long-term investments
must only be made on the basis of valuation, fundamental analy-
sis, and due diligence. A long-term invesior has to focus vn economic facts. Such con-
siderations have no place in the short-term trader’s lexicon. Only by harmoniously
synchronizing one’s inner being to the mood of the market can one hope ta trade well.
sell-knowledge is critical to trading success.

To follow up on the three M’s of successful trading, 1 thought of three psychological
factors that can make or break a trader. 1 call them the three C's—concentration, clarity,
and confidence. You must keep your head clear of emotional and intellectual clutter in
order to trade at a sustainable pace. Most successful traders agree that this is not easy to
do, even with years of experience. All of us face the challenge of controlling emotions
and overcoming personal biases. It is difficult to prevent one area of life from influenc-
ing another. An upheaval in your personal life can create emotional clutter that plays
havoc with your decision making and turns perfectly good market opportunities into
trading fiascos.

You need to be rational and well-informed, but pﬂrnd(]xicu!ly, being rational and
knowledgeable can also be a trader’s downfall. If you become dogmatic about your ration-
ality and knowledge and oblivious to the prevailing mass sentiments, the outcome can be
disastrous, John Maynard Keynes warned that the markets can afford to remain irrational
longer than any rational investor can remain solvent while fighting irrational markets. A
cursory scan of the historical charts shows that the madness of crowds often trumps sound
fundamental judgment.

Charts filter out a lot of clutter and prevent information overload. 1 like to study them
to get a general feel for the mood of the crowds in the immediate past. Charts can help a
trader concentrate, provide clarity of vision, and give him confidence in his action. Yet,
unfortunately, charts alone have never worked for me.

The problem I have with my chartist friends is that many of them take chart reading
way too seriously. They think it enables them to predict the future, but that goes against
one of the two axioms I hold supreme.

The first is that no one can know the future. | believe that not only no one knows the
future, but no one car know the future and reliably predict tomorrow’s market action, This
excludes illegal, insider, or privileged information. An unscrupulous Fed governor’s mis-
ress, for instance, could make a killing trading interest rate futures,

My second axiom is that most people are wrong most of the time. To learn from the
multitudes, you have ta see through their follies and position yourself on the other side of
the trade. Someone asked Socrates where he got his wisdom, and he replied that he learned
from the fools. This is the basis of the contrarian view. Going with the crowd, as one does
in momentum day-trading, leads to mediocre results at best and more often to losses. Yet,
there is a serious downside to the contrarian approach. Taking a contrary position too
early, even against the most absurd folly—such as shorting a dot-com at a thousand times
earnings—can get you trampled by the stampeding herd. It is said that the graveyards of
Wall Strect are filled with traders who were correct, but too early. The proverbial early bird
may find the worm, but the late worm will get away from that bird.
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The charts show us past market action. The chart reader takes a leap of faith and
assumes that the recent action will continue into the near future. No matter how sophisli-
cated your analysis, the fact remains that this is not a science. It is ultim ately a leap of faith.
No quantitative technique, mathematical model, wave theory, or technical analysis can
reliably predict tomorrow's market action. Nor can one trade on fundamentals. Valuations
and fundamentals do not have any bearing on the near-term price fluctuations of a stock
or a commodity. With every price prediction technique comes the warning: caveat emptor.

Near-term price fluctuations reflect the cacophony of collective perceptions and emo-
tions, such as greed, fear, hope, and faith, It is a live auction where the adrenaline rush is
the currency of the moment. Each transaction represents a momentary COnsensus between
a buyer and a seller. If one could know what all the other participants wanted, one could
reliably predict price action. The market is a price discovery mechanism. A shorl-term
trader is essentially playing a guessing game, trying to decipher what all the other guessers
are guessing.

Is there any point in fundamental, technical, or sentiment analysis, or is trading like a
random roll of the dice? A new trader is like someone who enters a dark cellar for the first
lime. Without any guidance, he will grope around in the dark and may stumble into whal
he is looking for. On the other hand, the trader who is armed with a good analytical tool
enters that cellar with a small candle. He can discern the general layout of the room, even
though the dim light does not reveal all the details. Some of what he sees may actually be
illusions caused by the flickering candle and the long shadows. Despite these limitations, ¢
trader is more likely to find his way through the cellar with a small candle than with noth-
ing. However, if he places too much faith in the candlelight, the distortions caused by the
flickering flame may lead him to misinterpret what he sees and lead to financial disaster.

A game of chance, such as roulette, is quite different from a game of blackjack, ir
which skill makes a difference. The outcome of the former is determined entirely by fate
while the outcome of the latter involves an element of choice. The essential difference
Dbetween them is that the player can manage risk when skill is involved. Chance is inheren
in trading the markets, but traders’ choices make the difference.

Trading is perhaps the most difficult way to make a living. A trader’s life is the life o
a ronin: the independent warrior of feudal Japan who did not have the protection of a lieg,
lord. Under a lord’s protection, his comrade the sanurai could practice his art carefree. Thi
ronin had no such luxury and had to rely on his own resources. To be a successful trader
one needs a sufficient financial cushion to see one through the lean times. Without such
cushion, the individual whose sole livelihood is trading lives a very precarious life, like :
barracuda in shark-infested waters. Each day the barracuda sets out not knowing whethe
it will get dinner or become dinner.

Most people who make a consistent living from the markets do so either under th
umbrella of an institution or on the backs of other people’s money. Fund managers, ana
lysts, market gurus, and broker-dealers all fall into one of these two categories. They eithe
sell something or charge commissions or fees for services to other market participants
Many of them are also traders in their own right, but their bread and butter does no
depend exclusively on their trading.

Trading is not a science, and not a craft either. If anything, it is an art, and like an
other art, trying to capture its essence will defy all attempts at programming or system
atizing. There are people with an intuitive gift for the subtle art of trading, so nimble th
they can gracefully dance their way through the snake pits of the market without gettin
bitten. Sadly, most mortals are not so gifted. Winning or losing over time, therefore, strict]
depends on a disciplined approach to money management and loss control. Without i
if one lives by the sword, one dies by the sword.
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An individual trader has one great advantage over the institutional one—he may sit
back and de nothing. The ability to wait and take no action until market conditions are
suitable for your trading style is perhaps the most important risk control measure. There
are market conditions you can, and others you cannot, trade with confidence. You need
to know your weaknesses as well as your strengths. Holding your fire and keeping your
powder dry are critical disciplines that can make a life or death difference in a trader’s
career. This discipline, more than any other, has kept me alive in dangerous times. Dr.
Elder quotes a mentor of his who used to say that the best trades went right from the very
beginning. The trades that go underwater should be quickly abandoned. One should
expect about half the trades taken to end up as losses, but as long as these losses remain
small, they are tolerable

In real estate they say that only three factors determine success: location, location, and
location. Likewise, in trading there are also three factors that determine success: loss con-
trol, loss control, and loss control. To prevent a major loss, you must be willing to embrace
minor losses and lots of them.

What is a little loss and how often can one take it? Old Nick, a manager at Drexel
Burnham back in the 19805, used to describe his traders as either elephant hunters or rab-
bit hunters. The elephant hunter, old Nick used to say, mostly returns empty-handed and
his children often go hungry. The rabbit hunter, he said, feeds his family three square meals
regularly. Occasionally, when the elephant hunter makes a kill, it is a feast for the entire vil-
lage. But in the long run, it’s the rabbit hunter who stands a better chance of success.
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CHAPTER 5

RAY TESTA JR.

DEVELOPING A CONSISTENT APPROACH

here were two brothers in our Caribbean Traders’ Camp in February 2004, Ray

and Bryan were in their early 30s, but both looked so much younger than their
ages that [ teased them and called them juvenile delinquents. In fact, both were mature
beyond their years. They traded and worked in the family business; both were raising
young kids.

Their wives wanted to come to St. Maarten with them—a Caribbean beach feels a lot
more appealing in February than a suburb of Pittsburgh—but both brothers left their
J young wives at home. This was not a vacation, they said. They came to the Camp to study,
and wanted no distractions. They called home several times each day, but spent all their
free time with other traders. That set them apart from many older traders who were chauf-
feuring their wives while Ray and Bryan were doing their Camp homework.

l-). Campers often bring up their favorite stocks in class, and Ray wanted us to evaluate

GT. I declared it the most interesting stock pick of the Camp, and traded it after returning
home. It became one of my most profitable trades of 2004. When I began to offer remote
; access to our monthly campers’ meetings in Manhattan, Ray immediately signed up and
I always paid attention to any stocks he brought up.

Ray flew to New York with his laptop and a stack of brokerage statements. T put him
up in my guest bedroom, and he went out for a bit of sightseeing—he had never been in
the city before. He made full use of my wireless Internet, repeatedly checking his stocks
and sending e-mails regarding his business.

I am the youngest of four children; I have a sister and two brothers. We
all work together; we have a family busincss that does contracting work for
utility companies. We read, install, and maintain gas and electric meters. My
father, who is now retired, began with a local utility company and left to start
the business in 1984, Working closely with him was a wonderful experience; he
was the ultimate mentor. We are all active in the markets, but I am the most
interested in trading.

I graduated from Ohio University in 1995, went to work, and shortly
afterwards opened a brokerage account. Making money in the market from
1995 to 2000 was pretty easy, We read Valire Line and did some momentum
investing—"the Dogs of the Dow,” “the Foolish Four”"—that sort of thing. We
were buying names, never looked at charts, and didn't know anything about
technical analysis. Vialie Line was giving us pretty good stocks—Qualcomm,
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Texas Instruments. It was great until the market peaked and crashed. We
got hurt like everyone else; after suffering through the bear market, [ decided
I was not going to give up. I was going to learn from my mistakes. Had |
known then a fraction of what I know now, I could have done something as
simple as selling my positions when the 50-day moving average crossed below
the 200-day average and I would have been hugely better off.

We thought of using a full-service broker and spoke to a few of them. Most
used mutual funds. Well, I can read Morningstar just as well as they and find the
best performing funds without paying one percent of equity. The more I
learned about the markets, the more 1 liked the idea of trading for mysell.
That’s why I attended the Traders’ Camp.

When you start studying, you see that it is not out of the realm of possi-
bilities that the market could go sideways for the next 20 years. If [ were a
strictly buy-and-hold investor, that means by the time I reached my early
fifties my savings would not have appreciated very much—unless I learned to
trade and take advantage of swings.

My greatest advantages are my age and the fact that I continue to learn.
Like that trader you quoted in Trading for a Living—"Tf T get half a percent
smarter every year, I will be a genius by the time I die.” The stock market fasci-
nates me; | will never lose interest in trading. I love the opportunity to trade for
a living, to set my own schedule, and take control of my future. Did you read
Rich Dad, Poor Dad? There are a few ways to really get ahead—real estate, busi-
ness, or paper assets. Kiyosaki says that in addition to your regular job, you need
to educate yourself and pursue opportunities in one of those asset classes.
chose paper assets. | am not afraid of the extra work. I probably work harder at
trading in my spare time than some people do at their regular full-time jobs.
1 do it so my family will be financially secure and 1 will be able to retire ea rly.

The bull market crash left me with a bitter taste. When the market started
to rise again last year, it was difficult to pull the trigger—Dbasically out of inex-
perience. The most frustrating thing was that last year, in 2003, everyone made
money. Still, people who haven't learned their lessons from the bear market
will not hold onto their gains.

The hardest thing this past year was to develop a consistent approach. There
are many different ways to trade—you can buy pullbacks or you can buy break-
outs, when a stock takes out its previous high. Both methods make a lot of sense,
but they are completely different. You have to settle on the one that works for you.

The most success 1 had this year was buying down and selling up. When I
look at stocks that are making new highs, I do not know where to get into
them. Instead T wait for prices to pull back to value on the weeklies—wait for
the industry group to go blue on the Impulse System, then pick the stock with
the most convincing bottom on the daily chart—a triple battom or a diver-
gence. The year 2004 was a very hard year to trade, with no sustainable trends
and many false starts. If you did not enter in time, it was hard to get in later,
but if you got in toa early, you got whipsawed.

You have to choose not only the method, but also what stocks you're going
to monitor. After the Camp, | started doing regular homework—TI took stocks
in Nasdaq 100 and began to track only those industry groups that contained
at least one Nasdaq 100 stock.

The list came to 51 groups out of 239 in TC2005. Most of them are high-
tech, and I sometimes wonder whether that is diverse enough. The goal is to
track enough without tracking too many. The added advantage of my choice
is that if you track Nasdag 100, you can trade QQQQs.
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TRADE 1

RAY’S EXIT

Loss = $1.61 per share
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This was one of those great trades where it did not take too long to feel the pain—just onc
or two trading days. Two days after the entry, it was clear that the market did not confirm
my opinion.

When 1 entered short, the weekly chart wasn't great, but the daily looked interesting
The main reason I took the trade was the divergence in March. 1 expected further weak-
ness in the stock. I read things into the chart because of the divergence and the head-and
shoulders top. I had missed the opportunity to short in early March and then decided t
create an opportunity when it was not really there.

TRADE SUMMARY

I Short BSX 3/31/2004 @ $42.59
I Covered 4/02/2004 @ $44.20
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Chapter 5 Ray Testa Jr.

As I do a post-mortem on this trade, [ see that my problem was that I did not trade in
the direction of the industry group. I realize in hindsight that [ did not check how the
group had ticked up even though its Impulse system was still blue.

This is where I've had much success lately—watching industry groups and not indi-

vidual stocks. I should not have traded against the group’s momentum.

TRADE 1—ENTRY COMMENT

The weekly chart shows a long and steady bull market that took BSX from below $10 to
above §40. Both EMAs keep rising; prices keep returning to the value zone between the
two lines every few months, then pull up again. The trend is up, and it is easier to trade
in the direction of the rising tide. Still, the Impulse system had turned blue several weeks
carlier, as weekly MACD-Histogram began to decline; this signal means that we are

allowed to

short.
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The daily chart shows a persistent rally that had come to an end in March. You
can see a bearish divergence between the February and March tops in prices and
MACD-Histogram—in early March BSX shot up to a new record high above $44, while
MACD-Histogram had traced a much more shallow top than it did in February. The
resulting decline drove BSX towards $39, over 10% below its peak. A new rally had emerged
from there, taking the stock up toward $44 before it ran out of steam, with the Impulse sys-
tem turning blue.

s I
1:“[ le{ fll' l L i o ol
I-ﬂ.lih-ll L ; .'-:f__
T i
o i N g [
e B e
T - ""~-.,:r-e_.ai'ﬁ’.::.!lll|lIIHﬁ:._.‘._“* 0 \ i
L S e e e
|
b i
I\A 20mA

WMM“U s

[

- w“wl\vh A,.f\/\vﬁm N ﬂ\/

|7 Dt (1]

—



Chapter 5 Ray Testa Jr. 91

At the right edge of the chart, we see a legitimate short trade—but not an especially
attractive one. The Impulse system is blue, permitting shorting, but there is no current
bearish divergence of MACD-Histogram and prices are pretty far from the upper channel
line where the best shorting is done. The trade feels like a bit of a stretch. The best
trades jump at you from the chart, grab you by the face, and scream: “Here [ am, take me!”
That's certainly not the case with BSX. The market presents such a wealth of opportuni-
ties that you are better off waiting for the best ones rather than stretching for the ques-

tionable ones.

TRADE 1—EXIT COMMENT
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Ray deserves praise for his exit from this trade. The entry looked fairly typical for an eager
young trader who reaches a bit too far to find a trade. At the exit, however, Ray acted with
the speed and resolve of the pro he hopes to become—he did not waste any time before
fldm[ltl'l]g his error and getting out. He reminded me of what Bucky had said during my
Interview with Fred Schutzman (Chapter 2): “The most satisfying feeling I have in trading
is losing money for the right reasons. When you lose money for the right reasons, you will
h%': avery successful trader in the long run, because you will be taking smaller losses which
will enable you to be around for the big trends.”

_ At the right edge of the chart, the Impulse system has turned green again, MACD-
H:stc_:gram is rising to a new high for the move, and the rally in Force Index is canceling a
bearish divergence. Everything is in gear to the upside, and there is no reason to hang
dround in a short position. Ray is correct in cutting his loss and preserving capital for
nother (rade,
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AMZN

The weekly bars are coming down into an area of support. AMZN had pierced the sup-
port line earlier in 2004, then rallied, but now is coming back down. MACD is making a
smaller bottom on the current decline, the last weekly bar has turned blue.
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Chapter 5 Ray Testa Jr.

The industry group is in the same situation as AMZN. It is in an uptrend; prices on
the weekly charts had pulled back into the sweet zone and ticked up. The Impulse System
is the best tool for any beginner, for any trader—it keeps you oul of so much trouble, espe-
cially if you're buying rebounds. Here it is go time!
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The daily chart is the most interesting to me, even though I follow Triple Screen and
always start with the weekly. You have a lot more success if you do that. Back at the end of
March I watched AMZN at support but did not trade it. This stock was not on my radar
then—I just saw it flipping through charts. The market jumped in late March, and I missed
the trade but continued to watch the stock. It came down in May and hit almost the
same area, around $40. There was a big fal bottom of MACD, and because of that, 1 was
not too interested. I kept it on my radar, and nine days later it came down to the same
area and bounced off that support again. The dailies turned blue, the weeklies were blue,
and the industry group was blue. The TSV had a little notch. I took this trade at the level
of support—it did not want to go below 40.

Wwill Hais
tvade make

ov lose money?
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| 1 set my original target at 47.50—it was the area of the top of the previous rally. I sold ital
| 47.64, near the high of the day because it had reached my target. In hindsight, it was nots
great target—Dbut a reasonable one.
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TRADE SUMMARY M3 ' i i =
Long AMZN 5/24/2004 @ $41.70 R - f%__;’_\_
Solt 5/27/2004 @ $47.64 vV D‘/W\L[fwwi G”“" | +
Profit = $5.94 per share




It is not often that I pick a stock that makes 5.5 points in three trading days, If [ were
Joing this trade today, I would not have sold while the daily MACD-Histogram was rising.
1 would have waited until it ticked down—simply following the daily Impulse System.

Latn:]y, 1 have been ]cmking for the charts that have sold down and have the
most convincing bottoms in the area of support—a double botton, a triple bottom, or a
tiny bottom with MACD-Histogram making a bullish divergence.

This system was first described in Trading for a Living. 1ts key principle is to analyze any mar-
kel or any stock in more than one timeframe. Whatever charts you like to trade, you may not
look at them until you have first analyzed a charl one order of magnitude longer and made your
stralegic decision there_ 11, for example, you like to trade daily charts, you may nol laok at them
until you have studied the weekly charts and used them to make a decision to go long or short,
Once you have made a strategic decision on the weeklies, return to the daily charts to make a
tactical decision—where to enter and where to sel a stop-loss and a profif targef. —AE

TRADE 2—ENTRY COMMENT
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The chart shows the long slow recovery of Amazon, one of the leaders of the 1990s bull
market, from its bear market low, After crawling out of the doghouse below $10, it climbed
up all the way to $60 before serious profit-taking drove it down to $40. Notice a kangaroo
tail poking below $40 in March 2004; it was followed by a sharp short-covering rally and
another slow grinding decline towards $40, Compare the speed of the rally with the slow-
Ness of the decline—this stock clearly does not want to go down.

- .
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TRIPLE SCREEN
TRADING SYSTEM

At the right edge of the
weekly chart, the bars Had
SHortened, indicating

Hat lower prices are not
attracting public particip-
atien and tHe decline 1s
running out of steam. MACD-
Histogram is bottoming out
at a wmuch Higher level than
in March. THis is not a true
divergence because the
mdicator never crossed
above the centerline
between the two bottows.
Such clear divergences are
rdrely seen on the weekly
charts. Still, the current
patiern tells us that bears
are weaker today tHan they
were in March 2004 —an
important factor te keep in
wind when deciding whether
10 4o (ong or Short. AT the
right cdac of the weekly
chart, lmpulse had turned
frow red to blue, removing
a prohibition against buying.
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THere it a very attractive
bullish factor: The [ow on
May 10 was at 40.57, whilc
the low o May 21 reached
down 70 40.55=Twe Ticks
fower. You do not Have 1o
be an insider to know that
all amateurs who went long
between these two dates
put their stops *a tick or
two below THe previous
low." As so offen Happens,
they were taken out at the
tecond bottom—~such false
breakouts transfer sTOCKS
frow weak Molders into
strong Mands and clear the
wdy for a rally.

The pattern of MACD-Histogram on the daily chart is similar to that on the weekly.
There is no clear divergence, as MACD never crossed into positive territory between its
bottoms in early and late May. At the same time, the second MACD bottom is more shal-
low, telling us that the bears are becoming weaker, The bars have turned from red to blue,

no longer prohibiting buying.
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Notice a beautiful bullish divergence of Force Index. It shows that the bears are com-
pletely out of breath, and AMZN is falling only out of inertia. At the right edge this stock
has a preponderance of bullish signals; the only fly in the ointment is the lack of a clear
divergence of MACD-Histogram. Many trades look imperfect during an entry; the signals
become crystal clear only in retrospect. An analyst can afford to wait for perfection; 2
trader must put his money on the line in an atmosphere of uncertainty, protecting himself

with good money management.




TRADE 2—EXIT COMMENT
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At the right edge of the chart AMZN closed above its upper channel line. [ believe that
envelopes provide the best short-term targets for profit taking. As Ray looks at his trade in
retrospect, he regrets having left so much on the table—the stock went up several dollars
after he sold. He is both right and wrong.

Hindsight is a 20/20 vision: If we could buy tomorrow’s newspaper, we'd all get in at
the absolute low and sell at the extreme high. Looking out into the uncertain future, it is
impossible to tell for sure whether a stock will rise or fall the following day. This is why tak-
ing profits above a channel line is a perfectly reasonable rhing.

Ray says he should have held until the daily MACD-Histogram had ticked down.
Here it ticked down softly, but it also could have ticked down hard. A stock can reverse
very sharply, wiping out the bulk of profit. If Ray wants to try a different exit technique,
[ would suggest exiting the bulk of the trade with a more conservative technique at the
channel line and holding a small fraction of his position to test something more adven-
turous. If he traded 1,000 shares, he could take profit on 900 shares and hold 100 for a
different type of exit.

All of this has to be properly documented in a Trader’s Diary. Trying something new
once or twice and then forgetting about those tries is not much different from gambling.
Trying repeatedly, while keeping good records and comparing two methods side by side—
now that will make you a better trader.

Chapter 5 Ray Testa Jr.
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TRADING CHANNELS

The two main types of channels are straight envelopes and standard deviation channels,
often called Bollinger bands. A straight envelope runs parallel to a moving average, while
standard deviation bands expand and contract in response to market volatility. They are
useful primarily for options traders since volatility is a prime factor in option pricing,
When the bands expand, it is a good time to write options, and when they contract, it is
better to buy them. Traders of stocks and [utures are better off with straight envelopes,
which help identify overbought and oversold conditions.

A well-drawn envelope contains approximately 95% of prices on the screen. We want
the envelope to contain the last four or five months of prices on the daily charts, so that
only the most extreme prices penetrate above or below. The market is a manic-depressive
beast: Normalcy is within the channel, mania is above the upper channel line, and depres-
sion below the lower line. Channels help us gauge the mood of the market crowd and trade
against it.

The public tends to follow trends, becoming increasingly bullish as prices rise.
Beginners love to buy upside breakouts, hoping for a runaway move. Occasionally they
turn out to be right, but in the long run, most breakouts are false, which is why profes-
sionals tend to bet against them. When prices slide, the crowd becomes increasingly bear-
ish. When people see a downside breakout, they tend to dump their holdings, and
professionals buy from them at a discount, knowing that most downside breakouts are
false. Envelopes help us identify the areas where the crowd becomes depressed or manic—
and bet against it.

Neither envelopes nor any other single indicator can be used as an automatic trading
tool. In a powerful uptrend, prices can cling to the upper channel line for a long time, and
in a powerful downtrend, they can stay below the lower channel line. We need to combine
envelopes with other tools to recognize the best trading signals—for example, an envelope
breakout accompanied by an MACD divergence (see a bearish divergence in AMZN in
mid-April 2004). These words of caution apply first and foremost to entries; taking prof-
its at the channel line is almost always a good idea. Ray’s exit from AMZN shows that he is
on his way to becoming a pro, as he sclls the upside breakout.

Channels are better tools for setting profit targets than support and resistance lines.
Professional traders look for uncommon tools. Everyone knows about support and resist-
ance, since marking them requires nothing more than a pencil and a ruler. Channels, on
the other hand, require a degree of computer sophistication and an investment in time.
They are less obvious on the charts.

Envelopes, like many other indicators, provide both positive and negative signals.
When you buy inside an envelope and sell when prices hit the upper channel line, you
know that you're ahead of the market crowd. You bought while the crowd was asleep and
sold when it woke up—that is a positive signal. A negative signal is a warning not to buy
above the upper channel line or to go short below the lower channel line. These messages
help prevent the worst of the “greater fool theory” trades. Envelopes provide the best short-
term targets for profit taking and very useful warnings—Ray would be well advised to add
them 1o his charts.
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An e-wail from Ray:
MY TRADING PLAN CONTINUES TO EVOLVE

At the time of the interview 1 was focusing on short-term trading.
This year, other business commitments and increased persenal
demands on my time started putting pressure on this approach.
I decided to divide my capital into three baskets and add two new
strategies—one that I could manage mechanically, and another that
I could approach using a longer time frame,

My long-term strategy is simple: to get exposure to the strongest stocks in the
strongest groups. As I write this in the middle of 2005, the stock market is basically lat for
the year. At the same time, many industry groups are up 25 to 40 percent. As long as we are
pot in a bear market, I'm content to hold stocks in leading industries, using trailing stops
to protect profits. Additionally, I use options or direct index shorts to hedge my portfolio
when necessary. Industry graups perform well because their underlying fundamentals are
slow to change. It is casy to identify the strongest groups, The key is to monitor them and
wait for a proper buying oppartunity: a pullback to value on a weekly chart.

Alex said during one of our monthly campers’ meelings that if you woke up every
morning and your account was positioned in the same direction as the 26-week moving
average, you wouldn't do too badly. I decided to add a trend-following compenent to my
trading, after studying several charts similar to this one of the S&P.

I backtested trend-
following systems using

SPY ; s different moving aver-
“\ (e ages. The results varied,
= e 154
~ 5 11038 but the returns were far
\ / 10553 a
1 Y 10050 superior to the buy-and-
G647
i 1 o 9233 hold approach touted by
15 ga.18 .
#aa Wall Street. My system is
BO.61 .
simple. 1 use a crossover
o B i = [

of fairly short-term expo-
nential moving averages
to generate trading sig-
f nals, both long and short.
Although this strategy

does not catch tops or

bottoms, it has you staying with the trend. Entering and exiting trades results in constant
errors in judgment; you always think that you could have done better. It is nice to have a
portion of your capital managed mechanically. When the EMA changes direction, it keeps
you out of trouble and ahead of the market averages.

I still devote a substantial percentage of my capital to shart-term trading. I have mod-
ified the methods I learned at the Trader’s Camp and added a few of my own. Applying a
top-down approach, I first study the markets, then industry groups, and finally individual
stocks. Most of my trading picks come from completing my weekly Impulse system home-
work. I try to run my basket of stocks like a hedge fund, keeping a balance of long and
short positions. My short-term trading performance has improved since I have expanded
my trading plan. By utilizing these additional strategies, I have become a more patient
trader. With plenty of capital already at risk, I find it much easier to wait for a perfect setup
1o enter a trade than 1o try to force things.

-3
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Name:

Lives:

Previous profession:
Trades:

How long:

Trading account:
Software:

Traders’ Camps:

James (Mike) McMahon

Phoenix, AZ

Engineering manager

Stocks

Since 2000

Small (<$250k)

TC2005, TradeStation, Trader's Governor
New Zealand 2002,

Dominican Republic 2003;

Spike group member




CHAPTER 6

JAMES (MIKE) MCMAHON

A SuccessrFUL ENGINEER HAS A DISADVANTAGE

met Mike in 2002 at our Traders’ Camp in New Zealand. He sat near the back of the

room, taking notes on a laptop. I was waving my fingers in the air, explaining the 2%
and 6% Rules of money management. He came up to me during a break: “You know, those
concepts lend themselves very well to programming.”

The next morning he brought a stack of floppies to our class—that was before USB
devices became popular. Mike announced he had created an Excel spreadsheet to imple-
ment the 2% and 6% Rules for controlling risks and offered anyone in the class a free copy.
The next day he stood up in class and asked for the floppies back. He had been working on
the program the night before, upgraded it, and was offering the new file to all campers, but
was running out of floppies. The group loved him.

At the end of our Camp I suggested to Mike that he write a commercial-quality pro-
gram, complete with a manual. He wanted to do it in partnership with me and we shook
hands on our deal. For the past three years he has been producing better and better ver-
sions of risk management software, moving forward in his quiet and dogged way. Our cur-
rent Trader's Governor has over 20,000 lines of computer code and delivers an unheard-of
level of control into the hands of private traders.

I enjoy working with Mike and appreciate his thoroughness, focus, and unflappable
good humor. We run into each other several times each year and always share a meal,
even though I like a glass or two of wine with dinner, while Mike, a devout Baptist, never
touches the stuff. We usually talk about money management, but [ became interested in his
views on trading and sent him an invitation to participate in this project. Mike wrote back:

I"m extremely honored to be considered for the book—although I'm not sure
I qualify to be a member of the group. I do not consider myself to be trading
r professionally yet, although I am trading seriously.

[ think the benefits of my experience are not so much in the area of trad-
ing tips, tricks, and methods but rather in overcoming some of the obstacles
to successful trading. | am convinced that having been a highly successful
computer engineer has been a disadvantage to my trading rather than an
advantage. It is a difficult task to quit thinking like an engineer after so many
r years of positive reinforcement.
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We met at a Traders’ Expo in Las Vegas where I taught a day-long class and Mike stepped
into my room as a guest speaker to deliver a crisp PowerPoint presentation on risk control.
Generous as ever, he offered to e-mail his entire presentation to the members of the class,
Later that night we shared a meal, and continued our conversation the following day.

[n my previous career as a computer engineer and manager for an oil company
in the Middle East, I had built great confidence in my ability to do analysis and
derive solutions that work. Then [ approached the markets, did great analysis,
but the solution often did not work. One cannot fix the chaos of the markets.
Being right is everything in an engineering job, but in the market you need a
method that works more often than not in producing winning trades.

In trading it is possible to have a process or a method that works maybe
3 out of 10 times, and with good money management you can make it prof-
itable. Just let your winners run and cut your losers short. In almost every
other endeavor in life, that would be an unthinkable proposition. One thing |
did in my previous career was process control—computers take measurements
from the field and send out signals to control temperature, flow, and pressure
at an oil refinery. If I approached my boss and said, “We'll control the plant so
that three times out of ten it will work very well, but seven rimes it won't work,”
he would not have been happy. But in trading that might work very well.

A beginner trying to find the right method goes to seminars, starts trad-
ing, but when you look at his trades, is he winning or losing as a result of the
method? He may apply the rules and trade correctly sometimes, but not at
other times. If that is the case, looking at the results of a trade is inconclusive.
The results are meaningful only if you apply your methods rigorously. If you
stretch because you're hot to trade, you taint the quality of your results. The
less experienced a trader, the less defined his method.

To define a method takes a good number of trades—10 is not meaning-
ful, 100 is good. A trader often jumps to another method before he gets num-
bers where they should be. A private trader without good education or
discipline and poor record-keeping does not know whether his method is
good. “T am making money, so | know what’s right.” In the nineties people
were making profitable trades for the wrong reasons. All stocks went up, but if
a stock went down, they did not worry about stops because the stocks always
returned and roared up. They were winning even though the quality of their
trading was poor. Then the year 2000 rolled along.

All my life I've been confident | could do complex analysis and develop
working solutions. If a solution worked, it was correct. In the market it is
different. Some trades are winners but not because analysis is correct. Other
trades fit the entry criteria very well but turn out to be losers. Winning or
losing in any single trade has nothing to do with the quality or viabilily of the
strategy. Looking at my diary entries reinforced this for me. There were some
winning trades where | deviated from my criteria and which did not deserve
to be winners. There were losing trades where I did everything right, but the
market moved against me, Trading is not about “Am I right or am I wrong?”
but about “Did I apply my methods correctly?”

[ have met a lot of people who are in a similar situation—very strong
technical people, programmers, great analytical persons who enter the chaos
of the markets and are unable to produce answers. Casual investors got badly
burned in 2001-2002. You've got to have some kind of strategy for the down-
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side; you cannot be holding in the midst of a bear market. I you followed the
simple strategy of getting out when a complete bar moved below its 200-day
moving average, then around September 2000 you would have sold out and
stayed in cash until April 2003.

When 1 left Saudi Arabia in July 2000, I had my 401k and an IRA; I had
invested only in mutual funds before. Peaple kept saying that the stock market
was going crazy and it was the time to get involved. The idea ol not having to
work 9 to 5 felt attractive; I thought I could trade part-time and make a lot of
money—sounds familiar, right? A friend was involved with Wade Cook, and |
went to his conference but started getting disillusioned with his thing right
away. There was that feeling of forced joy and the purpose was to show you
how little you knew. They'd teach you 30 strategies in three days until you said,
“Wow, this is really complex, I need to sign up for three mare workshops.” One
of the instructors handed out a reading list, and I picked up Trading for a
Living. 1 said, this guy makes a lot of sense and he is opposed to everything
Wade Cook says.

And that's how 1 came to my first Traders’ Camp. In my first career I
developed the mindset that T was going to be right always or almost always, but
when I got into trading, I knew I had to change that. T still have not completely
made the breakthrough to reach that way of thinking, but I am applying good
money management until I get there. That fellow in your class yesterday
brought up a question about being confident and you said you could never be
confident. This is a psychological change that is hard to achieve for most peo-
ple who come from other fields.

When you propose to people at a conference or on a message board, “Let’s
talk about our ‘trading demons, " not one person responds, no one wants Lo
handle that. They'd rather talk of gold prices, or divergences, or brokers. I have
often thought that I could be a more successful trader if I had a robot enter-
ing and executing for me. You know, like in Isaac Asimov’s book I, Robot. The
first law is that a robot cannot harm a human by its action or inaction. I could
see myself getting emotional during the trading day and giving the robot
instructions to place or cancel an order and he'd say, “No, T cannot allow you
to come to harm; [ have to execute the plan.”

A fellow raised his land in my class where Mike hid appeared as a guest speaker. He wanted to
know how to reach the degree of expertise at which he could approach trading with a great feel-
ing of confidence. “That is not likely to ever happen,” I said. “There is always a feeling of uncer:
tainty in working on the edge. If you feel certain about a project or a trade that you're getting
into, it is probably going to be a loser.” —AE

It is a very different thing looking at the game from the outside or with
the experience of having been in it. Like that joke—two fellows go fishing in a
canoe and one of them throws a stick of dynamite overboard—boom!—all
kinds of stunned fish float to the surface. His friend says, “Are you crazy? This
is 50 illegal”” And the first guy takes another stick of dynamite, lights it up,
hands it to his friend, and says, “You gonna talk or you gonna fish?”

CONFIDENCE AND
UNCERTAINTY
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TRADE 1

At the right edge of the
chart, the Impulse system
has stopped being red and
turned blue, permitting
buying. Stochastics are
oversold and crossing up.
MACD-Histogram has
stopped declining and
ticked up.

In trolling for trades, | start with TC2005 where I have two EasyScans.
First, I look for stocks that have reached a new 52-weel high during the past
30 trading days. They have to be priced over $10 and have volume in the top
25% of all stacks. Today, for example, we have 613 stocks on this new high list,
and I sort them from the highest price down. I take a quick look at every
weekly chart and, if they’re interesting, glance at the daily. Most of them
are up, stretching the rubber band. I am looking for shorting opportunities—
for those that are overstretched and starting to roll over—and flag the ones [
like for deeper study.

I tend to find more candidates mid-list, rather than at the top or the bot-
tom of the list. T create and date a new text file and copy flagged symbols into
it. Then I do the same for new lows—Ilooking for buys, looking at the lowest
prices. | export their symbols to a text file, such as “shorts for 11/22%and put it
into my TradeStation folder. Once I get the stocks into TradeStation, I go
through my regular screens—weekly, daily, and intraday. Here [ start seriously
looking for trades. Sometimes 1 find crossovers—potential longs on shorts
lists and vice versa. | work with each list for a week or two, and after that, [ start
throwing old files out.

MIKE'S ENTRY
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GNCMA

The Impulse system has changed from red to blue to green. MACD-Histogram is rising and has just
crossed above zero. Stochastics are rising and have just crossed above their oversold line. The stock
fell to its 52-week low, but instead of following through on that decline, it reversed and started to
rise. Prices are in the sweet zone between the two moving averages.

The second day of a bullish
1] trend in prices confirms the
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Lzl MIKE'S EXIT
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THE BOSS WANTS
TO SEE THE NUMBERS

After 11 trading days, it didn't look like this stock was going anywhere. MACD began to
fall and Stochastic crossed below its oversold line.

Mike says: Yesterday a fellow asked you in class what was a common psychological trait among
winning traders, and you answered: “eccentricity.” I figure I've got all the head knowledge 1 need
to have—now I need to make a psychological change from a conservative, straightforward engi-
neer to an eccentric, logical trader. 1 have a passion for trading. In every endeavor of my career
I've been successful in overcoming obstacles and meeting challenges—there is great satisfaction
in this. T like the Mexibility of the lifestyle, being able to trade from anywhere in the world, any
hour, but at times | miss the sociability of the office. Trading by yourself—there is some loneli-
ness there.

Warking on Trader's Governor has given me a tremendous apprecia-
tion for the value of record-keeping. Private traders can feel they are doing

TRADE SUMMARY

Long GNCMA 6/8/2004 @ $8.10
Sold 6/23/2004 @ $6.04

Loss = $(0.06) per share
Channel 9.38-7.01 :
Lost 8.7% of the channel for a D trade

OK and not face up to their real performance. Having the Governor forees
me to do that no matter how painful. I started a process of brutally pun-
ishing my ego by reporting to my wife. Now it is like work—good or bad,
the boss wants to see the numbers.
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Mike wrote: I'm sending you a booklet called The Unwritten Lavws of Eugineering. When I first
began Lo read it, I thought this was really great stuff that every entry-level engineer should know.
1 was astounded to learn it had been published in 19441 1 see a close correlation between the
mentality of young engineers and that of beginming traders who are lixaled on getling all the
technical tools, charts, indicators, system backtesting, stock-picking software, and so on. They
do not seem at all concerned with the unwriticn laws of trading and how psychologically and
emotionally unprepared they are for the markets.

TRADE 1—ENTRY COMMENT

PSYCHOLOGY
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The weekly chart reveals three distinct stages in the bull move that took GNCMA from
under %3 to above $10. The first upleg, in 2002, was powerfully vertical. The second upleg,
in 2003, went up at a much more shallow angle and ended with a bearish divergence of
MACD-Histogram. The third upleg, in 2004, was ncarly flat, did not reach a new high, and
ended with both moving averages rolling over to the downside. Clearly, the early bird
caught this worm in the stock market.

At the right edge of the chart the decline had reached deep below the EMA, over-
extending the rubber band. MACD-Histogram had ticked up, turning the Impulse system
blue and removing a prohibition against buying.

R
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DO NOT SQUINT Traders looking for bullish and bearish signals tend to squint at the charts. Squint long

AT A CHART

enough, and you'll recognize bullish or bearish signals—whichever you prefer. A much bet-
ter thing to do, when in doubt, is to push back and look at the charts of a greater timeframe.
1f you feel confused by the dailies, look at the weeklies to make a strategic decision. Use them
to decide wheiher you're a bull or a bear before refurning to the daily chart and deciding what
to do with your trade. —AE
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The decline on the daily chart appears a little steep for buying just now. There was a
bearish divergence in April, and from there the stock lost nearly 25% in less than two
months, going down in a nearly straight line. At the right edge of the chart the Impulse has
turned green, permitting buying, but there is no bullish divergence of MACD-Histogram,
of MACD Lines, or even of Force Index. There is only an uptick of the histogram and a
crossing of prices above the fast EMA. That would not be enough to get me from the side-
lines and into a long position.

Furthermore, it seems a little late to be entering this long trade. Mike’s purchase price
of $8.10 is near the top tick of the day and closer to the center of the channel than to its
bottom. If I was going bottom-fishing, I would try to buy below value, in the vicinity of
the lower channel line. At this point [ would give a pass to this trade.
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TRADE 1—EXIT COMMENT
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The rally had stalled, and Mike was quite right to exit his trade. I think it is important to
have a stop for your trades not only in terms of price but also in terms of rime. It can be a
mental stop, but you should know that if a stock does not do what you expected it to do
within a reasonable time, you'll be out of it.

You buy a stock expecting it to go up. If you thought you could get it cheaper tomor-
row, you would not have bought it today. A day goes by, then two and three, but the rally
you expected does not materialize. Even if that stock does not fall and go against you, it is
giving you a subtle message that your analysis was wrong, This is like trying to pull your car
into a tight parking spot: If you realize that you're not making it, get out of that spot and
decide whether to get in again at a better angle or drive around and look for another spot.

This trade also brings up the importance of measuring where in the daily range you
bought or sold a stock. The idea is to try to buy in the lower 50% of the daily bar and sell
within the top 50% of that day’s bar. This is harder than it seems because we do not know
until the close what the day's range is going to be. Buying in the bottom half and selling in
the top half is a skill that comes with experience, and even then, it is never flawless. In this
trade Mike bought near the top tick of the daily bar and sold near the bottom tick of the
exit bar. Had he been able to reverse this pattern, the trade would have been a big winner,
instead of a small loser. Mike has access to live intraday data. His skills in analyzing weeldy
and daily charts can be transferred to intraday charts—not to daytrade, but to finessc his
entries and exits.
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The Impulse system is blue, allowing us to buy. Both Stochastics are starting to turn up—
bullish. MACD has not yet ticked up.

Non-Impulse Exit

In a webinar yesterday you said that due to the lack of follow-
through in corn, now would be a good time to sell. Did you
actually mean selling even though the Impulse System is
green? — Trader

The Impulse system is a censorship system that gives me
permission to enter. When a market blows out of its channel,
it shows an overheated condition and signals me to exit, with-
out any input from the Impulse system. In other words, | may
enter only when this system allows me to enter, but | may exit
before it tells me to do so. —AE
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MACD-Histogram is rising, crossing ils zero line MACD Lines are giving a buy signal. The
price is in the “sweet zone™ between two EMAs. RSI and both Stochastics are rising.

The fact that prices have
! S closed up for the day is
| a positive sign.
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TRADE 2

The price looks like it is A7m
moving, bul momentum j/ﬁi\x’ Fm
and MACD are starting to (r |1 | I kl'%"‘"gn
diverge from the price a bit. _f/i‘ A i
Both Stochastic and RSI ' H}é- |IWE7~|1ﬂI (i

are starting to turn down.

MIKE'S EXIT
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TRADE SUMMARY

Long CKR 06/01/2004 @ $10.38
Sold 06/04/2004 @ $10.717
Profit

= $0.337 per share
Channel 10.85-9.51
Gained 25% of the channel for a B trade
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TRADE 2—ENTRY COMMENT
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CKR is becoming stronger and stronger, in contrast to GNCMA whose rise on the weekly
chart kept getting weaker and weaker. CKR’s first upleg, from $3 to $8 in 2003, lasted over
30 weeks; the second upleg, in 2004, from under $6 to nearly $12, took only hall of that
time, as the stock went up faster. When bulls become stronger as the stock rallies, it is a sign
that the stock wants to go higher.

The bull move is being neatly traced by rising moving averages; every few months a
bout of profit-taking drives prices down into the value zone between the two EMAs or
even lower. These episodes of panic among the weakest holders allow patient, conservative
traders to add to their longs near value. The latest decline had just run its course a week
ago, with MACD-Histogram declining below zero. Its oversold reading provides extra sup-
port to the bullish cause. The chart looked better the week before, but even here prices are
not yet too far from value.
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A bullish divergence of Force Index lends support to the bullish cause. Notice a rela-
tively deep FI bottom during the first stab to the lower channel and a nearly flat Force
Index during the second bottom. This showed us that the bears were out of steam. The
markets run on a two-party system—bulls and bears. When the bears become weak, you
know which party is likely to win the next election,

The daily chart confirms the message of the weekly—the stock is in gear to the upside.
Notice the bearish divergence that had pushed the stock down in April, followed by two
stabs to the lower channel line in May. The second bottom was below the first, but prices
stayed below that level for only two days; when they rallied above it six days ago, the trap
was shut on the bears. That sixth bar from the right edge, with the daily Impulse turning
areen and the weekly still blue, would have made 2 perfect entry into this long trade; Mike
is on top of the game with trend direction but a bit behind on his timing.

Targets in Flat Markets

It seems to me that stocks in choppy markets, like the one we
are in, often do not move to the percentage envelope like they

have in the past. Do you use another price objective?
—Trader

| still try to take profits at the channel lines, but they have to be

recalibrated to track the last two or three months of trading.
—AE
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TRADE 2—EXIT COMMENT
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This is a very cautious exit—but then Mike is a very cautious man; and nobody has ever
gone broke taking profits. There are both bullish and bearish signs at the right edge. The
biggest negative is that prices had not advanced for the past two days, drawing a shorter
bar each day. This could mean running into resistance and the end of a short-term
uptrend. Of course it could also mean a tight triangle—a continuation pattern within
an uptrend. Another warning to the bulls comes from the fact that prices are approaching
their upper channel line. They are also starting to plough into the area of resistance, estab-
lished during the April top.

At the same time, several indicators give bullish signals. A recent peak of MACD-
Histogram marks the bulls’ return to the market. A new peak of Force Index, higher than
the previous one, shows that the bulls are becoming stronger.

Mike is cautiously moving forward through treacherous terrain. As he perceptively
noted in his interview, his career as an engineer had trained him to look for certainty.
While learning to function in this new field, he is cutting his losses short and nailing
profits before they get away from him.
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RISK CONTROL

There are few if any young geniuses in trading. If you stay in this game long enough,
acquiring experience and maturity, you will develop an edge. It is perfectly okay to make
mistakes, but not okay te repeat them. If you follow this rule, you'll keep finding new mis-
takes to make, but eventually you're going to start running out of mistakes and making
money.

Experience confers a big advantage in trading, but to benefit from it you need to sur-
vive the period of early inexperience. There is only one way to survive—Dby using striey
money management, Many traders in this book speak about the vital importance of risk
control. Mike McMahon’s unique achievement is his creation of a money management
toal—a Trader’s Governor.'

Every trader faces two primary dangers in the market. First, his account could be
ruined by a single disastrous loss; a massive loss can push a trader so deep into the hole
that he can never crawl out. I call such a single ruinous loss a shark bite. Second, an
account can be irreparably damaged by a series of piranha bites—a long string of losses,
none of which is disastrous but which together bleed the account dry.

I have developed two money management rules to prevent such disasters. The 2%
Rule limits the risk on any given trade to the maximum of 2% of the account value. For
example, if a trader with a $100,000 account buys a $10 stock and puts a stop at §9, he is
risking 1 a share. Since the 2% Rule limits his maximum risk to $2,000, he is allowed to
buy no more than 2,000 shares of that stock, and preferably fewer.

The 6% Rule limits the total risk for the account as a whole. It states that the total risk
on all open positions, plus any losses taken during the current month, may not exceed 6%
of your account equity. Say you put on three trades identical to the ane above. Your risk on
each of them may be limited to 2%, but if all your trades turn against you at once, you
can lose 6% of your equity. If you wanted to put on a fourth trade, the 6% Rule would
have said “no” because you'd already reached the maximum risk limit for your account as
a whaole.

The intricacies of both rules are spelled out in Coute into My Trading Room. If you
trade a single account with just a few trades, you can probably do risk management ina
simple spreadsheet. Mike McMahon's achievement is that his Trader’s Governor allows
you to track and control risks for multiple accounts, multiple positions, and different risk
Jevels. He links all accounts to a single control panel, allowing you to monitor risks, play
various “what if” scenarios, and even measure your risk in nearly real-time, using frec
20-minute delayed data, By programming his Trader’s Governor, Mike has performed a
massive favor for the trading community.

i the interest of full disclasure, 1 lave to say that T am partners with Mike in this software, You can sce the
Governor manual on my Webs site: wineelder.com.
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M e-mail from Mike:

o | Lixe BALANCING YOUR CHECKBOOK

| developed a passion for trading soon after I started, Initially there
was the attraction of quick and easy profits, although [ knew from
experience that if something sounded too good to be true, it usually
wasn't that good. Still, I was confident that, based on my successful
carcer in engineering and with sufficient effort on my part, 1 could
master trading,

The markets quickly taught me that they were not bound by clear-cut laws and math-
ematical certainties—not only did they not follow the rules, but they constantly changed
them. After completing two Traders’ Camps, | became convinced that the key to success
was teaching myself the three M’s of trading—Mind, Method, and Money. I set a goal for
myself to learn as much as possible in the shortest amount of time, balancing my under-
standing of all three. Like the legs of a camera tripod, I wanted each to be the same length
rather than a combination of long and short legs that wouldn'’t stand up.

Since Dr. Elder placed great emphasis on record-keeping, I became deeply involved in
developing the Trader’s Organizer and Trader’s Governor programs. Record-keeping felt
like the least exciting part of trading for me. It did not begin to compare to the thrill of
watching a live trade or playing with some new indicator that would unlock the secrets
of technical analysis. It was like comparing the excitement of shopping with balancing
your checkbook.

My greatest breakthrough in trading came when I realized that record-keeping, added
to the three M’s, completed the formula for successful trading. If the three M’s defined
what [ needed to learn, then record-keeping defined how I could do it. It was the key to
fully extending all threc legs of the tripod.

The last thing I wanted to do at the end of the trading day was to create a diary entry
for each of my trades. But when I reviewed my Trader’s Diary, | was amazed at how clearly
it portrayed “the good, the bad, and the ugly” of my psychology. Impulsive trades during
market hours stuck out next to other trades that were well planned after the market close.

It became easy to determine how closely I was following my trading method. With the
diary I could spot those times when I nervously and prematurely exited a trade without an
exit signal or received a poor fill out of impatience instead of waitii 1g for my planned entry
price,

My advice to new traders is to learn all you can about the three M’s and do it by dili-
gently keeping good records. Thanks to that I am a better trader today than I was last year,
and next year I will be a better trader than I am today!



Name:

Lives:

Previous profession:
Trades:

How long:

Trading account:

Software:

Traders’ Camps:

Gerald Appel

Great Neck, NY

Psychoanalyst, group therapist
Mutual funds, ETFs, and index options
Since 1974

Large (> $1m)

Metastock, CQG, Tradestation,

Rugg & Steele mutual fund data

Taught in two Caribbean
Camps in 2003 and Fiji in 2004




CHAPTER 7

GERALD APPEL

LOOKING FOR FAVORABLE PROBABILITIES

hen T entered the markets more than two decades ago, Gerald Appel was

already an iconic figure in the field. An important money manager, the editor and
publisher of Systems and Forecasts newsletter, and the author of several books, he became
famous in the era of computerized technical analysis as the inventor of MACD. His Moving
Average Convergence-Divergence indicator is now included in most software packages.

In 1989, when my company began producing some of the first videotapes for traders,
[ invited Appel to create a video on day-trading. We met in his private office, dominated
by a partner’s desk behind which he and his head trader, a very decisive woman, were trad-
ing stock indexes throughout our meeting. [ returned with a video crew on a weekend, and
what [ learned on that day had a lasting impact on my own trading.

In 2002 I invited Appel to our Caribbean Camp as a guest instructor. He prepared for
it obsessively, produced a handout the size of a book, but still appeared tense during his
first session. Judy, his wife of over 40 years, his greatest cheerleader and an in-house critic,
sat in the back of the room art every presentation and gave him feedback on audience reac-
tions, As the week went on and Jerry realized how well he was being received, he began
to enjoy himself more. He returned to another Caribbean Camp and in 2004 flew to our
Pacific Camp in Fiji where he received star treatment from the group of Australians, New
Zealanders, and Americans.

After Jerry agreed to be interviewed for this book, I took a train from Manhattan to
Great Neck, an upscale suburb at the edge of the city where Jerry has his money management
office. About 20 staff members worked in a large comfortable space. There were framed arti-
cles by and about Appel as well as photos taken by him—Jerry is an internationally recog-
nized photographer. His private office had live screens on the desk, but the room was filled
with African art, autographs of prominent people, and artifacts from his many travels.

My father was a card player and he was addicted to the racetrack—he died
broke, with me paying his rent. He worked as a cab driver until he was 78, but
blew everything on horses. I will have no part in gambling, casinos, horses—
the odds are against you. In the stock market I find probabilities that are favor-
able, but the casino and the racetrack have the odds stacked against you.

My mother put four kids through college—and after the youngest of us
graduated, she went to college herself, at the age of 65. She was an expert typ-
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ist, a legal secretary, but she loved studying. After getting her college degree,
she went to graduate school and kept going until the day she died at 73. She
would come home from work, get on a bus, and go to college; she never com-
plained. She was a terrific dancer. Judy and I take dancing lessons, but there is
a big difference between taking lessons and being a dancer.

I am the oldest boy in the family, and T have an older sister. Both my
brothers now work for me—one used to be a programmer for [BM, the other
a middle manager for Lever Bros. I went to Brooklyn College, a free city
school. To this day I very much appreciate that this country lets a poor kid like
me become what he can be. I earned a state scholarship to graduate school,
earned a degree in social work, trained in psychoanalysis, practiced for around
36 years. | taught, wrote articles, published, and supervised. All the while 1
operated this business, but kept the two pretty separate. About eight years ago,
I phased out my practice completely.

In the mid-1960s | became interested in stock trading and got into the
usual course of events. First you trust your stockbroker, then you realize he
doesn’t know what's up, then you look [or advisory services, then you find they
don't know what's up, and all the while you do a lot of reading and educate
yourself in technical analysis. There was a magazine back in those days called
The Capitalist Reporter—a tabloid, very schlocky, but with big circulation. One
day they had an article on Malcolm Forbes, and I thought it was a character
assassination. | wrote them that their article was the financial equivalent of
Screw magazine, and if they wanted to see how to write articles, to tell me how
much they were paying. They wrote back and asked me to write for them.
Later I asked them, “How would you like to get a financial editor?” and they
appointed me. For a while T was writing five articles under five names for every
issuc. They paid me and published my first book. I also wrote for other publi-
cations, but really enjoyed writing for those guys—they never changed a word.
They did not mind me plugging a newsletter—so | started one—and then
someone asked whether I would manage money. I started writing in 71 and
ot my first client in '73. He was with me until he passed away last year, and
his daughter is still with me.

We started at the worst time, in the midst of the '73—'74 bear market, but
we made money. 1 used to do a lot of convertible arbitrage in those years. |
would go long a convertible bond and sell short shares in proportion to it, and
whichever way they moved, we made money. We would pick up the interest
and play the swings. Nowadays you do not see too many stock market deriva-
tives getting out of whack. Before computers became available, there were more
imbalances in the market. The game now is not what it used to be.

When options came out in 1973, premiums were much higher than today,
and you could sell very safe options positions. Gradually the advantage disap-
peared as the market became much more efficient than it was in those days. In
the beginning you could have 70-80% return if the stock stood still, but now
you are lucky if you get 14-18%. Historically, when options are first intro-
duced, they’re overpriced.

Right now there is no special advantage to buyers or sellers of options. and
there are two opposing views. One—let’s buy them because they are cheap and the
risk is small. The other—most options aren’t exercised, so let’s sell them and
get the income. I think neither side is right or wrong. Buyers will make a lot of
money a few times, sellers a little money many times, but in the end both will
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lose money Lo brokerage houses because of expenses. The markets are very
efficient these days, and if there is an advantage, all the big houses have com-
puters to look for it. Everybody deals against the handicap of the expense. In a
rising markel you can make a consistent profit by selling options but at a cost
of lost opportunity. Options are good for flat or slowly falling markets.

I was ane of the earliest people to begin timing mutual funds, starting in
1975. [ had done a lot of research into timing models and concluded it was not
difficult to create a system to outperform the market and keep risks low—if you
could avoid getting hit by trading expenses. Trading costs and bid-ask spreads
were higher in 1975. Say you did 20 trades a year with 1% average profit—this
would compound to over 20% per year, but trading expenses would outweigh
the advantages. If the costs were 0.5% per Lrade, they would eat up 10% per year.

ple find it useful, it makes me feel good.”

In the mid-"70s the funds introduced free telephone switching, They
wanted to keep client money in-house when they went from stocks to cash, but
they created a vehicle for my market timing models. FundPack was the first to
allow phone switching—and [ was one of their early investors, applying my
timing models with no expense.

The funds had expenses, of course, but you just got a small share. | found
that the instruments that reflected the entire market were more predictable
than a single stock. 1 was timing market funds, basically trading without
expenses, Gradually this became more popular, and by the mid-'90s funds
became burdened by the amount of activity and started putting up restrictions.

The key strategy of my firm today is the selection of mutual funds, invest-
ing in the best, and timing our investments using models that are not as active
as in earlier years but still active. An investor who only wants to buy and
hold could do well with any number of mutual fund newsletters, such as
Morningstar. What we add when he comes to us is the active management part
in order to protect his capital when the market declines.

In developing systems I begin with a mental picture of how the market
moves, based on my trading experience of almost 40 years. Most of the time
the market moves sideways, but occasionally it breaks out and you can make
money on such events once or twice a year. The idea is to create a timing
model that automatically shifts from operating in a flat market to operating in
a trending market.

We use a database of about 35 years—it is important to use as long a data
streamn as you can. Many beginners look at three years, but that is not enough.
Ideally, you create a model on the first 10 years and go forward for the next 10
years Lo test it, then make adjustments and test on the next 10 years. You
inevitably begin by making rules to fit the past—now you've got to test them
going forward. You do it in segments, you play around with it.

s
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Jerry mentioned that he occasionally finds useful ideas in other peoples” books, and 1 asked what WHY WRITE A BOOK?
motivated him to write. “Ienjoy sceing my picture on book jackets,” he laughed. “It's a good way
to enhance your reputation. Sometimes you make money on a book. Get your ideas aut into the
world, leave a little of your imprint around. I have never lost anything by giving ideas away. I
—AL
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Ninety-five percent of my own money is with the clients—what they get
is what [ get. I trade relatively little for my own account because I do not want
to conflict with them, to be in a position where I am trading against my clients’
holdings. By and large we do the same thing for all clients at the same time, My
own accounts simply go where the clients go. We trade mutual funds on the
close, ETFs and options usually towards the close.

It is one thing to create a timing model, another to live with it. Traders
have to think of what is propelling them. The closer you sit to the screen, the
more the issues of emotion and psychology come into the game. Watching the
screen creates an urge to do something and a sense of constantly missed
opportunities. Actually, you want to be much more selective—find a way lo
back off until the conditions you look for are there.

What is the direction of the significant trend? Is the minor trend in gear
with it or are you trading against the tide? What are the triggers for entry? Are
they in place? Are they confirmed by other signals?

A person should have a trading plan—almost any plan would be better
than none. One should not trade because he feels scared today, or feels brave
today, or missed a move yesterday. Take small losses. People hate to be wrong
and want to be right, sa they cash out too quickly. You need a plan of opera-
tion: This is what an entry is, this is what an exit is, this is what tells me I am
wrong and need to get out quickly. You're not going to be right much more
than 50% of the time, but if you keep your losses smaller than your wins, you'll
come out ahead of the game.

After Jerry showed me two recent trades, I started getting ready to leave. His wife was
not in the office that day. Jerry told me she normally dealt with all the personnel business,
lawyers, and company finances. “She runs my life,” he grinned. “But on Wednesdays she
aoes by train into the city to take a foreign policy course at New York University. She'll have
lunch with our daughter, then go to a museun, I will come out later for dinner and the-
ater and we'll come home together, Judy is a fantastic wife, I have been very fortunate.” He
walked me over to his son’s office to say hello. Marvin had earned an MD and a PhD,
becoming board-certified in anesthesiology, but he left medicine to work with his father.
He has become one of the leading experts on exchange-traded funds and is writing a book
on ETFs,

It began to rain, and Jerry insisted on giving me a ride to the station. We got into
his high-performance BMW, and [ was surprised that it had an automatic transmission. "I
have a Porsche at home and it's also automatic—I always had stickshift cars but can’t be
bothered with them anymore. Also, I feel that a stickshift would be a liability in an emer-
gency—it would slow down my response.” He invited me to join him on an outing to 4
club, we shook hands, and 1 ran in the rain from the car to the station.
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In March 2004 there was a good confluence of entry signals. The NASDAQ had moved
below its 4% band—that was an extremely oversold condition. Even in a downtrend, you
can make money buying below this band, but here we had several additional signals. Prices
stopped accelerating down and entered back into the band. MACD had been oversold and
turned up. A nice clean downtrend line across MACD peaks was being broken. Prices were
tracing a downward wedge, with lines converging, which was a bullish sign. I bought the
day MACD turned up and the wedge was being broken to the upside—everything was
coming together to support the buy signal.

Will this
tvade make

ov lose wmoney?
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The rally was strong enough to carry to the upper channel. Since my view of the market at the
time was basically neutral, | was not playing this for a major move but for a swing from the bot-
tom band to the top band. I put in my sell order as the market approached the top band.

2200+

2180

2100

2050+

TRADE SUMMARY

Long Jan 2005 strike 36 Q000 LEAP calls

Bought 3/25/04 @ $3.16

Sold half 4/2/04 @ $3.95

Sold second half 4/12/04 @ $4.00

Profit= $0.815 per contract (+:25.8%
on the whole position)
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[ sold one half on the first move above the band and held the other half in case the
rally kept going. The market turned up again but MACD began to wealen, its fast line
turped down, and that's when [ sold the second half. As it turned out, I got the best entry
and the best exil for that little cycle.
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There was an interesting signal for a short sale in April as MACD was turning down,
but I did not take it. Generally, the odds are not in favor of short sellers because the mar-
ket has a long-term upward bias, except in a bear market. Being neutral overall made me
less enthusiastic about shorting at this time.

Study Time

| am an ophthalmologist, head of the department, and | have
a question—what is the length of time | would need to mas-
ter your knowledge? —Trader

Some people catch on in a couple of years, ather peaple never
do. It takes mare time, dedication, or humility than some pos-
sess. Your tuition, mostly in terms of losses, is likely to be as
high as a medical school education. In the beginning, trading
is a tremendous time-eater. Today you may he able to come to
your office for a few hours and do competent work. Remember
when you were a resident and the crazy hours you kept? How
much you needed to learn then? That's what vou'll need to
replicate in your quest to become a competent trader. —AE
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TRADE 1—ENTRY COMMENT
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Stocks had a great year in 2003. The vicious bear market that drove prices down from their
1999-2000 peaks had overshot all reasonable targets and drove many stocks to ridiculously
low levels. In 2003 they started popping up, like so many empty bottles pushed under
water and released. The NASDAQ kept trending higher, with each shallow dip to its 13-
week EMA presenting a buying opportunity.

The first deep reaction against this uptrend began in January 2004, driving prices
below value, below their 26-week EMA. At the right edge of the chart there are signs that
the decline is coming to an end: The latest weekly bar had closed near the top, leaving what
looks like a tail pointing down; the decline of MACD-Histogram is flattening out. Still, the
rightmost bar is red, meaning the Impulse system does not allow us to buy—not yet. Just
as Jerry said, each trader needs a plan. He has his and I have mine; some days he is going
to be ahead, and other days I will. You can work on improving your plan, but you should
never change it in the middle of the game.

We can see on the daily chart that the decline from the January peak is losing steam; the
bears are becoming weaker. Look at the deep bottom of MACD-Histogram in February
and compare it with the much more shallow bottom in March. The rally in early March
had lifted this indicator above its centerline, breaking the back of the bear; the latest
decline is going on out of inertia, with no power behind it. Prices have been hugging the
lower channel line, an undervalued area.



Chapter 7 Gerald Appel 127

The sHarp rally on the last
day of the cHart shows
that the character of tHe
warket Has changed. We
sce the talfest bar in sev-
eral weeks, which shows a
great level of conviction in
tHis rally. THe Force Index
Has shot up to its Highest

_— I level for the year, showing
- o ‘ e that the bulls are extremely
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TRADE 1—EXIT COMMENT
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Jerry followed a very good entry with a brilliant exit, nailing profits on long positions at
the upper channel line. His performance is a pleasure to watch, and reminds me once again
of the impact his methods had on me a decade and a half ago.

At the right edge of the chart, MACD-Histogram is about as high as it ever gets in this
market, with the Force Index also at its peak level. When prices penetrate the upper chan-
nel line, everything looks perfect to amateurs: “We have an upside breakout; let’s buy!”
That is preciscly where a professional goes the other way and sells his longs to some apti-
Mistic late-comer.

E
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NASDAQ had risen to a new high the day after Jerry sold the first half of his position,
There it stalled, unable to rise above the channel again, going nowhere fast. The Impulse
system has turned from green to blue, telling us that the most dynamic part of the rally is
over. At the right edge of the chart, the Force Index is tracing out a bearish divergence,
warning us that the bulls are losing strength.

When Jerry sold the first half of his position, both prices and indicators seemed per-
fectly aligned to the upside; as a true professional, he saw trouble while prices were still on
the way up. He sold the second half of his position after the market acted sloppy for a few
days. This is where a semiprofessional trader should have recognized the rally was in trou-
ble. The beginners are probably still asleep—they will sell their positions which were
bought near the top only after prices fall to the bottom.

One of the key differences between professionals and amateurs is the speed with
which they recognize market signals and react to them. A beginner usually waits for a
clear signal to emerge, for a breakout to fail, for an indicator to turn around. By the
time a turnaround is clearly confirmed, the new trend is already underway. A profes-
sional sees his patterns and indicators starting to come together and acts without waiting
for total clarity. This ability to act in an atmosphere of uncertainty is a hallmark of a
professional trader,



ferry shared his views: Historically, speculative bubbles take a decade or more to resolve., In Japan
ghe bubble ended in 1989, and (he country just siarted to climb out from under the rubble in
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WHERE ARE
WE TODAY?
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2004. It took the United States two decades after the 1929 bubble. Gold had its bubble in the
1980s and it still has not recovered. What tends to happen after a bubble is that you get a decade
of relatively quiet, below-average performance. But keep in mind that five years have already
passed since the peak of 2000, during which the stock market had a net decline. Once the mar-
ket hits a bottom, it will have an upward slant, like the one that followed the bottom in 1932,
We have already paid a lot of dues for the excesses of the 1990s. 1 see stocks being about fairly
valued today, neither overvalued nor undervalued. The S&P price/earnings ratio was 40 at the
{op; 16 is the historical norm, and now it is 19. There is room for the market to go up somewhat
and down somewhat, nothing dramatic, but it can finish this decade much betier than i
started. 1 do not see a runaway market, nor do I see a collapse. The Bush administration is doing
everyihing to support the market—all those changes in the tax code, reduction of taxes on divi-
dends, and other business incentives, from chopping down forests to every(hing else—il is a
very pro-husiness administration. Even the movement fo privatize Social Security—you can
jmagine the extra demand lor stocks built into that, a predictable and forced demand. People
will have to put money into halanced mutual funds.
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This is a bleak trade; I am not proud of it. | decided to short the market because it had
recently broken below its support level. It had rallied from below the bottom band, above
the moving average, and into the arca that used to offer support but has now turned into
resistance. At the first sign that the market was turning down from its resistance, [ bought
Puls—partly to hedge the fund portfolio and partly as a trade in its own right.

ov lose wmoney?

.
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At the opening the next day, my trade showed profit and I closed out half of my position.
1 often do that, since it takes the pressure off the rest of the position (see also Chapter 3).
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[ had a big problem—no exit plan in case the trade went wrong. This position would
pormally be stapped out as soon as prices made a new recovery high. Lots of things were
not in gear, unlike the other trade. MACD was actually rising—by shorting [ was fighting
4 rising MACD even though it looked as though it was weakening—the lines were nar-
rowing—at the moment of the trade. The other trade had several factors in its favor, this
one only two—its chart pattern and the resistance. As soon as that resistance was pene-
rated, this short should have been immediately covered. Why didn’t [ do it? 1 was still
committed to a bearish outlook and instead of seeing what was happening, I was thinking
about what should happen. The most you can ever say about the future is the probability
of what may happen. The best timing models rarely exceed a 55% success rate. You have to
respond quickly to contain your losses. You have Lo ask yourself: “What's going to prove me
wrong and how will I respond?”
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[ had another chance to cover, missed that, sat through another rally, and finally called
it a day—not at the worst place but hardly the best, What I had here was a trade based
primarily on a support/resistance line. Once that line was broken

and stopped being an operative factor, I should have responded TRADE SUMMARY

much faster.

Long January 2006 strike 32 Q00 LEAP puts
Bought 8/30/04 @ $2.90

Sold half 8/31/04 @ $3.05

Sold second half 10/22/04 @ $1.70

Loss = $0.525 per contract
—18.2% on whole position
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#t the right cddge of the
weekly chart, both moving
averages are declining,
confirming the downtrend.
MACD=-ttistogram Hangs
Heavily below its centerline
but is attempting to rally,
turning the lmpulsc system
blue. Thix color dpes not
pro|ibit us frow cither
baying or sclling.

THe daily chart of Nasdaq
i8 sending mixed messages.
There is a Strong bullish
divergence between the
August and September
bottoms. During the August
rally, e Histegram rose 10
its Highest level in months,
signaling strenath. On the
otter hand, the August
rally was accompanied by a
broad bearish divergence
of the Foree Index, a defi-
nite sign of weakuness.

The lmpulse system Has
Switched frow green to
blue at the right edge and
therefore wo longer pro-
hibits shorting. Still, with
the weekly cHart neutral, |
find wyself squinting af
the daily chart: “on the one
hand, on the other Hand ...”
With the weekly eHart unhtelp-
ful in waking a strategic
deeision, | would be
inclined to stand aside.

TRADE 2—ENTRY COMMENT
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If 2003 was a sweet year for stock traders, 2004 was a bitter one. There were many sharp
reversals throughout the year, with few sustainable trends. The stock market fell to a new
low prior to the presidential election, making it reasonable to expect that the brief bull
market of 2003 was over and a bear market had begun. When prices rallied back towards
May lows in September, we could interpret that as the first pullback within a bear market
prior to the next downleg.

|1||'

M

|
1[.’|I I_’
) M s (f

H‘I!] v \ g ]'“w -
I ’

lllﬁi\ﬂI o

H ‘ !,5[4- | s |

IIIII|IJ m

—_— .mJI[iln. e e ||IH|1|H||... e g Tl =

M A f Twag ™

W f J\F \/\N”‘/“ m/x W




B

Chapter 7 Gerald Appel

TRADE 2—EXIT COMMENT
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Here, as in the previous trade, Jerry takes advantage of a price spurt in his favor and grabs
a quick profit on one-half of his position. Much of what professionals do deals with lim-
iting risks—and taking a chunk of profit early in the game certainly helps set a trade on
the right track.
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Traders often beat themselves over the head for their mistakes. They may [ind it reas-
suring to know that even a top pro occasionally makes fairly basic errors. Jerry’s bearish
prejudice led him to stay with his short trade way too long before he cut his losses.
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THis short should have been
closed out after tHe war-
ket rallied above its July
{ow, leaving behind # faise
downside breakout. The
Impulse system told us 10
cover after the weekly
turicd grech S00H after
tHe short entry, ou Friday,
September 10, 2004. Jerry
wissed an opportunity to
cover with a minfunal loss tn
Jeptember, but when He
finally bit the bullet, He
did it masterly, covering
during a decline rather
than tHrowing in the Towel
near the Highs,
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ACT EARLY OR LATE?

The market does not try to ambush or surprise you—it usually gives plenty of warning
before it moves, but its signals tend to be quiet and subtle. Think of the signals a baseba]|
catcher makes to his pitcher. He does not wave his fingers in the air to get attention, but
makes signs visible only to a trained eye. The signals are definitely there amidst the noise
and the shouting in the grandstands, and you have to learn to recognize them.

Jerry follows chart patterns and indicator signals but also has a tremendous intuitive fee|
for the markets. Before you rush to imitate him, keep in mind that he started out like most
of us, listening to brokers and advisors, taking bad advice and losing money. Jerry survived
the stage of initial ignorance by quickly cutting his losses. One of the key lessons he teaches
us is that you must survive in order to succeed. Paradoxically, Jerry’s abhorrence of losses
stems from the sad example of his father. Rejecting that path was at the root of his success,

Jerry has acquired one of the hest track records in the money management business
but still occasionally makes mistakes and finds himself in losing trades. Whenever he has an
open loss on his hands, he knows how to dance his way out of trouble with minimal dam-
age. If you have no plan for getting out of trouble, you have no business being in a trade.

The simplest way to keep out of major trouble is to use stops. You may place a “hard
stop” order at a specific level with your broker. Alternatively, you may use a “soft stop”
and rely on indicator signals or personal judgment of the market. A beginner needs hard
stops—only remember not to place them at the obvious levels. An experienced trader like
Jerry is more likely to use soft stops. He knows that his trade is in trouble, and it is time ta
cut and run without setting a specific escape level.

What both hard and soft stops have in common is a cold determination to cut and run
if a trade goes against you. You must be absolutely ready to cut your losses before they cut
your account—shaove a pistol into the ear of a bad trade and pull the trigger.

While Jerry and other highly experienced traders function on a somewhat intuitive
level, a beginning trader has no right to intuition. When a beginner gets the feeling that a
market is going to move a certain way, it is usually not an intuition but merely an itch, an
attack of gas, or an urge to act. The best thing that a beginner with “an intuition” can do is
lie down and wait until the feeling passes. A beginner needs to have a list of clearly defined
signals and a matching list of strictly defined actions. I sometimes say to my students: A
beginner has no right to intuition until he or she has traded successfully for 18 months.

An e-wail from Jerry:

CALM, RELAXED, AND
REASONABLY CONFIDENT

I've just finished reading—maybe for the fifth or sixth time—Alex's
summary of our meeting. It was a little strange, actually, to see
myself described in print that way. He certainly did get it right. By
then, my thoughts began to wander to what makes me trade well when I am trading well,
and to what makes me trade badly when I'm trading badly—which does, unfortunately
happen from tfime to time.

It is similar to playing golf or tennis. When I play well and trade well, I'm playing and
trading with a certain confidence—not grandiosity—just quiet confidence. It is nice when

4
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]su::cr:ed, but OK if I don't. I think I'm going to be right, but the stock market is often not
that predictable, and I could be right in my technique and planning and still have a losing
irade. The same way [ can sometimes hit a tennis or golf ball just a little long, with just a
jittle slice. The trick is to stay calm, relaxed—being relaxed is very big in tennis and golf—
and reasonably confident, while maintaining realistic goals (I definitely do not drive 300
yards, and the harder I try, the worse it gets).

My athletic ability, such as it is, sometimes drops rapidly—usually when I become too
confident, or try too hard, or set unrealistic goals, losing my relaxed rhythm. If as a result
of this drop 1 lose my confidence and try a series of corrections to fix things, they further
interfere with my swing, and I end up becoming tense and pessimistic. Matters do not get
fixed until I find the sense and time to back off, go back to basics, and concentrate more
on my attitude and feelings than anything clse,

Trading is similar to that. A number of winners in a row, which usually takes place in
anicely trending or cyclical market, can feed greed, and perhaps even worse, those illusions
of control, omniscience, and magic that often drive traders as much as the wish to support
themselves financially through trading. Trying to trade every minor swing is like trying to
serve an ace in tennis every time, often with the same poor result.

Similarly, a few losses, whatever caused them, can lead to self-doubt, fear of further
loss, stiffness, and, at times, almost paralysis. At such times [ can feel myself entering into
trading positions late and too ready to close them prematurely. Sometimes on a bad trad-
ing day, I may duck out of making any decisions at all.

The solution is the same as in sports. [ have to back off, return to the basics, think
more about myself and less about the market, try to get back into a relaxed frame of mind
and back into the game. This is easier said than done but definitely possible.

As ] write this in early May 2005, the stock market has just completed a string of about
ten days in which the direction of prices reversed each and every day—up, down, up,
down, sometimes by a lot, sometimes by a little. The bull market that started in the fall of
2002 seems barely alive.

Patterns of price movement in the stock market have clearly changed since the onset
of the great bear market in March 2000. For example, day-to-day trendiness—the ten-
dency of the stock market to do tomorrow what it does today—has vanished. The Nasdaq
Composite, the most trendy of market indices, has become more likely to reverse direction
from day to day than to continue in the same direction.

These changes have had a significant impact on many stock market timing models.
Time horizons for active stock traders have shortened. With price trends vacillating daily,
online short-term trading has come to dominate price movement on many days. With so
many traders watching the same screens, often the same indicators, and using computers
to enter orders, the pace of the stock market has quickened. The short-term trading game
has become both more crowded and more difficult.

Contrary to that, longer-term technical patterns appear to have retained their signifi-
cance. Time cycles, measures of market momentum, moving average trading channels,
MACD, RS], interest rates, earnings, and other influences and reflections of the stock market
remain influential. [ have learned to place greater emphasis on the relative strength of mar-
ket sectors, portfolio diversification and balance, mutual fund and ETF selection—which is,
I trust, a more sophisticated approach to what to buy as well as when to buy and sell.

The times change, the stock market changes, and investment strategies are likely to
have to change as a result. Traders should remain relaxed, balanced, and as objective as
possible. They should also remain flexible, able to recognize changes in the investment
markets, and to respond to them. This can be quite demanding, but it is also very stimu-
la!til‘lg. I think this keeps me young.

My best wishes to all for good trading.
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CHAPTER 8

MICHAEL BRENKE

To Keep REPEATING WHAT I DID RIGHT

met Michael in one of our first Caribbean Camps, in 1998 in the Dominican

Republic. We lost contact for several years, but in early 2004 a recent camper looking
for help with trading software connected with him, and a few months later both men flew
to a campers’ meeting in New York. | was pleased to hear that Michael had become a full-
time trader and invited him for an interview. He timed his return to New York to attend
another campers’ meeting, and the next morning we sat down to talk about trading,

I was born in Greenville, Tennessee, but had my parents waited a few months |
would have been born in Germany. 1 visit there often and like it there, but
maving is out of the question—Kimberly wants us to live close to her parents.
My original career choice was photography—I took pictures for the year-
books in high school, but then decided to do something else. I thought most
photographers were starving artists; I wanted to get rich quicker and enjoy
Phulugmph)’ a5 a hobby. That and travel are the most fun L|‘Iil'|gs for me.
I never went to college—that was my choice. I read about the Hunts of
Texas, how they had minimal education but were great in business. 1 had all
these ideas on how to make money. My first plan was to get into high-end
| house painting—I could see myself hiring a bigger crew, getting into real
' estate—but painting was too hard. I moved from Asheville, a small sleepy
town, to Charlotte—it had a big skyline, big clubs. I bartended—it’s a great job
’ when you're 21, they play music you like, and everyone is happy.
Then I tried to import car polishing cloth from Germany. It is very pop-
ular there, you sce it at every gas station, but here it was a tough sell. 1 enjoyed
the creative part of business—taking pictures, designing the label—bul did
} not know marketing. 1 was doing business with a few mom-and-pop stores,
but did not have connections to get into big stores. To get a product out you
have to go to the major retailers, such as Sears, but big buyers do not buy just
one item from a supplier. I recently calculated that 1 still have a 1,200-year sup-
ply fer my car in a mini-warehouse,
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I'learned a valuable lesson—don't get into a business unless you know the
industry. In house painting I did my research and was profitable from day one,
but here I broke all the rules. Then, after hearing about the damage to new cars
from acid rain and a new paint sealant to protect them, I started EuroShine. |
thought it was a big million-dollar idea and committed every last penny to it.
I ran the company for 11 years and graduated from distributing others’ prod-
ucts to making my own, having my own line of chemicals.

I first heard about trading from a former girlfriend. She was studying
accounting and asked, "Why don’t you do something with your savings?” |
bought LTV at 10, a few weeks later sold it for 12, and was hooked. In the mid-
90s 1 was running my business but wanted to be in control of my financial
future. You do not get that from business because you have 30 to 40 bosses at
once—your big customers, suppliers, employees—they all have fingers in your
future, you depend on them. I wanted to become my sole boss and get paid
exactly what I was worth, One day | spoke about trading with Kimberly, then
went to take out the trash, and on the way back checked the mailbox—there
was a posteard for Trading for a Living, It all came together within the same 10
minutes—I realized the business was not going to give me what I wanted, and
suddenly there was this postcard. A couple of days later I ordered the book,
and when it arrived, it was signed. [ never had a signed book before and called
a couple of friends.

I made the same mistakes as everybody else who gets into trading with
big dollar signs in front of my eyes. [ had about $20,000 saved and thought |
would turn that into a million in two years—take 20 good stocks and wait
for the right patterns, like printing money with my computer. And 1 fell into
another beginner trap—thinking the more information 1 had, the better
trader I'd become. I subscribed Lo several expensive fundamental data services,
a chat room, and was running around with a Quotrek FM receiver with a lit-
tle antenna. | spent too much on the information—almost $3,500 a year, as if
more tools would make me a better trader.

The market has a very quick way of letting you know how good or bad
you are. [ had this big realization that took a long time to get—if I got paid for
paper-trading, I'd be a multimillionaire, But with real money, it was a differ-
ent story. It was easy on paper, but in the markets there was this fear of losing
money, pulling the trigger, and greed. My big fear was losing money. Money I
saved from my chemical business created a window of opportunity. | hated
that business by then, but with every loss my window closed a little.

This fear of losing money held me back for a long time. You paper-trade
five or six rimes, have good trades, then stretch the rules and get in—and that
trade turns out a loser. You go back to paper-trading and have five or six win-
ners, then back to trading real money and losing. It was an emotional roller-
coaster—you feel brilliant, then make a bad trade and feel like such an idiot.
Your mind plays tricks, and you do not see the warning signs,

Had 1 stuck to my own trading rules, I would have made money, but
instead [ struggled for several years, unable to break out of the rut | was in, like
in that movie Groundhog Day. 1 was slowly becoming more organized, started
keeping a log. What saved me during that time was sticking to the 2% Rule—
Tactually reduced it to 1%, and after a few losses to 0.5%. | was losing less than
10% a year. I would not have survived without that rule,
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I did not think much about psychology, did not believe it mattered. 1
thought that you see a good chart pattern and go. Trading did not begin mak-
ing sense lo me until [ started noticing my own patterns. You can know what
to do—be an expert on patterns, on designing systems—but be unable to do
what needs to be done when it comes to real money. 1 would never have
believed it. Take chemicals—there is a way to blend them, and that’s how you
do it—day in, day out. Or carpentry—you would not say, “I know how to build
it, but let me build it differently” If you do the same with trading, the results
are automatic. Some of the guys who write books cannot do it, cannot handle
risks with their own money. If you do not have the psychological strength to
stand the risk, you cannot trade.

[ was like a hamster in a wheel and did not begin to change until [ started
printing every chart and marking it. At the end of the month I'd go back and
make notes on my mistakes. After a while, I'd see a pattern—the same mistake
over and over. | nailed a big piece of foam matting to the wall and put the
examples of perfect trades there. I would see a pattern on the screen, then look
at my board—is it a clean pattern, not too many long tails? I made a list of the
most common mistakes and put that checklist next to the monitor, all these
little rules based on past mistakes. If everything lined up visually as well as on
the checldist, [ would place my trade and that started to help.

Your advice on the 2% saved me. You also talked of creating a journal. |
started looking at trading more like a business—wrote a mission statement
and a business plan. In the beginning, if I could not find a pattern for a while,
I'd look for another pattern, very disorganized. I started writing notes at the
end of each day on the trades | made or missed. At the end of each week, I
would write “What I learned this week.” It was a huge help to see patlerns
in my trading—what I was doing right and wrong—especially after losing on
a day when [ should have been making money. I started looking at past trades,
putting all the charts together to see what trades I had made and which ones
I should have made. I always print charts of the S&P in all timeframes. I really
credit my turnaround to looking at past trades, making notes, and reviewing
them to come up with rules for future trades. Before that, I could be going
long on the dailies without knowing that a weekly was having a huge bearish
divergence.

Everything just slowly evolved. Last year [ created my own trading man-
ual. I got the idea after hearing Kimberly talk about her job. In her bank they
have documents outlining different procedures for her department. Fred, with
whom 1 came to the campers’ meeting, is an airline pilot; he told me they use
printed checklists in the cockpit.

I condensed my manual to 10 pages. [ start the day by looking at the S&P.
If the market is at a turning point, which is where I like to trade, 1 start scan-
ning stocks—first weekly, then daily charts. 1 have 200 stocks to review and I
look to see whether they are in sync, turning in the same direction. If I find
something, 1 go to the page where | have my rules for swing trading. I have
four or five patterns and several rules, such as “Do not hold a swing trade over
an earnings announcement.” I go to Yahoo to check earnings dates, and if it is
within one week, I stay away. Occasionally this rule bites me and I miss a good
trade, but the risk of a huge downward gap is not worth it. If everything passes
my second sheet, | go to the third.
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MONEY NEVER SLEEPS

Y

At the next page I set up money management. The better I'm doing, the
closer to the 2% risk I raise my size. If I am on a roll, T'll raise it to 1 or 1.5%,
but after three losing trades in a row, | go back to 0.5%. 1 never hit the 69
monthly limit. At the next page I set up my alerts in MetaStock. [ prefer to
enter orders after the open to avoid gaps. Also, if the hourly charts show a huge
divergence against my planned trade, that’s a no-go,

The other part of my manual is for day-trading. | always stay in sync with
the S&P. Everything is written out step by step—how to track hourly, 25-
minute, and 5-minute charts. All the rules are spelled out—what patterns to
look for when the hourly is oversold or overbought, same for the 25-minute
and even the 5-minute chart.

Michacl says:  During the day, the house feels quict and isolated. It is casy to become distraciegd
ar bored, especially when there hasn't been a trade for two or three days. You can start witching
TV or go grab a bite to eat and suddenly you've missed a perfect pattern—your sandwich cost you
$400. I find all these little weaknesses, attention deficit maybe, so [ plug them up (o avoid miss-
ing a perfectly good trade. To deal with the distractions on slow days, I created an alert iy
MetaStock to remind me when it is time (o scan for selups.

I got this audlo.wav file from the movie Wall Street: The phone rings and Gordon Gekko
says, "Money never sleeps, pal; this is your wakeup call, do to work." I attached it to my five-
minute S&P chart, and it goes off at the start of every bar. I the S&P is at a turning point, I do
io work, otherwise I ignore it until it goes off again fve minutes later.

Even with day-trading, 1 quickly go through the sheets in my manual—
first, the list of patterns, then the second page with the rules, such as “Always
use limit orders to get in and market orders to get out.” These are all based on
past trades that went wrong. My goal is to continuously repeat what 1 did
right, and follow my manual leads 1o more consistent trading.

No rule can make you place the trade; you've got to have the nerve to pull
the trigger. If a stock looks almost perfect but something is missing, walk away
and do not beat yourself up if it turns oul to have been a good trade.

The last sheet in my manual is on how to close the day: Enter the trade
into Quicken, put it in a notebook, and write a little note to finish the process.
Once you get into the habit, it is not much work, taking five minutes a day. I
kick myself that I did not start doing this five or six years earlier; I wauld have
done much better, discovered mistakes earlier.

Right now the big thing for me is to be consistent. My manual is now
complete after a year. The goal is to be as robotic as possible, follow the man-
ual day by day, manage the risk, and be very consistent. Not missing anything
is hard—when the marlket stays choppy for a few days, your attention lapses.
Then the market traces a clear pattern, but if you miss one day in swing trading,
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the entire month can be shot. The market turns and now you have to chase the
trend—1I never do that, it is too risky.

In the morning | get my colfee, turn on my monitor, gel the manual, and
g0 through the steps. I treat it like a business—arrive in the morning, turn on
the lights, call the customers. It can be a very boring routine, especially when
volatility is very low, and | can spend days withoul finding any setups lo trade.
Doing both swing-trading and day-trading keeps me more alert, even though
that .wav file sometimes drives me crazy.

In day-trading you have to stay on your toes; if you're not there within
seconds, yuu‘]l miss it. I'm trading for 20-cent moves and risking 10 cents. If
I am 5 cents late, that trade is not worth taking: It is not worth risking 15 cents
to make 15. Some days are very boring, others exciting. When it gets too excit-
ing, when the heart starts pumping, something is wrong; do not take that
trade, step outside for a bit of fresh air. T only trade well when [ do not feel
excited, elated, or fearful—Mark Douglas calls it being “in the zone.
Becoming excited is usually a bad sign.

You've seen Star Trek and know how Vulecans are—logical, no fear, no
excitement, stay very cool, very calm. I once joined a day-trading room at a
brokerage firm. The manager pointed out a guy and said, “He is our best
trader and the dullest personality™ OF course you want to make money, but
you have Lo treat it like playing a video game for points. To be successful in
trading, you have to reprogram yourself—get rid of greed and fear, become
as close to a robot as possible. For me this has been the hardest part of trad-
ing; it’s very hard to detach yourself from the money and think of it as points
in a game.

There is a non-glamorous side to trading—isolation, no coworkers, being
cut off from people. You do not meet new people like everybody else, through
school or work. People who go to work, pay for dry cleaning their business
clothes, and sit in traffic may envy you, but you have to make a much bigger
effort to get out and about. The way you look at money really changes. You
think of spending $25,000 to buy a car, but then ask, "How much income will
I loset? Is that car worth the loss of income?”

I am in the house all week; all I do is trade, sleep, and exercise. [ need to
get out. I want to get into fencing—meet people and do a sport that's fast and
aggressive and may help with trading to some degree. I may take photography
classes. My next step is to get my life back on track, to have a life; otherwise
you burn out no matter how much you enjoy trading. On Fridays I wonder,
“Bummer, what am [ going to do for the next two days?” But on Sunday
nights | feel excited. If I start dreading Mondays, I'm in trouble.

Kimberly is waiting quictly but nervously; she is not comfortable with the
risk but trusts me and is very supportive. If your wife is not supportive, forget
it. You have your own demons, and il your wile adds to that, you definitely
need to make some adjustments—stop trading or the other way. The pressure
against you sabotages trading. Having another source of income helps while
you're learning to trade. The less pressure you have, the more likely you are to
do well.
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Upper pane:  Haurly candlestick chart with two sets of Bollinger bands using default settings
(20-MA with 2.0 standard deviation). Light grey hourly, dark grey daily bands.
Red line—20-bar simple moving average. All my MAs are simple—after missing
several trades with EMAs, | experimented with simple MAs and stayed with them.

Second pane: MACD-Histogram, 12-26-9

Third pane: Stochastic, 8-3-3

Fourth pane:  Momentum, 20 bars

YHOD

I look for day-trades by tracking the S&P—first the hourly, then the five-minute chart. If
they give me a signal, I toggle through my list of 26 day-trading stocks to find the one
whose pattern is the closest to the S&P to put on a trade.

The hourly S&P looks like it is at a turning point. It is oversold, with a double bottom
at the lower Bollinger band. Stochastic is oversold, MACD-Histogram does not have 3
perfect positive divergence but is still diverging a bit. Conclusion—S&P may be at a turn-
ing point.

The five-minute chart shows a double bottom into the lower Bollinger band. It is not
a perfect bottom—the closings on the two lows are not exactly the same. If the second low
is the same or lower than the first, that divergence is good. If it is higher, that could be
bad—the win/loss ratio is not so good on those trades. I am overlooking that and letting

it slide because the hourly looks so good.
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Stochastic is also oversold
and making & higher low
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That day the last stock on the list was YHOO, and it almost identically matched the a lf\-
market, bar by bar, On the five-minute chart prices were hitting the lower Bollinger Wil Hals
band, Stochastic was oversold, MACD had a nice divergence, It came up high and did Hrade make
Not even drop below its zero line, The momentum confirmed the bottom, and | entered
alimit order one cent above the high of the last bar, at 34.70. My stop was at 34,58. (o)'s ]ose Mouey?

-
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MICHAEL'S EXIT

My target was at 35.20,
near the old high; the
hourly MA was just above
that level, a potential resist-
ance area. The stock fluctu-
ated after | entered and my
hearl starled beating, but
the stock took off. After it
made my normal 20-cent
run, | deviated from the
plan and sold half. | did
this even though double
bottoms on hourly charts
fend to produce betier runs
than just five-minute
double bottoms.

| wanted to hold the other
half until it hit my larget of
35.20. At 35.10 it started
stalling, the next bar could
not go above the previous
bar, and that's where my
emotions got in.
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Michael explains:  1have two accounts—about three-quarters of my money is in swing-trading,  GRADING MYSELF
the rest in a day-trading account. | Keep comparing their profitability—weekly P/L, fees, net P/L. 1
also grade both accounts. Say there were five double tops in my universe of trades, but I saw and
traded only three—I compare the number of setups that the market presented and the number
I traded. Maybe I didn’t trade because I got to the computer late or was a little nervous, a little
gquirrelly. Each pattern has a name, and I want to sce whether I'm doing the best job by catching
every pattern. Some months are terrible; T calch only a half or a third of patterns. If there are 12
patterns pcr month, then my traded score should be 12, wilh the same win/loss raiio. Some
things could not be helped—a dental appointment or the DSL was down, but that's what I'd
consider a perfect month, The fact that I made a decent profit is not enough—I've got to have a
perfect score.
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I was kicking myself for not holding the entire
position which would have made it my best trade in
months. I felt nervous about a reversal, chickened out,
and got out of the trade early at 35,05, It felt almost like
A conspiracy of other traders who waited for me to get TRADE SUMMARY
ut—as soon as I sold, they hit my target. Had I held,
It would have been a $1,000 day in less than an hour. It LonEiH00
Was a bittersweet trade. Bought 10/25/2004 @ $34.72

Sold first half @ $34.92—profit $0.20 per share
Sold second half @ $35.05—profit $0.33 per share
Position profit = $0.265 per share
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TRADE 1—ENTRY COMMENT
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Michael malkes his decisions to enter trades on the index charts and implements them in
individual stocks. 1 prefer to take each instrument individually—if the indexes give me a
signal, I'll trade index futures, and if a stock gives me a signal, I will trade that stock.
Clearly, the markets are interrelated, and I have to keep an eye on one while trading the
other, but ultimately each decision is separate. I am not suggesting that my approach is
right and Michael’s is wrong—far be it from me to criticize the method of a successful
trader! Markets are huge and complex, and serious people can approach them from dif-
ferent angles.

I will follow in Michael’s footsteps as I review this trade, looking at the indexes before
turning to individual stocks. T will use the 25-minute and 5-minute charts because the Rule
of Five, first articulated in Trading for a Living, states that charts in multiple timeframes
should be related to each ather by a factor of five. I think that 60-minute and 5-minute
charts are a little too far apart.

On the 25-minute chart the Impulse system is blue, allowing us to go either long or
short. On the plus side, prices are in the undervalued zone below the lower channel line.
They have broken below the low that occurred three days earlier, and their decline appears
to have stalled, reminding us to “buy new lows and sell new highs.” There is a bit of a bull-
ish divergence in the Force Index. On the minus side, both moving averages are still trend-
ing down. Overall, this 25-minute chart of the S&P does not look terribly exciting, but it
is more of a buy than a sell.

The 5-minute of the S&P shows that the previous day was a “trend day,” with prices
declining all day long in an orderly step-like pattern. Today prices opened sharply below the
previous day’s low, shaking out weak holders, Bears could not follow through on their gains,
and prices had stalled. There is a clear bullish divergence not only of MACD-Histogram but
also of MACD lines, which we see less often. The 5-minute chart confirms the message ©
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the 25-minute chart—the bears are exhausted, and in a two-party system this means that
the bulls are ready to grab control. The likelihood of a rally is much greater than the risk of
a downside move. If one is to trade this market, one has to look at the long side.

,\
M

' it |.| 1
| . |.|l
‘ ujllﬂllu,luﬂ“/ ”| i |L*ré'*‘1ﬂmj/m\u

T o
= _,________'rll \ = ¢ (i ]
Sl il > L

' 2 "_1-“':'_‘ =1 f‘|"| . LRt 1 Nl CUT T 1 P e
e serit .|fmi[1!‘1_[||||||;|”|1E|—-_’_*-... it

Gt LT [T TR TR
ey sl 0 v

5 — .
%, rJ e

e PRI ~

ME U nes 5% e W 105 NG 0k Tl 12K 1306 NE WK WD it % Nrints

Michael is quite right in saying that the pattern of this 5-minute chart of YHOO
almost perfectly tracks the pattern of the S&P. The stalled decline and the bullish diver-
8ences point out that a rally is much more likely than a decline, At the right edge, the
Impulse system has just shifted from red to blue, removing its prohibition against buying
ﬂnd1ailowing us to go long. This final signal tells us there is nothing else to wait for—if
You're bullish, now is the time to put on a trade!
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TRADE 1—EXIT COMMENT
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Michael is a very cautious trader, steadily grinding out small profits from his day-trades.
Someone who likes to trade larger swings might have wanted to hold his position a little
longer. At the right edge of the chart prices are starting to accelerate to the upside, with
bars becoming longer and rising at a steeper angle. MACD-Histogram is also rising, con-
firming the rally, without a single downtick, and it has not yet become extreme. MACD
lines have just crossed above zero, still at a relatively low level, indicating plenty of room
overhead. Prices are nowhere near the overvalued zone at the upper channel line. There is
nothing wrong with taking profits on half the position, just as Michael did, nor would
there have been anything wrong with holding a little longer.
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Michael takes profits on the second half of his position in anticipation of future
weakness, rather than any current signs. The rally is clearly accelerating, supported by the
indicators. In the longer run, this rate of ascent cannot be sustained, but as long as cach
new bar is making a new high, MACD-Histogram rising, and the upper channel line still
a distance away, it is tempting to hold.
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Michael did what every professional likes to do—he took a big chunk out of the mid-
dle of an uptrend. He did not try to nail its bottom or its top. This chart confirms the value
of channels for setting targets—prices almost reached the upper channel line during the
rally. Near the right edge of the chart, the Impulse system has gone red again, following a
broad top in MACD-Lines. When the market closes, Michael will do his homework and
prepare his shopping list for the next day.

Michael says:  In eSignal you can build a quote window, put different stocks there, and just tag-
gle through them. [ hit the down-arrow key and the chart comes up instantly—I can review 20
stocks in less than a minuie, great for day-trading. MetaStock is much better for doing explo-
Iations, looking for stocks following your own criteria, and they have great technical support.
The explorations feature in eSignal costs an extra $50 per month. In my opinion, a position
rader is better off with MetaStock and a day-trader with eSignal. I use both programs.

CHOOSING SOFTWARE
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TRADE 2

MICHAEL'S ENTRY

This daily chart of the S&P
has an additional blue
linge—a 100-period moving
average. It is a 20-period
moving average for the next
higher timeframe multiplied
by five—a 20-week MA
brought over to the daily
chart. The S&P is aversold
and pulling down. The
weekly trend is up, and
daily prices are at the lower
Bollinger band, which is
good, Other good signs are
that there are no bearish
divergences and Stochastic
is oversold.
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1 look for turning points in position trading as well as in day-trading. I like going long after
the market had a pretty nasty decline. When the weekly and daily charts form a base, you
get longer runs.

I prefer catching the market at extremes. These turns tend to produce good runs
which are not too choppy. There are fewer pullbacks because the market has just com-
pleted a large pullback and stops are easier to manage. That's the only time I use the
Fibonacci retracements. Once the market runs a little way, I'll see where the 50% retrace-
ment is going to be and hold until there or until the daily starts becoming a little toppy.

The daily chart of RSH seems perfect, looks like it bottomed out. It has a double bottom
into the lower Bollinger band and Stochastic is oversold, making a slightly higher low than
at the previous bottom. MACD-Histogram has a very nice divergence. It shows a higher high
at the latest top and a higher low at the latest bottom. Another sign of strength is that MACD-
Histogram rallied higher above zero than it went below the zero line on the latest decline.
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The weekly chart of RSH
shows an uptrend, the
decline has slopped at the
50-period MA (orange),
Stochastic is oversold. Bath
S&P and RSH show weekly
uptrends, with RSH being
aversold. Price had touched
the lower Bollinger band
that week, but the reaction
ended and the bar closed
above its 50-period MA.
There are two slight nega-
lives—the latest price top
is not accompanied by a
higher MACD top—this is
slightly bearish. Also, it is
not a very good signal when
MACD-Histogram is so far
below zero.

Momentum does not confirm
a divergence but Stochastic
does. Mormally, | like MACD
and Momentum to be in
gear; Stochastic is my sec-
ond choice. When neither
confirms, that means no
trade. | do not pay attention
to fundamentals in swing-
trading because my time-
frame is too short, | anly
stay away If the stock was
very recently downgraded

or the earnings report is
due. | placed an order to
enter ane tick above the
high of the last daily bar.
My stop was just below the
low made one day earlier.

Will Hhts

trade make

ov lose money?
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I exited the day after I entered. The S&P gapped down that day, and even though RSH did
not gap, it got dragged down—it opened lower and kept going. 1 was extremely disap-
pointed because it had a weekly and a daily pullback on Bollinger bands, which is normally
a pretty good setup. 1 had no apprehensions and was almost 100% sure it would turn out
to be a good trade.

What T learned was that the broad market definitely has to be behind you. No matter
how good the stock looks on weelly and daily charts, when the market turns it will take
your stock with it most of the time. That's why you always have to make sure that the S&F
has the same basic pattern and is at a turning point.

TRADE SUMMARY
Long RSH

Bought 5/5/2004 @ $31.28
Sold 5/6/2004 @ $30.51
Loss = $0.77 per share
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TRADE 2—ENTRY COMMENT
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It feels awkward to look at the daily chart of the S&P without having studied the weekly.
The rightmost bar is blue, permitting us to go either long or short. Prices had shot up a
day before, but the bulk of signals leans to the bearish side. There was a double top in April
with a bearish divergence of MACD-Histogram; this indicator fell to a new low a few days
carlier, confirming the strength of bears and warning of further trouble ahead. Both mov-
ing averages are pointing down, confirming a short-term downtrend. Force Index has been
drawing lower bottoms at every minor decline in recent weeks, showing that bears are get-
ting stronger,
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The Impulse system gives an unequivocal “no” to buying RSH. The rightmost weekly
bar is red, meaning that both the fast EMA and the MACD-Histogram are dcclining: the
downtrend is in gear. This censorship system does not allow us to trade long againgt },
downtrend—only to go short or stand aside.

With the weekly Impulse being red, there is not much point in studying the daily
charts. If I want to buy a stock, but its Impulse turns red on the weekly chart, I usually 4,
not even bother looking at the daily. When the weekly says no to going long, it is time 1
look at some other stock.
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The daily chart of RSH shows several bullish signs: The downthrusts have become
weaker since March, MACD-Histogram shows a bullish divergence, and the last bar has
turned blue. Still, with the weekly Impulse being red, these are no more than early warn-
ing signs; I am not allowed to buy until the weekly goes off red.

TRADE 2—EXIT COMMENT

Michael deserves high praise for running very fast from a losing trade. As a professional,
he does not stick around waiting to see what happens next; he cuts the loss and moves 01
A beginner concocts a bullish scenario and winds up believing in it as if it were a fact. An
experienced trader tests every scenario against reality, and when the two diverge, he drops
the scenario and goes with reality.
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‘THE 2% RULE SAVED MFE”

You can come to trading as a wide-eyed amateur and grow into a serious professional, This
game can be won—but you must survive the inevitable setbacks. You can learn several
valuable lessons from Michael’s journey.

Trading education is expensive. The $3,500 per year Michael used to spend on serv-
ices, including useless subscriptions, was small change compared with the tuition he paid
in terms of trading losses. He realized early on that his capital was his window of escape
and that every loss pushed on that window, closing it a little tighter.

Michael says that what saved him during his period of groping in the dark was the dis-
cipline of the 2% Rule. This Rule, first described in Trading for a Living and elaborated in
Come into My Trading Room, states that a trader may nol risk more than 2% of his capital
on any given trade. Of course, you do not have to risk 2% on every trade—you're welcome
to risk less. Michael, cautious and conservative, risks no more than 0.5% of his capital for
many of his trades.

Suppose you have a $100,000 account. Two percent of that comes to $2,000. Say you
want to buy a stock for $15, with a target at $20 and a stop at $13.50. This stop puts $1.50 at
risk for every stock that you buy. Since your maximum permitted risk is $2,000, it is easy to
caleulate what maximum number of shares you may buy. Your actual size should be less than
the theoretical maximum, since you'll have to cover commissions and perhaps even slippage.

Following the 29 Rule protects you from disastrous losses, the shark bites that destroy
Most trading accounts. Greedy traders want to buy a large position and make a killing, The
2% Rule saves the trader from getting killed.

Another valuable lesson we can learn from Michael is that he started becoming a suc-
Cessful trader only after he began keeping good records and rigorously analyzing them. The
2% Rule ensured his survival, but his equity continued bouncing up and down until he
Started keeping a Trader’s Diary and learning from his mistakes.
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Back in the days when 1 was actively practicing psychiatry, a new patient would gccy.
sionally come in with a serious drinking problem. If the patient disagreed with that diagng.
sis, I would not argue but make a simple suggestion—keep drinking as you did before by,
write down every drink that you take and come back a week later. No active alcoholic coylg
ever keep notes because it took too much fun out of drinking. A few people came back a week
later with notes, saying that [ was right and they were ready to work on their problem. Goog
notes allow people to learn from their experiences and start turning their lives around,

In trading, most people rush forward without reviewing what they've done, not leary.
ing from their experiences and repeating their mistakes. I always say to my students, “[t is
perfectly fine to make mistakes; it is part and parcel of trying new things: It is dcﬁnitely
not okay to repeat them.” Michael's trading diary and other records allowed him to bregk
out of the vicious cycle in which many traders are trapped.

When 1 first called Michael to schedule our interview, he told me he doubted we
would get enough material—he was a man of few words who spent most of his time alone
in front of the screen. I chuckled while editing his chapter, one of the longest in the book—
during his years of solitude he had accumulated a torrent of ideas. And of course, Michae['s
level of sheer mental toughness makes him stand out. When 1 think of that .wav file going
off every five minutes, I'd probably put a hammer through my computer. You have to find
a style that works for you—as Michael has.

An e-mail from Michacel:

_ THE TOUGHEST CHALLENGE
’ I’VE EVER TAKEN

The journey from making your first trade, knowing nothing about
the markets, to the point where you're finally making consistent
profits is long and hard. You go from feeling like a genius one day to
a complete moron the next. Each time you think you've finally got it and the money is
about to roll in, the market lets you know you still have a long way to go.

To imagine that you can start out knowing little or nothing, buy a few books, attend
a seminar, and then a year or two later trade for a living is like thinking you can buy a sel
of golf clubs (when you've never played in your life), take a few lessons, and compete with
Tiger Woods in a year.

Looking back over the last 10 years, 1 wish I had kept detailed records from the begin-
ning and taken the concept of trading psychology more seriously. Then [ probably would
not have experienced so many aggravating and difficult years. Here's what | found to be
most helpful:

First, don’t quit your day job unless you have another means of support. However long
you think it is going to take until trading for a living, triple that time. If you are under pres-
sure to turn a profit to pay the bills, you can kiss that trading account good-bye.

Keep good records; don’t wait for five years like I did. Print a chart of each trade; mark
the entry and exit points. Also print a chart of what the S&" did while you held that stock:
It cost me dearly to learn that most stocks follow the market, and going long in a down
market is a hard and risky way to make money. At the end of each week or month, taked
close look at all your trades. Search for any recurrent mistakes—are your trades in syme
with the market? Were there any divergences working against you?
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You need a coherent trading system with rules on when to enter, where to place stops,
when to move them to protect profits, and when to exit. Buying XYZ because it bounced
off this level last month, and ZYX because someone on TV said it was a buy, is not a sys-
tem. When you make different trades for different reasons, it is hard to figure out what

ou're doing wrong with your losers.

Alot of people think that paper trading is a waste of time, but they’re missing its most
jmportant point. Paper trading helps you learn to spot the pattern you plan to trade as it
develops. It helps you gain confidence in your system so that you can pull the trigger on
your setup. Finally, it helps you see how your system will perform in different market con-
ditions. If your win/loss ratio for paper trades is 70%, and real trades only 40%, then the
pmhlem is not your system, it is your execution,

With no emotions getting in the way, paper trading is a great way to monitor a 5y~
tem. Once you know how it works, you can start with real money, which will make you
earn about the psychology of trading. You need a system that produces more profits than
losses and the psychological control to implement it. You need both—there is no way to
consistently make money with one and not the other.

Start trading small positions. When I was in a rush to make money and traded too
large, I could make or lose in three hours what took me two weeks of working to save. That
was very intimidating. Smaller positions will reduce the inevitable burn rate on your
account while you're learning. It is a lot easier to hang onto a position and watch it play
itself out when your stop limits the potential loss to only $150 and not $1,000. After win-
ning a trade or two, increase the size by a small amount,

Market volatility is constantly increasing or decreasing. Different trading systems
work better under different market conditions. If your system no longer gives you good
setups, don’t throw it out; wait for conditions to change back. I've never found a pattern
or method that gave me the same number of setups every month—some months are
always busier than others.

Learning to trade for a living is pretty similar to starting your own business. If you
know enough about a business and have enough capital to get through the first years when
you're not making a profit, you stand a chance of making it. There are only two big differ-
ences. The first is that in a business your emotions do not play such a big part because the
money is not made or lost so quickly. The other is that when business takes a turn for the
worse, you have to get in there and work harder, more hours, make more sales calls to
bring the revenue back up. In trading, there are times when the best thing you can do is
sit on your hands and do nothing. This was hard for me to accept at first. What seems like
doing nothing is actually doing something—preserving capital.

Learning how to trade was by far the toughest challenge I've ever taken on, but [
couldn’t imagine being happy doing anything else.




Name:
Lives:
| Previous profession:
Trades:

How long:
Trading account:

Software:

Traders' Camps:

Kerry Lovvorn
Scottshoro, AL
CEOQ/business owner
Stocks and futures
Since 1995

Medium ($250k—$1m)

TradeStation for trading,
TC2005 for scanning stocks

Caribbean Camp in 2004; Advanced
Camp in 2005; Spike group member




CHAPTER 9

KERRY LOVVORN
A SQUEEZE PLAY

met Kerry in the chatroom for traders that my firm maintains on the Internet. I liked

several of his comments, e-mailed him, and the following year we met face to face
when he came to our Traders’ Camp in the Caribbean. Kerry scemed attentive but shy
until one night, during a party at a local restaurant, he let it slip that he liked singing. We
took the microphone away from the band leader and gave it to him, the musicians hit the
chords—and Kerry forgot his lyrics. I teased him afterwards that since there seemed to be
na future for him in professional singing, he had no alternative but to learn how to trade.

We continued to e-mail each other after the Camp, and when I started working on this
book, I invited Kerry to New York for an interview. He came with his wife and stayed for
several days in a nice hotel near Central Park. Manhattan is a great city for walking, but
many out-of-towners feel intimidated by its size and pace. Kerry and Karen, coming for
the first time from a small town in Alabama, walked everywhere. On the first evening Kerry
took the subway to my apartment for a campers’ meeting and returned the following
morning for an interview.

Ever since I was a kid I was fascinated with numbers, business, big cities, Wall
Street. I was born in Gary, Indiana; my dad worked in the steel plants. When |
was six, a new plant started up back home in Alabama, and the family returned
south. After working at that plant for a while, my dad started his own steel
fabrication business. We all grew up around the steel industry and worked for
my dad.

In 1986 my dad sold his business. My ambition was to be a business
owner—I wanted to be independent and so in 1988 I started TELKO. We fab-
ricate structural steel for buildings, primarily restaurants and retail chains. We
have grown over the years and have 35 employees—working with them is
probably the best part of the business.

All T knew was the steel business, but [ had always dreamed that one of
these years I'd figure out how to invest. I thought you bought a stock, held it
for 50 years, and accumulated massive wealth—buy-and-hold was all | knew
about. My dreams were big, my expectations fairly extreme. In the 1990s T
started a retirement account and turned to advisors and brokers who had me

159
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buy mutual funds, The first two funds I bought no longer exist—and they
leep telling you mutual funds are safe. I put a little money in but got even less
back—and that was in the early "90s bull market!

When 401k came out, we created a factory plan, and in 1997 I bought my
first individual stock, in a company that was our largest client at the time, The
stock had already quadrupled, and I bought near the top, then watched it slide
from 43 to 9. When it fell to 9, I said, “It’s cheap, let’s double up.” I actually
tripled up and watched it go from 9 to 25. I had no clue what [ was doing. Even
though T eventually made a little money on it, | waited from 1997 to 2000 to
make about 31% on this investment. After selling at 25, I watched it go up o0
40, and made a commitment to learn this market game.

During this time, in 1999, the market was going sky-high, and everyone
you came in contact with was buying stocks. Luckily I did not start in 1999—
I was still too strapped to the daily business, working 15 to 16 hours a day. The
year 1999 was probably my most stressful year—we went through a total man-
agement change, a large client went bankrupt, I was going through a massive
burnout, If at that time anyone had offered me one dollar for that business, [
would have taken it—but [ would not just get up and walk away. [ have a
plague in my office about quitting—I would not quit, would not stop, unless
it was on my own terms.

It was the worst time in my business life. I wanted out and started ques-
tioning what I really wanted to do. That led me to the markets, reading books,
and one of the first was Trading for a Living, in 2000. As I kept reading, my pas-
sion grew—I felt as if the markets were made for me. I loved the idea that the
markets were what you made of them; there was no one else on whom to
depend. I decided to rebuild the business, create a management team, and man-
age that team and company finances, while diversifying into other ventures.

As the markets started selling off in 2000, I started monitoring stocks,
expecting to find some good buys. In August 2000, I opened my first anline
brokerage account, without realizing that the educational journey was just
about to begin. The markets will teach you many things about yourself. 1 had
read a few books but did not know anything. I started with a small account,
$25,000, which in the first nine months simply bobbed up and down between
slightly negative and break-even. 1 started feeling more comfortable with
trades—abut all I knew was trading long. There we were in onc of the fiercest
bear markels ever, and | was trying to learn trading on the long side! Shorting
seemed mean and evil, as if you were against something. After 9/11, my
account was down to about $7,000. I did not turn on the screen anymore—
just waited it out. The market bounced back after 9/11, and as 2001 came to
an end, I closed all my positions and wiped the slate clean, to start anew. [
thought a fresh start would be good for the mind.

In 2002 the bear market continued, and 1 was still trying to make long
trades, struggling to break even, running my account down 15 to 30% and
then trying to make it back. I started going to some of the trade shows, got into
your class in Vegas. | was starting to establish a method for myself—using
Force Index, moving averages. [ tried everything, read a bit of everything, gave
my share of money to Mr. Market. I would read about a new indicator, apply
it, mess with the settings, look for the golden secret. Now I laugh when I think
I used to believe there was a secret to this. You look at a chart, think of a dozen
different strategies, and they all contradict one another; you do not know what
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to do. By that time I was learning to short a little bit—a good time to do it, just
as the bear market was coming to an end!

In 2002 I came closer to break-even, and in the latter part of thal year,
started formulating a regular method. At that time [ felt I was coming along
with my own ideas on what to do, not just copying someone else. You are not
going to read a book, open an account, and be successful. That's what every-
one wants—pay $50 for a book, program it into a computer, and have it spit
out dollar bills while you sleep. In 2003 [ started concentrating on my own sys-
tem, and that's when my trading turned around. I still enjoy reading other
people’s ideas, going to trade shows and conferences, and listening to what
others have to say. Now if T hear someone and it does not make logical sense
in the first few minutes, | am not interested.

I read and heard a lot—from fakes to legitimate people, then put together
what made sense to me, One of my favorite trades is when a stock is acting very
quiet, boring, in a tight range, with little activity—I try to position myself in it
because it will often explode. The trick is to figure out which way it will go.
Riding it for a few days is very gratifying—you take what the market offers and
then go elsewhere to look for a similar setup. The question is not what indica-
tor to use, what lines to draw. The question is within myself: “What do [ want
to do?” It is like going to college: “What do T want to do when I grow up?”

What kinds of trades are you going to make? When you look at the charts
and do not know what you like, how will you |'Ecngni?,e the trade when it is
there? And warst of all—when there is no trade, you'll find one. People want
to make money but do not know what they want from the markets. If I am
making a trade, what am I expecting of it? You take a job—you know what
your wages and benefits are going to be, what you're going to be paid for that
job. Having a profit target works better for me, although sometimes it leads to
selling too soon.

I now put a signature on the bottom of my e-mails: “It is hard enough to
figure what the markel is going to do. If you do not know what you are going
to do, the game is lost.” How many times do you put on a position trade, then
an intraday signal comes in, and you sell? I had to figure out what 1 wanted to
do, what my personality was. Matching your trading to your personality is the
critical part of success. I like quick trades, and find it difficult to ride trades for
a long period of time; I do not have the patience. If I get in at 10 and the stock
runs to 15, I do not like to ride it down to 12, even though the big trend might
still be up.

Pecople talk of being unemotional, but the market is a sea of emotion—it
is all about how you control those emotions. | thought successful traders had
good trades all the time—but in truth the main feature of a good trader is how
he bounces back from his mistakes. Just look at a great athlete like Michael
Jordan—how many shots did he miss? How did he bounce back from his
errors, failures, and mistakes?

Karen is very supportive of my trading as well as my business. She has
always shown 100 percent faith in what I do. She is also my biggest critic—she
does not go along just to be supportive. When you're fixing to do something
that is not good for you, a true friend will tell you. When I am at my worst,
she is at her best. She has never complained about my trading. She has always
told me, “Set your mind and go [or it, you can do it.”
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Upper pane:

Second and third panes:

Impulse system (11-25-8 with 12-EMA). Dotted line—12-week EMA,
solid line—26-week EMA.

Use duzl MACD on weekly charts—two panes with different settings:
mid-pane 11-25-8, bottom 19-39-8. Green if MACD ticks up, red if it
ticks down.

LAYN

I call this a “squeeze play” We've got a stock in an uptrend. I look for a pullback to the fast
EMA, accompanied by shrinkage—smaller and smaller ranges during the pullback, while
the Impulse system does not turn red, stays blue during the pullback. I look for an entry
when the ranges are the smallest since the pullback began. If the ranges expand, I become
less interested because the risk becomes higher. This is a very low-risk entry—you have to
get in before the stock moves—you must anticipate but the risk is minimal.

The setup involves a reduction in range and price resting on support—I learned this
from David Weis in your Camp. What is the support level during this pullback? The lowest
low was 13.53—if that gets broken, I definitely want to be out of this trade. A break would
tell me that this pullback could develop into a turn, and I do not want those lows violated.

The pattern at the right edge is like a coiled spring—the stock is in a tight coil ready
to explode and strike. I check to see that there are no major divergences of MACD and then
go to the daily charts to look for an entry. What I want out of this setup is a very Jow-risk
trade with less than a dollar stop. It does not always work; half of breakouts fail.




Chapter 9 Kerry Lovvorn 163

B S P gk 0.4000
e : - 0 2000
H]]in .1 i I ||l TN : LLELL : ,—Th"——.-. PP WP 1] (1411
"I ”]|[‘||! " |i|, |||| P T TR e i
| =0 20
gl A ERE )
( | 120330 00
|
| |
"1 | | [ 11 )i p _I __‘l i [
FITT YWD Iy et 1 v vnd (8 Y PR T A i i||||'|l IV
tl-i Fon ) bos
Upper pane:  Impulse system (11-25-8 with 11-day EMA). Dotted line—S-day EMA, solid line—
22-day EMA. Grey envelope is a 2.7 standard deviation channel based on a 22-day
EMA. | turn Bollinger bands on and off to see how tight the coiling is—how wide are
Ballinger bands in comparison Lo price bars.
Middle pane: MACD Lines and Histogram 11-25-8

Volume bars and Force Index. Volume bars are green il the stock closed up for the
day, red if closed down, blue if unchanged. Force Index with 11-day EMA and a zero
line. Purple line —63-day EMA of volume because there are 63 trading days in a
quarter, and big funds and brokerages deal on a guarterly basis.

Lower pane:

I have been waiting for an entry, and the pickup in volume alerts me. At the right edge
volume is above its 63-day average—it has started picking up in the past few days. The price
barely moves out of the Bollinger band range. With all this volume, prices do not move, and
s0 even with the day closing down, it appears it was not sellers who were in charge, but buy-
ers, who were accumulating, The next day I put in my buy order. I like to buy at the bottom of
the range—1I do not like buying breakouts, when the move is already on, 13,85 and 13.88
were the latest daily lows. I want to buy close to that range, but you never know whether you
will get that entry. It is important to get on the train before it leaves the station.

Ienter on May 20 at 14.06, placing a stop using the daily chart. The lowest low during
this consolidation period was 13.53—and I like to put my stop about 11 cents lower. [ use
this number to keep me out of the noise range. 1 do not like even numbers—dollar, 50
cents, 10 cents. I like to put my stop a dime below the low, and so I add a penny, make
it 11 cents, If that low breaks, it will be a sign of trouble. I try to avoid placing a stop
Wwhere everyone else’s stops are going to be.

I look for a squeeze on Bollinger bands, and then take them out and go to a regu-
lar channel. The target for this trade is at the top of the channel. When the bands
Squeeze, this baby is ready to explode. Which way? We established that on the weekly
{:hart where we saw an orderly pullback within an uptrend. Meanwhile most traders lost
Iterest in this stock—it is lying flat.

E

Will thais
rade make

ov lose woney?
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We're in—an explosive volume comes in the next day, on May 21. I decide to hold it over
the weekend. The next trading day, May 24, we see a continuation of enormous volume,
prices close near the high of the day, hitting the top of their channel. That is my target, but
I do not want to automatically sell, only raise my stop at this point at least to break even.
With such an explosive move, a stop below this day’s low would protect a small profit. The
trade is a free ride from here, This type of move can last for several days.

The next day, May 25, we exceed the top of the channel, and on the 26th the entire bar
is out of the channel, but prices stall on lower volume—and that’s when 1 sell. A narrow
range out of a channel is a typical sign of weakness. There is a saying: “Sell when you can,
not when you have to” I decide to close and see how the pullback acts. And that’s the
beauty of the EMAs—often you see a breakout, then a pullback to the EMA, and then the |
maove continues.

1 had a setup, managed the trade, aimed at the top of the channel,
and got a little extra. I risked 50 cents and got two dollars out of it. That
TR ADE SU M MAHY was a 4:1 reward-to-risk ratio. I can be wrong three times with a trade
like this, win once, and still maintain a small profit. This was not the
Long LAYN home run that many beginners look for—but you can hit a lot more sin-
gles and doubles. I used to fall into the trap of thinking, “Let me see how
far this can go.” That's where you start turning winners into losers. A few

Bought 5/20/2004 @ $14.06
Sold 5/26/2004 @ $16.29 days later this stock was back down at 13 dollars.

- Profit = $2.23 per share
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There are many ways to analyze the markets and to trade them. Only a beginner can be
arrogant enough to say that his method is good and others’ methods are bad. A seasoned
pro surely has lived through enough times when his opinion was proven wrong. This is
why experienced traders are broad-minded and respectful of others’ opinions.

I would fall asleep watching a tight trading range but have no arguments against
Kerry's approach. His logic is elegant and consistent, and his method works for him. On
my weekly chart, the Impulse system offers no objections to buying here. The weekly bars
are blue, allowing us to go long or short. Prices are in an uptrend but had pulled back to
value in recent weeks. MACD-Histogram is at a low level, consistent with price bottoms.

What Is a “Tick™?

You suggested placing an order one tick above or below the
recent extreme price. What does "one tick" mean? —Trader

A tick is the smallest price change allowed in any given mar-
ket. When you trade U.S. stacks, a tick is usually 1 cent. When
you trade grains, it is % of a cent because those markets still
trade in eighths, and so on for any market. —AE
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“Like watching paint dry”—for almost two months the average height of a daily bar

remained under 20 cents, with the total range for the entire period under a dollar.

It takes

a highly disciplined and focused individual to follow this pattern day in and day out, scan-

ning for signs of an upcoming reversal.

The Impulse system is fairly non-contributory during such tight ranges—up one day,
down the next. MACD-Histogram is snaking around its zero line and is not really useful
here because it tends to give better messages when it is far away from its centerline. Only
Force Index has started to show some signs of life in recent days. At the right edge of the

chart the Impulse system is green, permitting us to buy.

TRADE 1—EXIT COMMENT
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Kerry's patience has paid off. The stock has exploded from its channel, covering a greater
Jistance in three days than it had in the previous three months. Kerry's systemn obviously
works for him. At the right edge of the chart, all indicators are in gear, the Impulse is green,

the ru

bber-band overextended to the upside. You could wait to see how far the move will

carry before taking profits or you could say that the picture looks just perfect. If it cannot
be improved, the stock should be sold, which is what Kerry did.

Notice Kerry's calm tone as he gets out of this trade. There is no gloating or beating his
chest. Nor is there any complaining about the money left on the table because of selling too
coon. The man has his system, follows it, and calmly accepts the consequences of his actions.

Part-time

| lost about $25K out of $50K capital in day-trading back in
1999, The trading house insisted we all actively trade, and |
think | was a victim of overtrading without having a plan or sys-
temn. | now earn a good living, but eventually want to get back
into trading. Do you feel there is any case for part-time trading
smaller amounts while having a flexible career? —Trader

| think part-time trading is a very viable option—if you swing-
trade rather than day-trade. Choose a few stocks that swing
well and track them day in and day out, trying to profit from
maoves that last several days. You can do that without sitting
in front of the screen all day. —AE

A Tiny Account

| am a college student, planning to invest my saved money in
the stock market. At this point | have saved $8,000. Could
you tell me what is an adequate amount of money with which
to start trading? —Trader

First of all, congratulations on being a very frugal student!
%$8,000 is a good amount to invest, but not enough to trade.
The reason is transaction costs. Let's say you pay $20 com-
mission to buy or sell. A single roundtrip will cost you $40, or
1% of your account. If you trade once a week, by the end of the
year commissions will eat up 25% of your account, creating an
insurmountable barrier to winning. Invest your money for the
longer term and continue to accumulate capital and study the
markets. Also, at your age, you may want to look for a trader
trainee position and learn on someone else’s dime. —AF
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KMRT

Too many people look at a divergence and think automatically that it will reverse the
trend—but it often does not. Here on the weekly chart you see that the back of the bull was
broken in August. KMRT has been in a strong uptrend, and after that break, during the
week of September 17, it reached a new high, with very little strength in MACD. It was a
massive bearish divergence. The Impulse system remained green, so no shorting was
allowed the following week, but the stock caught my attention. During the week of
September 24 the Impulse turned blue as MACD-Histogram ticked down. Even MACD
Lines showed a little negative divergence—I felt this stock was getting ready to roll over.

Give me this setup a hundred times, and I will take it a hundred times. That is one
major difference between mature traders and beginners—we take our setups every time.
As I've heard Alex say, “If you do not take this trade, what are you going to take?”
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Not only is there a weekly divergence, there is also a daily divergence, and not anly
MACD-Histogram but also MACD Lines! Loak at the Force Index divergence—all that
volume in August could not make KMRT go up—it just went flat after that, A stock that
cannot go up is just waiting to jump off a tall building. I had steam coming out of my ears
on this trade, and am glad I did not bet the farm on this one.

Kerry says: 1 use the same parameters on my weekly and daily charts. I've stopped trying  |NDICATOR

to change them—every time I try to do it, I get myself in trouble. Everybody is so into set-  PARAMETERS
tings, asking you what yours are. The question is not what they are but what they are telling

you, EMA-13 and EMA-11 are noi going to tell you very different things. I use paramelers I've

become comfortable with, and changing them has never done me any good. All those changes in

parameters simply give you faster or slower signals. Faster settings give you more falsc signals.

Slower settings make you give up more time because of slower signals.

Wil Hats
tvande make
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TRADE 2
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v TRADE SUMMARY

Short KMRT

Short 10/22/2004 @ $89.79

Even the best setups sometimes fail. [ want to protect myself il my short breaks above its
highs. On the day I entered, KMRT reached a new high of 92.80. I shorted because il closed
down and failed to hold its new high. The next day it closed up a bit—it made a new daily
low but closed near the top of its range, MACD ticked back up, turning the daily Impulse
system back to green. It had nol violated the stop, and 1 was still in the trade, but I did not
like that action. That stock should have gone down! The next day it closed up again—two
days of higher closes, and the Impulse system stayed green. The next day, October 27, it hit
the high of 93.18. I covered intraday, sooner than planned because of the price action.

My point is: You have a setup, and if a trade is not acting as you had expected, you're
better off on the sidelines. It’s like driving—someone gives you directions to get some-
where, and as you drive, you realize something seems wrong; the signposts in the direc-
tions are not there. Then it is time to stop and ask directions again, rather than just blindly
follow something that’s not working. This trade might have been my
best trade of the year in terms of risk management. I lost money, but I
avoided being impaled on a spike which ran all the way up to 117.

[ printed out these charts—they went into my record-book as a
reminder why it is so important to follow your plan and know what you
are going to do.

Covered 10/27/2004 @ $91.59

Loss = $1.80 per share

J
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Several months had elapsed after my interview with Kerry before I wrote this review of his
trade. When I tried to plot KMRT in my TradeStation, I got nothing, and TC2005 also gave
me a blank. In the months since our interview, Kmart had been taken aver by Sears.
Fortunately, a friend had downloaded a database from MetaStock before the takeover, and
he plotted these charts for me in his program. This is why they look slightly different from
my other charts. This slight visual difference confirms the point I've already made—the
specific brand of software makes little difference for traders, as long as you use a serious
toolbox.

The weekly chart shows a major bearish divergence between prices and MACD-
Histogram. The October top is higher than the one in July, but the indicator is tracing a
lower second top. Even more ominously, MACD Lines are tracing a rarely seen double top
with a bearish divergence. The right-most bar tried breaking oul to a new high but failed.
The Impulse system is blue, allowing us to short.

Trades based on bearish divergences tend to offer good reward-to-risk ratios. Set the
profit target on the weekly chart—it is reasonable to expect that prices will fall back into
their value zone on the weeklies. Set the stop on the daily chart—prices are not supposed
to rise to a new high after a bearish divergence. With KMRT trading near 90, a profit
target near 80, and a stop near 93, we have a better than 3:1 reward-to-risk ratio.
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The daily chart fully confirms the message of the weekly. The uptrend is becoming less
and less acute, while MACD-Histogram exhibits great weakness; its latest rally, peaking
just one day before the right-most bar, barely poked its head above zero. MACD Lines are
clearly diverging from the uptrend and headed lower. The Force Index has not shown any
serious bullish action in more than a month. The uptrend appears weak, rising only out of
inertia. The right-most bar has turned blue; the Impulse System permits shorting.

TRADE 2—EXIT COMMENT

l 4
1 ,1;'! I
L e
I

ﬂl i ;§'~|I|_I|'l‘|- <

1li|

TARERERR

||i|'l||'-'i.1
ol
b A b

||F‘

[ ragg, [RLIALITS |
,.-J T Tty
gt

ot

4 B 3 8 3 K

O E

e e, — l T
:"_""“I1'H"'""""""".I-I-II.-I-It-l't]'l“"m""”"””Ih"”""'”"

", ""'||Ilmldlr":'lIilill‘--"“"m'i""""”"""""""""'-'i;;:_'" £




—

Chapter 9 Kerry Lovworn 173

Cold discipline is a hallmark of a successful pro. Kerry had shorted what looked like an
ideal setup—but as soon as the trade started going against him, he banged out with no
regrets. As he points out, the stock eventually went up to $117, and had he hung around
Jike an amateur, he would have ended up in heaps of trouble. Kerry is quick to say that he
continues to like this setup and will trade it again when he sees it in the future.

A highly impartant quality of the stock market is that most processes in it are proba-
pilistic rather than deterministic. In a deterministic process, a specific action leads to a
SPCCiﬁC consequence: Push on the door, it will open. In a probabilistic process, an outcome
that you seek is likely but not guaranteed: Stick your hand in a drawer with three white
socks and seven black socks—you are more likely to pull out a black sock, but this outcome
is by no means certain.

At the right edge of the chart, the daily Impulse has turned green. It looks like we're
dealing with “The Hound of the Baskervilles” signal described in Trading for a Living:
when 2 pcwerful divergence refuses to work, it tells you that something is fundamentally
changing below the surface of the market. In the famous story by Sir Arthur Conan Doyle,
the clue to solving a murder came from the fact that the family dog did not bark while the
crime was being committed. That was a sign that the criminal was a family member,
known to the dog—the absence of a signal gave the detective his signal. When the market
does not do what strong technical signals say it is going to do, it is a warning that there is
likely to be a strong move in the contrary direction.

SELF-IMPOSED LIMITATIONS

Many serious traders have a handful of patterns they like to trade. The market is too huge
and flashes too many signals to trade every move. Success is a matter of accepting disci-
pline and limitations. You may not feel like running in the morning, but still put on your
jogging shoes and head out into the drizzle. You may see a nice piece of cake but decide to
pass it up because of your earlier decision regarding weight control. A trader looks at a
market where thousands of stocks rise and fall, sucking amateurs into their trendless chop
and false breakouts. Amateurs jump in, dreaming of fat profits. A professional does not
chase every piece of cake; he knows that only a few patterns offer him an edge, and he does
not trade unless he sees them.

What patterns to trade is the personal choice of every trader. You may buy and sell on
the basis of fundamental developments, technical signals, or news, but in any situation you
need to stick to your method. Amateurs are easily influenced by other people—they hear
good stories and jump into trades for which they are totally unprepared. Professionals, even
if they hear an interesting tip, test it and use their own system to make a “go/no-go” decision.

Kerry showed us two of his favorite patterns—a squeeze play and a divergence. He
probably has a few more, but the total number of patterns used by serious traders tends to
be small. There are thousands of stocks and dozens of futures—this huge number of mar-
ket instruments provides plenty of opportunities even if you trade only a few patterns.

Notice that each pattern reflects Kerry’s understanding of the market. He did not
come by his ideas through computerized testing of past market behavior. Instead, he has
Certain concepts of how the market moves and how to take advantage of that.

Kerry readily acknowledges that he got his idea for trading a squeeze play from David
Weis, his instructor in several Traders' Camps. What goes without saying is that Kerry used
David's idea only as a starting point. For example, David rarely uses computerized indica-
tors (see Chapter 11), while Kerry relies heavily on them. He starts with another person’s
toncept, but develops it and implements his favorite tools to make it his own.

.
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Kerry said in his interview, "I started concentrating on my own system, and that's
when my trading turned around. [ still enjoy reading other people’s ideas, going to trade
shows and conferences, and listening to what others have to say. Now if I hear someqp,
and it does not make logical sense in the first few minutes, I am not interested.”

To develop your own methad, it helps to keep good working notes. Write down why,
you're trying to do. Write down how you plan to reach those goals. Write down what be.
haviors of the market you'll be trying to catch. Write down what tools you'll use and hoy
you'll interpret their signals. Seriousness, accountability, and self-imposed limitationg will
get you far ahead of the herd of disorganized, greedy, and fearful traders.

An e-mail from Kerry:

ADAPT YOUR TRADING STYLE
TO YOUR PERSONALITY

When I set oul Lo pursue the profession of trading, I read a few mar-
ket books, studied a few indicators, and it looked simple enough to

- =" me.Little did I know I was embarking on a journey of self-discovery,
In reviewing my trades | find that the more profitable ones are those in which I knew what
I was pursuing. Even when such trades do not work out, the losses are held to a minimum
because I quickly realize that what 1 was looking for is not there and exit to preserve pre-
cinus capital, On the flip side, all trades in which losses are far greater than they should
have been have one thing in common. They all have the ingredient of confusion and not
knowing exactly what T was looking for in that trade.

When you do not know what you're doing, you let small losses turn into larger losses
and then capitulate into selling just ta get rid of the pain. [ believe that at some point all
traders have had such experiences; what you learn about yourself from them can propel
you forward in the trading profession. Finding a trading style that matches your personal-
ity is the most important factor in your success or failure, I remind myself every day to
continue to observe myself.

[ have been fortunate to learn from several successful traders, and the most important
lesson I've learned is the importance of finding exactly what game I want to play, Saying
you want to trade the markets is like saying you want to be an athlete and play sports and
then running out and playing the first game into which you happen to stumble. There are
many games, and I do not think it would be advisable for a horse jockey to take up com-
petitive weight-lifting, but then again, it is not the job of a power lifter to race a thorough-
bred horse.




[ have found that knowing and understanding your personal tendencies will do more
for your SUCCESS than any indicator or trading method. You must discover what works and
Joes not work for you. For example, Michael Jordan is one of the greatest basketball play-
ers in the history of the game, but he underperformed as a baseball player and was just
above par as a golfer. Did that make him a poor athlete? Absolutely not! His game is bas-
ketball, and that does not translate into success in baseball. There are many games in the
marketplace, and you need to find the one you can play well. You also need the dedication
and perseverance to perform to the best of your ability.

For example, I found that I do not have the patience for riding long-term trends. They
simply wear me out, and I get tired and restless. I cannot stand to watch a position go
against me and give profits back, waiting for the long-term trend to move in my favor. By
understanding that, I can look for other methods and use other tools. | came to use what
[ call “an inventory method™—building a position up and reducing it, trading in and out,
again and again, as | attempt to ride the trend. There is no great revelation in this but a
simple understanding of what makes the difference between winning and losing for me. 1
am a perfectionist by nature, which is very stressful if you want to malke a single entry and
exit—I always [eel I should have done better. Once I understood this, scaling in and out of
positions started working better for me. Perfection does not exist in the markets, but with
the “inventory method” some of my entries and exits are likely to be nearly perfect.

I could go on and on about my deficiencies as a trader, but the most important thing
is to understand how your personality works and adapt your trading style to it. In the
heginning, most of us follow the crowd and doubt ourselves, ]{mking for someone else to
guide us. It is hard enough to figure out what the markets will do; if you don’t know what
you are going to do, the game is lost. ‘To succeed you must know your unique abilities,
strengths, and weaknesses.
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Name:

Lives:

Previous profession:
Trades:

How long:

Trading account:
Software:

Traders’ Camp:

Diane Buffalin, PhD
Lathrup Village, Ml
Clinical psychologist
Stocks and options
Since 1996

Small (< $250k)

QCharts
Florida in 1999




CHAPTER 10

DR. DIANE BUFFALIN

DANCING LiKE FRED ASTAIRE, ONLY

GOING BACKWARDS AND IN Hi1GH HEELS

met Diane on Sanibel Island in Florida in 1999, at the only Traders’ Camp we have held

in the United States. Back in those days it felt a little unusual to see a woman in class
while her husband played golf, although more such couples came later. Diane had made enough
money writing options to pay for George’s carly retirement. Some men tried to tease him,
but he brushed them off; after almost 30 years of marriage, he and Diane still held hands.

Diane had a PhD in psychology, and in talking we discovered that she did her intern-
ship at the same time and in the same hospital where I had done my residency training
in psychiatry. We must have eaten in the same dining hall a hundred times but never met
until this Camp. Diane and I hit it off, and whenever she visited New York, we had dinner
together, One summer she came with George, and | suggested an outdoor restaurant, but
he told me that after returning home from Vietnam he had made two resolutions—never
again to fly in a helicopter or eat under an open sky.

When [ invited Diane for an interview, it took quite a bit of juggling to coordinate our
schedules. I was spending much of the winter at a villa in the Caribbean, while Diane kept
going on cruises with George. She eventually flew to New York, timing her visit to attend
a campers meeting,.

There was this one week in 1996 during which three different people told me
I should be trading options on the stocks I owned. I had no idea what they
were talking about, but when two brokers and a girlfriend who was an engi-
neer all suggested the same thing, I thought 1 should listen. My girlfriend, a
real-life rocket scientist, wanted to subscribe to a service that for $5,000 would
tell you exactly what to do. I was not going to do what some man told me to
do; [ do not even do everything George tells me to do. I said to her, “Let’s each
get a book and figure it out for ourselves.” | bought the thinnest book I could
find (James Bittman's Options for the Stock Investar, 1996), and at first could not
understand how you could sell something you don’t own. The language and
technical concepts continued to baffle me no matter how much chocolate 1
ate, and after struggling for hours, I gave up by page 12 (later, I found the book
to be lucid, helpful, and easy).

Finally, I drew a square and divided it in four quarters—buy/sell, call/put.
In filling out the possible scenarios of what the stock would have to do to make
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LOOKING FOR TRADES

a profit, | realized that for the money to come in, you had to sell options, |
called my broker: “Let me explain options to you because if I cannot explain
them I should not trade them.” He tried to talk me out of it, but I said, “If most
options buyers lose money, who gets it?” Sellers! If all the boys are buying
options, I'm going to do the opposite. You know how Ginger Rogers danced?
Just as well as Fred Astaire, only going backwards and in high heels!

The day I made my first trade, George came home at night—I was in g
purple flannel nightgown, had not taken a shower, and dinner, certainly not
made. He said, “You didn’t do much today.” And I said, “I made $475, let me
take you out for dinner!” After a few weeks of this, George said, "Why don’t you
trade more than one contract?” I had to admit | was trading five contracts and
the profits were $1,500 a week, but 1 thought it was unbelievable. I had an old
computer, dial-up AOL, it took two minutes to load a five-minute chart—and
the data was delayed 20 minutes. The bull market was going on, and T was
writing stock symbols and option prices on yellow lined paper and looking to
see which moved the most, gathering data for my financial experiments. My
goal was to earn enough for my husband to retire.

Diane laughs: Most traders are men, and they approach markets the way men look for women—
do into a bar, scan for characteristics like curviness or hair color, then hit on a woman, and if
they have no luck, hit on another one, Men always ask, “Where do you get your picks?” All those
scans—the right form, the right shape, they think it is going to work. By contrast, when you
introduce a man to a woman, her [irsi question is going to be, “What docs he do for a living?”
Men care more about looks, women about fundamentals.

Men arce looking for a tip and a score, and [ tell them that you can score with any stock, as
long as you have the right moves, Does she like wine, dancing, or flowers? If she has asthma, do
not send flowers. Get to know your stocks and under what circumstances they are likely to go
up or down. I have a list of stocks that move with the market and another list of those that often
move against it.

T always check the carnings calendar. Normally stocks go up before carnings and down after-
wards, no matter how good the earnings, because the good news is already out. I keep an carnings
calendar for all my stocks the way younger women Keep mensirual calendars. Women are more
attuned to planning around certain dates, but men are just hot—"T want it now, Iet’s do it.” Do you
pay attention to your stocks’ signals or do you have a single maodel and hope to score with it?

It is not picking the stock, it is managing the position. I look at the news and the date the
carnings are released, then dance to the music that's on, not to the music I wish were on. What
I like about options is the game is never over. There is always the {ifth quarter—you can roll
and roll.

Nothing in my life prepared me for trading options. I knew nothing and
had no aspirations. I never took a class in economics. My father had told me to
“buy low, scll high,” but he never sold because stocks meant security to him.
Then I realized everything in my life had in fact prepared me to be an options
trader. | teach stress management for a living, I love to think, to have fun, to be
right, and to test hypotheses. I did not know I was a risk taker, but found out that
I was. I am a chess player, and my father taught me that in chess, when under
attack, you have three options—move, attack the threatening piece, or attack
another piece. Options allow you to play against the market, covering your
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positions and cashing in when the market moves. When the market moves
against your position, you can sell a call, short the stock, or buy a put to offset
your potential loss,

I was selling puts in the bull market and making money. But when the
market turned, I was able to use options to make profits from rapidly falling
stocks. For example, by aggressively selling at-the-money calls, | was able to
earn $120,000 when Yahoo! dropped from 180 to 90, even though I no longer
owned the stock.

Diane remembers: - My father was the smartest man I ever met, and he knew how to live well. He
had 21 patents; he taught me io think, to make decisions. The more options yon have, the
smarter choices you'll make. If you think you have only two opiions, you will not make a smari
decision. Your job is to create more options. He learned early the importance of having your own
business, not working for someone else. He made money selling his ideas. He taught me the
value of learning—anything you learn cannot be taken away From you. That was the lesson from
Europe—possessions can be confiscated, but skills cannot. He taught me to play chess. He had a
successful business and used o say, 1 am responsible for 62 mortgagde payments,” because he
had that many employees. e remained physically and mentally active until his death at 83. I know
he would have enjoyed watching me make 5% a month selling options on his beloved Bell stocks.

Mast option players are like roulerte players on cruise ships—they wear
gold jewelry and drop cash. They are flashy, but do not have the money to buy
1,000 shares of Microsoft, only a few dollars for calls. The croupier spins the
wheel, none of their numbers comes up, and the dealer scoops off the money.
I was selling time and keeping the cash. Every time I told anyone [ was selling
puts, they’d say it was too risky. But if a stock is at 50, and I sell a 45 put for 5,
how is it more risky than buying a stock—as long as I do not freeze if it goes
against me? And if it does, I have three choices: sell the call, short the stock, or
buy the put and get out of the position.

One Saturday night at 2 am, while searching CBOE data for the put with
the biggest open interest, I met this guy Vinny in a chatroom on America
Online. He knew everything about options but had a tiny account. I'd been
trading options for more than a year, had made hetween $40,000 and $50,000,
but never heard of support or resistance. When Vinny had me click on the
screen and Bollinger bands came up, 1 gasped on the phone. I had been blind;
now I had vision. He taught me to use Stochastic, MACD, and introduced me
to your book. He taught me to use long-term charts and daily charts for
screening, and 5-minute charts for entries and exits. [ was still using a free data
service with a 20-minute delay; he had real-time, and it was as if he had a
periscope. Vinny certainly brought me up to a professional level of trading.

We were trading my account, and splitting the profits from the trades we
did together. We had different styles, but at first worked remarkably well
together. One night, at 2 Am, Vinny saw on Reuters that someone had died in
a clinical trial of a stock we were trading. He said, “The bottom will fall out.”
And 1 said, “The worst thing that could happen has already happened, so
when it gaps down at the open, let’s sell puts. And when the stack rebounds,
let’s sell calls—because the volatility is high, but the stock can’t rebound
much.” We made $9,000 on each of those positions. We were very successful
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for a year, but eventually split because of a divergence in styles. [ was very happy
selling three-month options and holding on to a 100% profit. He was more of
a short-term trader. We remained friends, and I am forever grateful to him.

I found a class at CBOE—they talked of collars and butterflies, but how
do you make money with that? I was keeping score—testing the hypotheses
and keeping good notes. On DELL alone | used to make $4,000 per month,
without owning the stock. I bought the Yahoo! IPO—both brokers said it was
junk, sell it quick, but I have a thing of not always listening to male voices, |
held, made $400,000, and bought a condo in the Virgin Islands, so George
could play golf year round.

My spreadsheet for the year 2000 shows 80 trades, 8 of them losses. My
profit for the year was $286,000, and T thought I had figured out how the world
worked. My system was to sell puts when the stock was low, calls when it was
high. The only thing better than making money is making the same money
twice. Sell the puts, take profits, then sell puts again. A stock does not have to
soar—you can do the same trade over and over again. When Vinny first
showed me the charts, T said to him, “I have seen this before. This is like my
weight chart—it goes up and down, with a slight upward bias.” If I can see the
tops, I can sell calls, and if I can recognize bottoms, I can sell puts.

The market started getting more ragged in 2001. I was selling puts on
XTND—and one day lost $35,000 on the way to the airport, 20 minutes after
the market closed, We were going to fly Spirit to save $100, and [ had lost
$35,000! There was another loss in INTC when I held into the earnings
announcement. | decided never to be in that position again. The 14 days prior
to earnings can be very volatile.

In 2001, I had 31 wins and 8 losses, made $120,000 and lost $64,000. That
was no good—I was losing 50% of the money I was making. I began analyz-
ing my losses and experimenting with stops. | set up a paper account with an
electronic broker who religiously used stops—and I automatically bought
everything he got stopped out of. I made money on all those trades—he lost
50% of his account, 1 made 20%. My data says that stops create a guaranteed
loss. I do not have an answer to that. That’s what [ am working on now.

In 2003 T had 29 wins and 3 losses, made $78,000 and lost $15,000. That
showed me that 1 was improving as a trader, but my losses were still Loo large.
In 2004 | turned 60 and changed my money management strategy. At 40 you
have 20 years to build a retirement account, at 60—this is your retirement
account. T had reached my goal in 1998 and paid for my husband’s early retire-
ment. I put the bulk of money into safe paper earning 7.5%, and started trad-
ing a small $100,000 account. That year I produced an expo for my women's
group, and the second half of 2004 turned out to be the least active since the
start of my trading life. Then I gota call from you for the interview, and started
becoming more active. By the end of 2004 T had 35 wins and 9 losses, made
$35,000 and lost $19,000. A yield of 16% was definitely not a pro level of trad-
ing, but at the same time I am not addicted to this thing.

Today options premiums are not anywhere near as high as they were dur-
ing the bull market. That's why, more and more often, I trade stocks. The most
you can make on writing a call or a put s its price, if it goes down to zero. Ifa
put is selling for 50 cents, while the stock looks good for a $2 move, I am bet-
ter off doing that trade in a stock. That’s why both recent trades I'll show you
are stock trades.

4
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Upper pane:
Mid-pane:
Bottom pane:

10-, 20-, and 50-day SMA; Bollinger bands
Stochastic 14-1-3 (defaulis in QCharts)
MACD 12-26-9

WEN

This trade was triggered by the news—that is one thing I haven’t seen in any system in
trading literature. News is like gravity out there, pulling or pushing stocks. [ read in the
news that Wendy’s was having a meeting where they expected to announce that their new
Southwest menu was going to be tremendously profitable. The stack soared an 12/1, but
the 12/2 meeting delivered bad news—that the menu was a disaster, they were going to dis-
continue it, sell some of the restaurants, and take a one-time huge loss.

I pulled up the chart, and it showed that the day before there had been a gap to the
Upside, piercing the Bollinger band in the expectation of this fabulous profit. Then on
1212, Wendy’s failed to reach its previous day’s high and slid back down to its upper
Bollinger band. The Stochastic turned down and MACD-Histogram, while continuing
0 climb, was not making a new high. The chart confirmed the high expectations of
1211, but on 12/2 at the right edge, it showed that investors were not getting what they
thoughy they were going to get—and I shorted hefore the close.

Will +his
trade wmake

ov lose money?
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| covered for the simplest
reason—this stock stopped
going down. The bar at the
right edge of the chart

had jumped up; Stochastic
stopped going down. The
trade did what | expected it
lo do, and then it stopped.
That was a nice trade—
clean, not a lot of emotion,
no gut-wrenching.
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TRADE SUMMARY

Shorted 12/02/2004 @ $37.56

Covered 12/13/2004 @ $36.47
Profit =$1.09 per share

The action of WEN since I covered confirms that my decision was
carrect—the price went up from where | got out. The lesson of the
trade is that when a stock gaps up outside the envelope on good news
and then stalls as the bad news comes out, it is crying out (o be
shorted.
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The weekly chart shows that WEN has been in a trading range between $42 and $26 for
the past two years. The tops and bottoms of MACD Lines help trace the tops and bottormns
of the trading range, while the bullish and bearish divergences of weekly MACD-Histogram
keep nailing stock reversals. The bearish divergences of April-June 2002 and November
2003—March 2004 have signaled important tops. The bullish divergences of November 2002—

March 2003 and May—October 2004 identified significant bottoms.
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At the right cdge of the
chart WEN is rising from f1s
latest bullish divergence.
THe last five weekly bars
Have beeh green, confirm-
ing the uptrend and per-
mitting us only 1o buy or
Stand aside, not to short,
The latest bar is approach-
ing the upper channel line,
SHowing That the stock is
becoming pverextended to
the uptide. Prices are Wigh
above the sweet zone
between the EMAs; it is too
late To buy, but my system
dAocs not permit we to
sHort.

THe daily channel has
contained THe Highs and
lows very nicely in recent
wontHs. WHenever prices
flirted with the lower
channel fine, it was a good
time to buy, and whenever
THey Scratehed the upper
cHannel line, it was a good
time 1o SHort,
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The last two daily bars look very tempting to short. Prices have rocketed ahoye the
channel—and stalled there. A rocket that stalls is slated to fall. MACD-Histogram is g
rising out of inertia, but the slightest downtick will turn it down, creating a massive bggr.
ish divergence and confirming the shorting signal

I can see how a chart-reading trader, looking at a failing upside breakout, could be
tempted to fade it and go short. I would not argue with Diane’s logic, butif I am to follg,,
the discipline of my system, | must pass up this short. When the Impulse system is gregy,
on the weekly and the daily charts, I am not allowed to short. The system allows me ¢,
buy—-but I certainly have zero interest in buying at this level and will stand aside.

TRADE 1—EXIT COMMENT
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Diane has completed a very professional trade. She shorted a false breakout above the
channel and covered when an overvalued stock fell below value, under its moving average.

The bearish divergence on the daily chart says that prices may go even lower, but
Diane had accomplished what she wanted and is off looking for her next trade. A diver-
gence may well push prices lower; however, a spike below the EMA indicates a rejection of
lower prices and a possible end of this downmave.

If we squint at a chart long enough, we may find the signs telling us to go both long
and short. A professional does not squint—she sees a pattern she likes, trades it, and closes
her trade as soon as that pattern, in this case a false upside breakout, plays itself out il"fi
disappears. This is not a trade T would have taken—but 1 appreciate the quality of Diancs

entry and exit.
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CECO

This is one of my most vexing recent trades. [ bought CECO following the news—not
about the company, but about the administration in Washington. President Bush was talk-
ing about the importance of education; the unemployment figures came out on the high
side, and he was saying, “We need to retrain these workers.”

Retraining—that's what this company does. | heard the news, put up my chart, and
said this looks like a good entry point. The stock is moving up from its Bollinger band, the
Stochastic is moving up, the MACD is moving up. The stock is below its 50-day moving
average—TI think of that line as the spinc of the stock, and if the price is below that line, it
has so much more space to go up. So [ bought and sat back happily.

will +his

Hade make

ov lose wmovey?
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I always try to limit my losses in stocks to one point. CECO was no longer doing what
it was supposed to do. The uptrend of the previous few days was broken, Stochastic turned
down. I do not like watching losses—I lose a point, and I am out.

-3 15 42 @ 13 @ a1 017 24 1 LT LR 1218 B i
A 15 2 LR ] Mﬂl‘ﬁ Ir NN E 2 u
e

Bought 3/16/2004 @ $47.99
Sold 3/19/2004 @ $46.86 This stock went to 67— missed a $20 move which lasted 21 dﬂ}’-" !

Loss = $1.13 per share

am still asking myself, “What was my mistake? What did I not see there?" |
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The weekly chart, covering the past three years of trading, shows a rise from below $10 to
nearly $60. That rise culminated in a double top. The severe drop in 2003, precipitated by
rumors of a scandal, left a huge tall bar that swung from above the upper channel line to
below the lower line in one week.

At the right edge of the chart, the red line of the fast EMA is declining, along with
MACD-Histogram. The Impulse system is red, prohibiting buying. If I had to trade this
stock, I'd feel tempted to buy because the long bull market had not been cancelled; prices
had just stabbed below value and recoiled. In any event, squint at any chart long enough
and you'll find some trade—not necessarily the correct one. Here, a recent traumatic move
turns me off from this stock, and the Impulse system only permits shorting, which does
not look especially attractive for the same reason—the trauma is too fresh.

The daily chart shows that the move that cut the stock price from $55 to $30—nearly
in half—took only two days. Think of the crowd of hurt and angry investors and traders
itleft behind. Following that drop, prices slowly and grudgingly pulled back up towards
855, creating a massive bearish divergence, and then turned down again. The bottom of
MACD-Histogram in February is deeper than the one in January, indicating that the bears
arc becoming stronger and lower prices are likely ahead.

| stay away from stocks
that have suffered large
vielent woves. They badly
Hurt investors and traders,
whp Tend 16 remain skit-
tTish about thar stock for
several years 1o come. Their
prices fend to become very
fawmpy, like a highly trau-
wmatized person I3 likely to
rewmaiin hervous for a long
time after an accident.
Such stocks tend 1o have
few sustainable trends,
making them difficult

1o trade.
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While | am not thrilled with
Dianc’s entry inte This
trade, | like Her exit. She
was out with d Tiny (055 as
$00n ds the stock started
sagging. She did not Hang
around, Hoping and wait-
ing. When her stock did net
perform as expedted, she
cut it without delay. Some
pros usc stops bascd on
time as well as price: They
give their picks not only &
price cushion 10 perform
but also a time cushion. If
a stock docs hot move
their way, they cut it fast.
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At the right edge of the daily chart the Tmpulse system is blue. Bulls are trying to find
traction at the $45 level and the indicators are bottoming out. Still, with the weekly Impulse
flashing a red signal, no buying is permitted.

TRADE 2—EXIT COMMENT
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When Diane asks how to identify major moves, I turn to the Impulse system. It meas-
ures the inertia of the market with a moving average as well as the push of the bulls or
bears with MACD-Histogram. The Impulse turns green for every major rally and red for
every major decline. This change of color identifies every major price move.

The system is not magic—no system is—but as long as the weekly Impulse stays green,
the uptrend is on; as long as it stays red, it confirms the downtrend. Here we see that the
weekly Impulse turned green a few days after Diane got out of her trade; it remained green
until weekly prices blew out of their channel to the upside. Had she wanted to reposition
long in CECO, the Impulse system would have encouraged her to do so.

OPTIONS: GET POOR QUICK

Even though Diane showed us two recent stock trades, she had earned the bulk of her prof-
its writing options. In comparing options buyers to gamblers on a cruise ship, she high-
lighted an important point—buyers as a group lose money, while sellers as a group make
money. [n my experience, the situation is even harsher. In talking to hundreds of options
buyers over the years, | have never met one who made money in the long run. Of course,
each one had some successful trades or even series of trades—but I have not met a single
Person who built up equity buying options. A few told me they managed to do it, but none
showed any evidence, leaving me to conclude that buying options is the deadliest game in
the financial markets.

Poor beginners keep telling me they trade options because their capital is small; they
cannot make enough money trading stocks. They think of options as a proxy for stocks—
and [ keep telling them that that is a dangerous delusion. Options move differently from
Slocks; a successful stock trader would lose money in the long run if he bought calls and
Puls instead of buying and shorting stocks.

E
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The main reason that options are so deadly is that they are wasting assets. You can by
a stock, and if it rises slower than expected, you can hold it a little longer, giving it time (o
work out. You have no such luxury in options. As the expiration date approaches, thej
value drops towards zero. You can be right on the market, right on the sector, right on the
stock—and still lose money on the option.

Trading is extremely competitive, with most winners bunched up in a tight pac)
Winners are just a tiny bit better than the losers—their margin of victory is very narroy,
The slightest deterioration of performance can push a winner down into the pack of
losers. The fact that options are wasting assets is a powerful negative factor that canpqy
be overcome in the long run, only in a rare trade.

You may have heard the saying, “There is money in poverty.” There is money in being
a slumlord or selling overpriced goods in a depressed part of town. Similarly, there js
money to be made in promoting options to small customers. Commissions add up rapidly,
and even though most turkeys have their throats cut, enough new birds come in to keep
the game going. As long as the poor dream of getting rich quickly, sales of lottery tickets
will continue.

While buying options all but guarantees losses in the long run, writing options is not
such an easy game either. Not all the money lost by options buyers goes to options writers,
There are two brokers between them, one for the buyer and another for the seller, each tak-
ing his cut. Options writers tend to be more profitable when there are lots of beginners in
the market, When new options are introduced, they tend to be mispriced in the sellers'
favor, with oplions selling for more than they should according to theoretical valuation
models. When listed stock options were introduced in the United States in the 1970s, most
were overpriced and writers made easy money (see Chapter 7). It is no surprise that Diane
made the bulk of her money writing options in a crazy bull market with its irrational exu-
berance. Remember this if you live in a country whose financial markets are just starting
to add options—early options sellers do the best!

A beginner has no business trading options. For those who insist on buying calls, |
have one bit of advice—take your money to Las Vegas or Atlantic City instead, The out-
come will be the same, but at least you'll have free drinks while achieving it.

An e-mail from Diane:

OPTIONS AND CHESS

I love options. They are flexible, exciting, and enable me to be
creative in anticipating and reacting to the market. Strategies and
positions can be as varied as your thinking and creativity. The intri-
cacies of complicated spreads stand in stark contrast to the dramatic
beauty of the naked put, boldly daring the market to “put it to me”
to make me buy a stock.

When [ first struggled to understand the complexities of options, T developed a simple
chart to help me keep the moves straight. It very quickly became evident that buying options
was a risky proposition. To begin with, my money would be leaving the account, which was
the opposite of my goal. I could profit only if the stock moved by more than the price of the
option in less than the time allowed. No wonder most buyers wash out—buying options isa
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m very efficient way to lose money. “Who do

Maoney goes oul m Money comes in they lose it to?" I wondered. “They might

Lose manay if: Gain monay if: as well lose it to me!” And so 1 started

- sloch goes down « stock goes down e . i 2 i

- :tsnh EIEI.}'.'.- unehanged + slock stays unchanged t"ll\lng the “PP“S"E side of the trade.
) When I sell options, money comes into my

Gain money if: Lose money if: i -

+ shock goes Up mare Rttt GoAE G AR account, a much more comfortable prop-

oy dost ot ol R osition. And I always have a choice—I can
close the position, hedge it, or let it expire

at 100 percent profit.
Money goes out Money comes in I developed a very simple strategy:

Lose money if: Gain monay if: Sell at-the-maney puts when the stock is
sjock QRS ug - stack gnes up TG Iy e
st sl A o . o N low :n?d St:.‘“ at-the-maoney (_.]1-]!- when_] the
. " stock is high. The odds were in my favor
Gain maney if: ose money il P R T 3 o
-51m:hgoe-5dgwn fiiord - stock goes down more because | was selling time. Even if the

than cost of put than.cost.obpul stock remained at the same price, the time
decay gave me a profit. Thus I began
naively taking moncy from the market,
before ever learning about Bollinger bands, Stochastics, MACD, etc.

I was often asked, “If this is so simple, why don’t more people do it?” My response:
Options are like chess. Why don’t more people play chess? Beginning players are interested
in the “pieces”—puts and calls—and the “moves”—buying and selling. Few have the con-
centration and fascination to learn strategy: When to make an offensive move (open a
position) or a defensive move (closc a position). Few understand that their opponent is
the market, and to win we must anticipate the opponent’s move up or its move down. It
is better to anticipate and close a profitable position after the market has moved than to be
reactive and open a position after a move has taken place. Successful chess players often use
the tactic of sacrifice, offering a major piece to gain a tactical advantage on the board. Selling
anaked put is like a daring queen sacrifice (in chess), when a trader offers to be forced to buy
stock on a downturn, but also at a prepaid discount. In both chess and options, success
depends on a combination of strategy, courage, and discipline; the idea is to anticipate the
next move and not to fold a position at a loss.

Most new traders invest too much time in searching and screening for the “right”
stock, and too little time thinking out a successful strategy for managing the position.
With options, a trader can profit from more ambiguous positions, and use the fourth
dimension—time—to enhance profits.
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CHAPTER 11

DAVID WEIS

PRICE-VOLUME BEHAVIOR
[s STEEPED IN REALITY

n the carly '90s 1 read David’s book on the Elliott Wave and called to congratulate

him. I was not a fan of the Elliott theory, but felt that his book explained it better than
any other. He came to teach a seminar for my firm, and we enjoyed each other’s company.
I invited David to teach at my Traders’ Camps, but he did not want to be away (rom the
screen, and [ stopped calling. Years later he called me out of the blue: “I see you have a Camp
coming up in New Zealand; Karen wants to go to New Zealand; who will be teaching there
with you?" “You," | said immediately. Once David taught at that Camp, he wanted to come
to more, and in recent years he has become one of our most popular instructors.

David pulled away from Elliott, calling it "an attempt to impose a static form on the
dynamic structure of the market,” and focused instead on the price-volume relationship.
Every intelligent person who takes a class with David is influenced by his superb chart-
reading techniques, When 1 look at charts with my friends, we often say to each other,
“David would draw a line here!” David is writing a new book, moving forward at a glacial
pace. All my attempls to speed him up, including an offer of a free ticket to Europe il he
finished in time for Christmas, have proven fruitless. Still, when I invited David for an
interview, he hopped on a train from Boston and came to New York to talk and have lunch.

In the 1960s, while studying for a graduate degree in English literature, I got a
teaching job and received my first lesson in supply and demand—that English
teachers were a dime a dozen. I left and joined a friend working in the rescarch
department of a commodities firm in Memphis, my hometown. I spent days
doing charts by hand for technical analysts, while reading Edwards and Magee
and R.N. Elliott. In 1971 the markets were heating up, the firm made me a
technical analyst, and I also qualified as a broker. One of my accounts was
making a fortune trading large positions, going up o the size limit in some
markets. The man whose account it was told us about the Wyckoff course
offered by the Stock Market Institute, which was then in Chicago. Wyckoff was
one of the early giants of technical analysis and the course he wrote is still
being taught today. It led to a great improvement in our ability to forecast for
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the company—and ultimately this man hired us away. He traveled the world,
and he would contact us regarding his positions, calling from the Great Wall
of China or Machu Picchu, knowing we spoke the same language. Deficit
spending was coming home to roost, and the inflationary spiral was lifting
commodities from their long bases and creating long-term capital gains.

I worked for this client for three years. Then he got involved in other
things, and I went back to the commodity brokerage house and became their
director of technical research. After the firm was bought out, I worked for
Bob Prechter, writing The Elliott Wave Commiodity Letter, and shortly after the
crash of 1987, started Technical Forces—my own newsletter, much more ori-
ented to Wyckoff. I contributed several articles to Technical Analysis of Stocks
and Conunodities, which were later incorporated into a book. 1 also wrote 4
handbook, Trading with the Elliott Wave Principle: A Practical Guide, but it is
out of print now. I stopped my newsletter in 1992. Now I just run a few
accounts on a discretionary basis without holding myself out as any kind of
advisor. T consult, occasionally write reports, and speak at conferences. I keep
trying to write my book on Wyckoff which has been brewing inside of me for
[T'I,Eil'l)’ )’t‘ii]’ﬁ.

My approach to trading has evolved over the years. Like everyone else, |
went from pillar to post, looking for a secret automatic method for making
money, [ played with indicators—they did not work for me, although they
work for other people. I thought they provided intermittent reinforcement,
just enough for you to come back—“Will the real divergence please stand
up?” You have to concentrate on what's right for you, and for me it was price-
volume behavior. [ focus on that and am trying to rid myself of the Elliott
Wave. As elegant as the Elliott Wave is, with all its mathematical qualities, it is
trying to impose a static pattern on the dynamic entity that is price movement.
Price-volume behavior is steeped in reality, and appeals to me more than the
mathematical approach.

In his famous book Studies in Tape Reading, Wyckoff wrote “Successful
tape reading is a study of force. It requires an ability to judge which side has
the greatest pulling power and one must have the courage to go with that side.
There are critical points which occur in each swing just as in the life of a busi-
ness or an individual, At these junctures it seems as though a feather’s weight
on either side would determine the immediate trend. Anyone who can spol
these points has much to win and little to lose.”

I apply the principles of tape reading to daily charts, but 1 do not like
cookie-cutter rules, I accept only grayness in the world, and rarely see black or
white. The only certainty is uncertainty, and I love living with it. [ study price
and volume, pay a great deal of attention to the height of every price bar,
whether daily or intraday, and the position of the close. You have to be aware
of the ease of movement either up or down.

Finding a trade is like finding fish in a lake. You do not go to the middle
of the lake and drop anchor. You work where the fish feed and build nests—
around the edges. You look for trading ranges, whether on weekly, daily, or
intraday charts, If there is a breakout and no follow-through, you wait to see
how it acts on a pullback.
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If you get a legitimate breakout, and later the market pulls back into that
area and the ranges become narrow while the closes gravitate to the high of the
bar, it is a sign of strength. Conversely, if after a breakdown the market pulls
up in narrow ranges and closes low, it is a sign of weakness. When rthe mar-
ket breaks out on high volume but there is no follow-through, it shows that
a strong effort brings no reward, and it may be gearing up for an upthrust—a
false upside breakout. Or it can do that on the way down, setting up a poten-
tial spring, a false downside breakout.

I try to buy where the reward is high and the risk is low. T do not like chas-
ing breakouts. I like fading them after they start to fail. Another thing I watch
for is what Wyckoff called absorption. The market is coming up to resist-
ance—aold longs sell, new shorts come in to establish positions. You can often
tell when the market undergoes absorption—there is a great deal of volume,
but not enough reward as the market gets ready to reverse.

Inconsistent Trading

What book or author would you recommend for working
through trading problems? I'm too optimistic about losing
trades, and hoping for them to come back. Initially, | set stop-
losses, then loosened them during the trade. By my calcula-
tions, I'd be making at least twice as much if | didn't do this.
| continue my behavior, possibly because it works sometimes,
About one-third of the time, when | give a trade more room,
it comes back and becomes a break-even or winning trade.
When it fails, it wipes out the profits from several winning
trades. Of course, 1've read the complete works of Dr. Alex
Elder already. And Mark Douglas. And several others. Are
there other books that might benefit me? —Trader

Instead of recommending a book, | suggest a little competi-
tion. Open a small account in addition to your main one.
Continue to play games in your main account (selective rein-
forcement is a great motivator), but do trades according to
your rules in the little account—again, an account so small
that it almost does not matter. See which account outperforms
the other. Give free enterprise and competitiocn a chance on
the home front. —AE

Chapter 11 David Weis
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Sugar

In 2004 I had a long-term bullish perspective on sugar, based on the yearly cash chart going
back to 1932. It showed an enormous multiyear apex, and on long-term charts [ especially
look for price tightness. It means that forces of supply and demand are coming to the point
of equilibrium, which eventually is going to be shattered. The long-term study is really
mouth-watering, but it requires enormous patience.
| Sugar made a low in 1999, rallied briskly in 2000, and then for four years held within
the range of 2000. Toby Crabel made a study of narrow bar ranges—if you see three or four
bars in a row that are the narrowest of the last 20 bars, it shows a tightening of forces, and
there is going to be an eruption one way or the other. He did not apply this to yearly charts,
but | think it is appropriate to do so.

There was also some cyclical evidence of a bottom. There is a 17.5-year cycle in sugah
as well as in many other markets. Sugar had major lows in 1932, 1949, 1967, 1985, and either
2003 or 2004. So I've got cyclical evidence in addition to the tightening of the ranges. Sugar
is a cheap market—a penny here, a penny there, but if you pile up contracts, it adds up.

Sugar was in an uptrend coming into June 2004. On June 18 there was a sharp selloff
which threatened to derail the trend, but the market rallicd immediately. It became tightly
'[: congested in area B. T thought it represented absorption because the closes in area B were

near the highs. The buyers kept coming in intraday, and by the end of the day the bears
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—— In July and August of 2004
8.9 | was trading March 2005
8.8 sugar ta gain more time, You

8.7 need that when you trade
8.6 long-term. | am not worried
8.5 about the rollover cost—|
want to give the market

:'; more time to develop, | may
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:10 basic core position—get in

al & good level and be ready
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75 world—| guess his training
left an imprint on me. This
e is naot how | ccr]duct the
Heaviest vol since 7715, |  bulk of my trading, but
() L oo when it happens, it provides
the greatest potential for
r L Y profit as long as you have
r the discipline to leave the
‘ - 300
Il

- 900

- 500

market alone. It is difficult
to hold long-term when you
sit in front of the screen.

- 200
‘_— 100

Il

1 7 14 21 28 &

19 i) K

12

June July IAugust

16 23

Upper pane:  Daily bar charl
Lower pane:  Volume

would capitulate, At point C, demand overcame supply, and sugar continued upward to
point D, There on July 15, we had only a slight new high above the previous high—it rep-
resented the shortening of the upthrust. On that day sugar closed well off its high, making
it logical to expect a pullback and then a retest of the breakout.

At point E, there was a test of the previous highs on heavy volume—that support held,
and a trading range formed between levels D and E. Sugar went back to the top of the
range at F, but on August 3, you can see that the daily range narrowed, There was no case
of upward movement, which raised the possibility that the breakout was going to fail.
Sugar broke down on a gap and started to decline.

Al point G on August 16, we had the heaviest volume since the high of July 15, and the
market went through the low it had established at point E. The next day at point H, sugar
moved lower but with a smaller range, while the volume was still heavy—there was not much
reward for all that effort. In that area, demand overcame supply, and the next day the mar-
ket jumped back into its range. That's when [ was watching closely where to reenter the
sugar market. At point I, the day’s range was very narrow, the volume low, the bar closed
higher and near the top of that day's range. This retest of point H told me to go long. I got
i at 8.19 and put a stop at 8.10, as if telling the market: “Prove me wrong, sucker!” Will Hais

trade make

ov lose wmoney?
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I went long on August 25 at 8.19, at point I There was no instant gratification the next day,
but I kept the position and the stop, and then the uptrend resumed. It unfolded in a series
of higher highs and higher supports. On September 27 at point J, sugar broke through its
July high on very heavy volume—a wide price move with a strong close, as demand over-
came supply. This was followed by nine days of lateral movement as the market absorbed
profit-taking, long liquidation, and new short selling. On October 11 at point K, the
uptrend resumed, but the volume was quite a bit lower than at point J. The next day,
October 12, the market moved up with a very short high-low range, closing at midrange.
The volume was almost as heavy as the day before. That was troubling behavior which war-
“ ranted raising stops, but not getting out. I raised my stop to just below the low of bar K.
[ The next day, October 13, the last day on this chart, the market gapped lower, and I got out,
clased out my position.

The reason | got out of this trade was that in his tape-reading course Wyckoff said you
| can identify turning points. You can tell when the trend is ending by watching the length
of the bars and the volume during buying and selling waves. The day
before I exited the price narrowed, but on the last day it jumped to the

TRADE SUMMARY widest level in months. As sugar went up, its daily ranges narrowed,
: and then it went down on the biggest downday since June 18. That’s
Long March 2005 Sugar what told me to get out of my long position. This was one of sevcréﬂ
Bought 8/25/04 @ 8.19¢ Trades I madevln sugar in 2004, applying tape-reading methods to rea
ing bar charts.

Sold 10/13/04 @ 9.15¢
Profit = 0.96¢ per pound
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TRADE 1—ENTRY COMMENT

The left side of the weekly chart shows
'”|I| & the start of a bull move in sugar. Look at
the bottom of MACD-Histogram in July
‘ H mmm | 2003, when bears still had some power.

=

a0 A few months later, in the early part of

‘ 2004, they drove sugar to a new low, but

|| Il this indicator registered a much more

| | shallow bottom. David would probably
‘ " call the chart pattern a false bearish
1w breakout and a spring. A bullish diver-

gence of a technical indicator gives the
same message—bears are exhausted,
bulls. are ready to take control. When
different analytic methods give the same
message, they reinforce one another,
The new high of MACD-Histogram
in July 2004 indicated that bulls were
extremely strong. The new peak of the
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- indicator suggested that sugar was likely
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al the right edge of the chart the Impulse
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their hands and wait.

’7 Still, daify MACD=HisTogram
-:ni'll.h"‘-‘ i o s pretty heavy, with a
s s ke recent new low pointing to
‘ il I iy the sHort=term strength
_ g b o of the bears and no sign of
| W T . a bullish divergence. The
!:;”.i_|l| e ro lwpulse system (s blye,
i -lhwi:‘ o allowing us 1o g0 cither
= - = long or short. Sugar Has
‘_// =% o tie look and fecl of a bull

: N —= o warket hearing The tail-
N v - cnd of its correction—but
by I.I|||||”||,.,I.,.|||HII|||...| .|.._|‘I|”“|III..|||“||||l| _|||||||:.|..|”|||F|n,_|Ill””l.””|I” J 1 | . il no Cfcdr.irghfﬁdffﬁc
—ME correction has ended. The

™ | fimm
T B v [ i AN \j ; o weekly mpulse tells buyers
P VLA S ’\;\1}'\, ¥ 4 V"\'\ Vi \f " v\ \“f"l, Va\ /}\H haa VA == | 10 wait until it 30cs off red.

1/ f !ZL,;'EZ

This daily chart suggests that sugar is getting close to the bottom of its pullback. The Farce
Index shows bullish divergence, and MACD Lines that have been declining for several
weeks are starting to turn in the area previously associated with bottoms.
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AT the right cdge of the
cHart, sugar is above ifs
upper channel line, &
Severely overbought area,
while MACD-ftistogram is
wiucH fower tHan i was in
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‘ ‘ bearish divergence. THe
next day prices opehed

. lower, and David sold
| His position.

| AVOID THINGS THAT
GIVE YOU COMFORT

—

TRADE 1—EXIT COMMENT
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The rally that began after David bought sugar quickly ran into resistance near the upper
channel line. Prices turned down again and kept grinding out buyers for two more weeks.
In mid-September sugar futures stabbed below value, towards the lower channel line. The
next day prices rallied, leaving behind a beautiful bullish divergence. From there on, sugar
went straight up, hitting the upper channel line on convincing new peaks of MACD-
Histogram and the Force Index. These new highs indicated strength and called for even
higher prices ahead.

In lovking at David's sugar trade, it looks like he entered a little too early. I would have
waited until the weekly Impulse released me to go long. David’s exit, though, is a thing of
beauty—he sold inte an upside breakout when the market was boiling, and latecomers
were falling over each other trying to buy sugar from him. “Buy low and sell high” is much
harder to implement than it may sound!

David noted:  If 1 could recommend one specific piece of writing to struggling or would-be
traders, it is Jack Schwager’s interview with William Eckhardt in The New Market Wizards. His
systems approach is contrary to my intuitive style. Yet, one finds so much reality and common
sense in Eckhard('s words. Here are some samples:

“I'm not surc that I made any money from my ideas about the market.”

“Too [ine an eye for pattern will find it anywhere.”

“We don™t look at data nentrally.”

On buying retracements: “Avoid those things that give you comfort; it's usually false
comfort.”

“If you bring normal human habits and tendencies to trading, you'll gravitate toward the

i

majority and inevitably lose.”
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T Bonds

[ tried to figure out which way the bond market was going to go based on its trading range.
I was leaning more towards the bearish side, as the reversal in area C weighed heavily on
my mind. Bonds ran up to a new high on the Employment Report on January 7 and then
fell sharply. I thought the evidence was mounting in areas C and E that sellers were becom-
ing dominant. The market stabilized from its January 7 low and slowly began to rise.

I've been watching bonds very intensely since 1981, and such a creeping rise usually
means that buyers are strong. Bonds broke out above the trading range, but then on January 14
at point F, reversed down. That made me think that sellers were flexing their muscles and
were about to gain the upper hand. On January 19 at point G, there was a big effort to push
the market up on big volume—honds moved higher, but closed well off the high. The very next
day, the market held like a rock, but I was still suspicious following the downside reversals
G E and F. The rally looked like it was struggling—bonds were at a new high ground,
but not moving with alacrity; it could be their last gasp. On the last day of this chart, at
point H, bonds broke on big volume, and 1 thought it was a downside reversal on big
supply. Bonds did not fall back into their trading range, but [ thought they were going to. wi" 1_[,\"’.5
I decided that even if | was a little early, [ would short a minimal amount of June bonds.

I have been charting the March 2005 future but sold June at 113.01. 1 also sold a trade wm\ce
minimal amount of the 10-year note. I used no stop—TI felt certain we were very near
2 major extremity. With every fiber in my body [ knew [ was right.

ov lose wmoney?

.
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I went short at point H, thinking I was going to get eight points on the way down. The
bonds started going up, and at point [, they accelerated to the upside. They moved cven
higher and with great force at point J. The volume at ] was higher, but the range was lower
and the close off the high—so 1 figured they were selling again.

At the right edge, at point K, I decided to make my position bigger. [ knew we were at
the top because, for all their high volume, bonds were making little progress. This time I
put in a stop because by now bonds had become a burr in my side—every day 1 thought
of my open loss. So [ figured I'd put in a stop because bonds could not go any higher. I put
in a stop at 116-20 basis June and was stopped out one tick below the high.

By then what had started as a very minor position had gotten to me. Intellectually 1
knew we were at a top, but because | had dragged it out for so long now, I felt forced to put
in a stop. And then, after I got stopped out, I did not have the emo-
tional flexibility to go back and short again. This was a good lesson to

TRADE SUMMARY be patient and limit your risk from the outset—because if you don't, it

becomes big and messes with your mind.

Short June 2005 Treasury Bonds

Shorted 1/25/05 @ $113.01
Covered 2/9/2005 @ $116.20
Loss = 3 19/32 points
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ENTRY COMMENT
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of development: Considering the

This chart reminds me that the main value of the
Impulse system is its censorship role, flashing a “go” or
“no go” signal for every trade. Whether you base your
trade on technical or fundamental factors, it pays to
glance at the weekly Impulse system before you put on
your trade,

The last bar on this weekly chart is green, telling us
that both the EMA and MACD-Histogram are rising.
The inertia and push of the market are in tune with each
other, lifting prices. The green bar on the weekly chart
tells even rabid bears to stand aside and wait to short.
Al some point in the future, the bulls will stumble and
MACD-Histogram will tick down, turn the Impulse blue,
and permit us to short. This system will not catch the top
tick of the upmove, but then no system would do that
with any degree of consistency.

Near the right edge of the chart, MACD-Histogram
is rising from below zero. This tends to indicate the most
dynamic part of an upmove. Once MACD-Histogram
crosses its zero line and starts rising above it, the rally is
likely to become more ragged. While this sign is bullish,
there is a very important bearish sign at a very early stage
age of the rally and the level of MACD-Histogram, there

is little chance it will reach its 2004 peak. Prices are already at a new high, which means that

when MACD does turn down, it
shorting signal. Bonds appear to
uptrend is not ready to reverse.

The bonds are moving up
nicely within an orderly channel.
Near the right edge of the daily
chart, they have rallied above
their December peak. A question
immediately arises: Is this a new
rally within a healthy uptrend
or a false upside breakout from
which prices are likely to col-
lapse? Let us review the evidence.

The Force Index keeps reach-
ing a new high on every upleg of
the rally since December. It con-
firms that bulls in bonds are be-
coming more forceful as the rally
Progresses, With everything in gear
to the upside, it seems too early to
sell bonds short.

&

will create a massive bearish divergence, giving a strong
be building a major top, but it is not completed and the

i S
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When bownds rallied to a
Hew High in January, above
the level of their Decewber
peak, MACD-Hictogram
also fraced a peak, more
massive tHan tie one it Wit
in December. The January
peak is net higher, but

it is broad and reasonably
high—ite total arca is
probably greater tHan

the peak in December. It
appears that bulls were
wmarginally stronger in
Jangary than they were

in December—there is np
divergence, the uptrend

is confirmed.
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TRADE 2—EXIT COMMENT
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David, along with others in this book, has done readers a favor by allowing them into his
trading room on a bad day as well as on a good one. His bond trade reveals that even an
expert of his caliber occasionally makes mistakes. Beginners who make errors beat them-
selves over the head and become even more anxious,

which does not help their trading. David calmly
' accepts his oversight, makes a mental note of it, and
| maoves on to the next trade.

A trading loss is seldom caused by a single

JENIE B Werkiy CHAT 711

error. A trader usually makes a series of mistakes,

which add up to create a loss, and that's what we see

here. David shorted an uptrend, did not use a stop,

then remained short even after prices broke out to

a new high. He tried to explain away cach new
upside breakout, rationalizing his trade.

There is an old market saying: “Run quickly or

not at all.” A trader who does not run fast enough

||1'l hangs on to a loss and finally runs in disgust at the

worst possible time. Ask yourself whether you

would buy bonds at the right edge of the chart. Of

& MALD (11298 Iuwtelus] tie g MALD

100
i course not—rthey are completely overbought, way
above their upper channel line. But that's what 2
|||[ ET person with a losing trade usually dees—buys 10
alll ["||“'“'-..|”,[|..-'l.,|“[ om ; cover his shorts and stop the pain. It pays 10
' .« Lo "
e Tf remember: “Run quickly or not at all!

I normally avoid second-guessing traders, but

could not resist showing this weekly chart of bonds-

=
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it turned out David was right about the coming top and downside reversal in bonds. His
(iming was a bit off—he was too early, a typical error of smart people. Right after David
was stopped out, bonds ticked down, creating a massive bearish divergence. The Impulse
system turned blue, permitting shorting—and it was all the way downhill from there for
ponds, with bears raking in profits. Had David waited to short or exited a losing trade
early, he'd have been fresh enough to jump back into a short trade.

A Money Test

I've kept meticulous records of my trades over the past 3
years and have earned a return of just over 30% per vear.
Recently, | subscribed to TradeStation for one month to see
what would happen if | was able to trade in shorter time-
frames. What would be the result if | watched 13-day EMA for
the trend and used hourly MACD-Histogram (my modification
of your systemn) to find good entry and exit points?

My backtesting seemed too good to be true. | wonder if, in
your experience, these results show a fatal flaw somewhere
in the strategy? Trading 10 stocks, there were 36 positions that
| could have taken. Following the 2% and 6% Rules, it would
not have been possible to trade all 36, My system generated
winners 72.22% of the time, and losers 27.78% of the time.
My average win was 1.71% of a hypothetical trading account.
My average loss was 1.33%. My trades lasted an average 5.25
days, and the potential results seem astronomical ... a return
of at least 0.5% per trading day!

In your experience, is this too good to be frue? | am
intensely interested because | would love to find a way to
trade full-time for a living. But with limited means | must
seek out trading capital to work with. —Trader

This is a fairly typical example of a letter that comes in about
once a month. It differs from others only in that the author
says he has been trading real money for three years. A typical
letter presents great results from paper-trading. | usually write
back—"The only test worth doing is a test with real money. |
wonder why you do not trust your data enough to lay even a
bit of your own maney on it?" My advice is to start trading a
small account and see whether you can generate your 0.5%
per day with real money. —AE
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THE TRACKS OF BULLS AND BEARS

There are three groups of traders in every financial market. Bulls want to buy as cheaply g
possible and profit when prices rise. Bears want to sell as expensively as possible and prog;,
when prices fall. Undecided traders may join either group, strengthening it and PUShing
priccs in its favor. Each tick reflects a transaction between a bull and a bcar, Slll‘munded hy
a crowd of undecided traders. A tick is a momentary consensus of value, and as ticks COa-
lesce into bars, they create chart patterns. David interprets those patterns in order to mae
trading decisions.

For example, David pays a great deal of attention to the height of every bar. A tall bay
indicates a relative case of movement, but if it is followed by a short and stunted bar, jt
means that the trend is running into resistance, He is very attentive to the placement of the
closing tick within each bar, reflecting the outcome of the battle between bulls and bears,
He relies on these and other observations, trying to decide whether the current trend i
likely to continue or to reverse,

David also pays a greal deal of attention to volume, which he links with price changes,
For example, he may refer to a narrow-range day with high volume as “a lot of effort for g
minimal gain.” He sees that as a sign of resistance and expects a reversal of the preceding
trend. While [ value David’s approach to charts and have learned a lot from him, [ think
that the Force Index provides a clearer view of market activity than volume bars,

1 eagerly await David’s new book, in which he may lay out his entire approach to the
market. | am especially interested in what he calls “springs and upthrusts"—false down-
side and upside breakouts. One of the key differences between pros and amateurs is their
handling of breakouts. Amateurs tend to buy upside breakouts and shart downside break-
outs, expecting a new trend to make them a lot of money in a hurry. Professionals tend to
take the opposite view—they expect most breakouts to fizzle out, Pros are more likely
to fade breakouts—trade against them.

I often say to my students, only partly tongue-in-cheek: “Buy new lows and short new
highs.” You cannot do this automatically without thinking, but when you see an upside
breakout, it pays to look for evidence of weakness and a shorting opportunity. When you
see a downside breakout, it is important not to overlook the evidence of strength, a buy-
ing opportunity.

Most trading books repeat the same advice—when long, put a stop below an impor-
tant low, and when short, above an important high. When David draws support lines
below the lows and resistance lines above the highs, it is nothing short of amazing how
often the market will violate those lines by a tiny margin, only to reverse and come roar-
ing back. One of the lessons I've learned from David after sitting in his classes in several
Traders’ Camps is to watch support and resistance lines. If a support line is violated and
then prices come back and close above it, they give one of the strongest buy signals, with
limited risk. If prices break above resistance by a small margin and then return to close
below that line, they offer a low-risk shorting opportunity. I also rely on my indicators, but
David’s method lies at the root of my approach to trading reversals. In reading this book
you should take from it what makes sense to you and blend it with your other methods.
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An e-mdil from David:

A BATTLE MAP, A TREASURE MAP

It's odd how things evolve, When I landed a job with the technical
research department of a commadity brokerage house, | plotted
(and updated) charts manually. They became works of art: smooth
paper covered with straight, black lines drawn with a fine-point pen.
You could close your eyes, rub your hand across a newly made chart,
and feel the imprint of the trend. It became a battle map, a treasure map, a pictograph
telling a story from the past.

First, | studied Elliott Wave and was thrilled by its mystical implications. Anyone who
would listen heard my discourse on the predictive powers of Fibonacci numbers, ratios,
and reciprocals. Then through the beneficence of a client, I enrolled in the WyckofT course.
The idea of large interests manipulating the markets from behind the scenes added to the
mystery of the charts. Supposedly, all one had to do was read the footprints of these large
operators and follow along like a remora attached to a shark. These footprints told a story
of accumulation and distribution which unfolded according to specific forms of behavior.

For about 20 years, T used the Elliott Wave to identify markets that were at or near
extremities of varying degrees, and 1 studied price/volume behaviar for signs of ending
action that confirmed the wave count. Yet, I saw more and more that many trading oppor-
tunities arose without fitting into a neatly constructed wave count. So I drifted further and
further away from the Wave Principle. Similarly, ending action rarely had the classic char-
acteristics of accumulation and distribution. Instead, it was a matter of subtle changes of
behavior that tipped the scale in favor of one side or the other.

[ have distilled the study of price/volume hehavior into the simple elements of price
range, position of the close, effort versus reward, ease of movement, follow-through or
lack of follow-through, and the interaction of various lines. The market is a kaleidoscope,
a wheel of appearances, in which the only certainty is uncertainty. Nothing is black or
white; it is gray. Every situation can be interpreted in two ways, creating a constant duality
between bullishness and bearishness. It is my job to make a case for the more logical story.
Mine is an approach—an art—uwithout rules, without indicators, without cookie cutters.
It can be summed up by the words of D.T. Suzuki: “If one really wishes to be a master of
an art, technical knowledge of it is not enough. One has to transcend technique so that the
art becomes an ‘artless art’ growing out of the unconscious.”

In the beginning, an unmarked chart...
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CHAPTER 12

WILLIAM DOANE

THE BIGGER THE FOUNDATION,
THE TALLER THE BUILDING

drove to Boston to see Bill at his home. He met me at a highway exit, and as he pulled

his Lincoln into a two-car garage, I saw that the second space was filled with necat
rows of carefully labeled boxes with market materials. Long shelves held stacks of charts,
arranged by year,

Several rooms upstairs held more materials; large, well-oiled filing cabinets opened to
reveal rows of alphabetized and color-coded folders. “Aluminum,” followed by “Astrology,”
was next to “Bermuda Triangle” in one drawer. Another began with “New Highs—New
Lows" and proceeded through “Mexico,” “Municipals,” “Numismatics,” and down to “Oats.”
Still another filing cabinet held folders of newsletter clippings, some by current writers,
others by long-dead analysts.

“I'am a collector, a junk collector,” joked Bill, but his collection was ncatly organized,
and he could easily find anything he wanted. He had been the head technician of the
Fidelity organization in Boston, where he created a massive chart room, covering 12-foot-
high walls with graphs of every technical and fundamental indicator under the sun. Bill
seemed a little wistful when I pointed out there was no longer the need for such a room.
A slender laptop in my travel bag held a complete database, and a trader could produce any
chart by pushing a few keys.

Bill uses computers, with four sleek screens on his desk, but he still subscribes to a
chart service. While we were talking on a Saturday morning, a fat package of charts arrived
by priority mail, and Bill grinned: “An old habit; I like to have a hard copy in front of me.”

After earning his master’s degree in finance from the University of Denver, Bill got a
part-time job with an accounting firm. The firm was underwriting a stock issue, and paid
him with shares instead of cash. Those shares were floated at $1.50, Bill quickly sold at $3,
and never looked back. In the days when technical analysts worked with India ink and
pens, Bill, the son of a draftsman, felt right at home in a chart room.

The average guy looks at a daily chart, scarcely at a weekly. I look at month-
lies—and | remember those pictures. When stocks come out of their bases,
they sprint. I look for long bases and trade breakouts. I am not smart enough
to buy bottoms; I buy strength. This approach is dull and uninteresting, but
there is potential there.

209




210 Entries & Exits

Look at this stock—it has just cleared its 1984 top. No one looks that far
back, but if it’s cleared its 1984 top, it means business. I use monthly, weekly, and
daily charts. I tried different indicators and volume, but in the end it all came
down to price. I was conditioned by Fidelity: They do not want a stock that’ll
break out tomorrow; they need several months to accumulate a full position,

After [ left Fidelity, 1 started an advisory service and sent my top 15 picks
each month to a handful of clients and friends. I would watch price levels and
wait for breakouts. My best pick was WorldCom; it had a different name then,
when it started up from that beautiful base. It was called LDDS Communica-
tions, Inc., and its sidewise movement extended from 1980 to mid-1990!

By 1998 and 1999 I ran out of bases and could not generate a list of 15 buys
per month. So the service ended in 1999. Unbeknownst to me, we were at the
top of the bull market. Now, in 2005, [ see plenty of bases, as the cycle repeats.

I think that there is order to the market, and you can make money buying
stocks that peaked at a certain time. We had major peaks in the market, and
afterwards it just takes so many years Lo recycle those stocks. After the reaccu-
mulation pracess, they are ready to run again. Some stocks peaked in 1996 or
1998, others in 1999, then of course, many peaked in 2000—and that’s the
order in which they are likely to come out of their bases once they've been
reaccumulated and are ready to go. There will be some late starters and over-
lapping maves to confuse the picture, but the tendency does exist.

A stock erupting from a long base is like a rocket getting off a launch
pad—it needs a powerful initial thrust to get going. Some people say it is over-
bought, but [ say it is just the beginning. If a stock pulls back into its base,
however, 9 times out of 10 it will not be a winner—something is wrong with
it. If a stock dies on me, [ won't look at it again.

Whenever they build a skyscraper in a city, they dig a deep hole in the
ground and then put pilings even further down in order to build a solid foun-
dation upon which this skyscraper is going to sit. The deeper the foundation,
the more floors they can put up. I is the same way in the stock market—if a
stock is going to take off, the bigger the base, the higher it can go. My game is
big bases—that’s what [ would like to be known for.

I prefer lower priced stocks, though this principle of bases applies to all
price levels and supply/demand situations. A small price move in a low-priced
stock translates into a large percentage gain. A $2 stock going to $4 has a 100%
gain. You have more stocks, more choices at the cheaper end of the bell curve.
Many analysts say it is difficult to make money in stocks below $5 a share; they
abort more often, decline, and disappear. This is true to an extent, but when
they cross above $5, they get discovered by institutions which have the buying
power to push them up substantially higher.

Commodities—copper, sugar, silver—often build long bases. Take a look at
sugar in '65='71, copper in '75-'79, and, of course, look what emerged from the
bases of silver and gold in 1980. There is always a profit opportunity somewhere
if you're smart enough to recognize it. Here we sit day after day worrying about
a flat stock market while commuodities are taking off. The problem with most
commodity traders is that money burns holes in their pockets; they feel they've

j
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A CONTRARY OPINION CALL

Bill left his trading room, went out into the
hallway, and returned with the latest issuc
of U.S. News and World Report. “The
Incredible Shrinking Dollar” screamed the
cover of the magazine. "We've got to be
pretty close to the bottom,” Bill grinned.
“The only time they run such stories is
when the market is at an extreme point.”
The curo stood at 1.30 on the day of
our interview in April 2005, and it has been
doing down ever since, while the U.S. dollar
Tas gained strength. It takes an uncommonly
long and steady trend for a chief editor of a
major magazine to overcome his usual cau-

tion and put a financial opinion on the cover. By the time he slaps his stamp of approval on a trend, it is ready to reverse.
Such striking covers come out anly ance every few years. It takes a person of great experience and self-assurance to recog-

nize such signs.

—AE

got to be in something, Another group with the same problem is day-traders. I
do not sce what they see. It takes a certain personality to do what they do.

When shorting stocks, I look for sideways configurations and breakdowns,
Currently my shorts are concentrated in real estate. | know people have been
calling for the top in real estate for the past year or two, but I think the stocks are
extended and vulnerable and fast approaching the point at which they should be
shorted. Their decline will precede the decline in the actual properties.

After I stopped sending out my advisory service, the Brimberg brokerage
firm in New York set up a hedge fund for me. I have been running Brimberg
Trend Fund since 1999. In 2000 and 2001 many funds got clobbered, Typically,
to collect a performance fee, a fund manager has to exceed his previous equity
peak. Many advisors incurred substantial losses, closed their funds, and started
new ones in order to collect new fees without having to recoup the losses. We
got hurt, but never closed. I just couldn’t do that to the limited partners.

Bill led me on a guided tour of his office. The windowsills and tops of filing cabinets

supported his collection of bull figurines—the substantial herd, with just a few bears
among bulls, has spread into several rooms. He pulled out a folder of charts showing long
periods of flat prices abruptly coming to life with huge volume surges. “I am going to go
back and evaluate them to see whether or not those spikes have meaning” He opened more
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TRADE 1

I

folders. “This is the stuff I was working on over the winter in Florida. | am thinking of
writing a book, something along the lines of Skyscraper Profits in the Stock Market. It wi|
describe big bases in detail and contain numerous before-and-after examples to illustrate
market moves.” He then showed me some of his hedge fund data. “I can go out of tl
country with my laptop and run the fund while the New York pcople do my back-office
paperwork. My wife and 1 love going to the Greek islands. Also, two of our granddaugh.
ters are on a world-class synchronized ice skating team, and you could say we're thejy
groupies, following them to European competitions.”

BILL'S ENTRY
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SINA

Here's a stock that's down from a very high level, over $55 a share, trading in low single
digits. It is oul of favor and its price is depressed, but two years have passed since its run-
up in the year 2000, I like stocks that are depressed, especially when they have a long side-
ways movement, building a base. SINA is trading in the lower part of its base, and the risk
at this level is limited.



Risk/Reward

What is widely regarded as the minimum risk/reward ratio for
entering a trade? How do you establish this ratio for stocks
whose prices have broken into historically new price levels?

— Trader
There is no set number—it depends an your level of convic-
tion about the outcome of the trade. Measuring risk/reward s
not as simple as comparing the distances from the entry price
to the profit target and the stop-loss level. You need to multi-
ply each of those figures by the likelihood of that event—and
hopefully your system gives you more than a 50/50 chance of
winning. Still, if the expected profit is less than double the
potential loss, | would pass up the trade. —AE
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['would nermally take a partial position in a stock like this and add to it as prices
begin to im prove. SINA, however, came to life rather abruptly.

In October—-November of that year, SINA moved up to five dollars per share, I
hesitated to add on such strength, which in hindsight was a mistake. The stock con-
tinued its rise to 10.50 in January of the following year. They say that the first correc-
tion is the most important, and if you can ride it out, then you're probably home free.

'
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| drew a harizontal line on
my chart at 10.60, and
once that level was broken
on the upside, | assumed
anather upleg would begin,

Will +hats

trade make
ov lose woney?
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EGIGEEN BiLL'S EXIT 1

| found oul later it was a
Chinese internet stock.
Being a technician, | pay
no attention to what the
company does, and | was
not aware it was Chinese
until, all of a sudden, every-
pne wanted Chinese slocks.
It was a perfect example

of a low-priced stock being
discoverad, and | went along
for the ride. It turned out

to be one of the best per-
centage gainers | have ever
experienced.

| am also a great believer
in trendlines and like to do
some selling when impor-
tant trendlines are broken,
Here we see another beau-
tiful technical situation—
an outside key reversal to
downside, a throwback rally
into the tap pattern, and
the breaking of a very well
defined uptrendline. | had
to take aclion based on
that evidence and sold the
balance of my position.

TRADE SUMMARY 1500

Long SINA
Bought 10/25/2002 @ $2.45

Sold first half 9/26/03 @ $36.92—profit i

$34.47 per share

I did some selling in September 2003. I did not know whether the recent peak was the
end of the upmove, but I could sec an “outside reversal” on the bar chart, and it scared me
enough to sell. I am a great believer in outside reversal bars. They can occur on daily,
weekly, or monthly charts, taking out both the high and the low of the previous bar and
closing in the direction opposite to the preceding trend. This pattern waorks at bottoms and
at tops, often marking the extreme points of the moves.
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Sold second half 11/14/2003 @ $34.70—profit

$32.25 per share

Average profit = $33.36 per share
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TRADE 1—ENTRY COMMENT

This company’s stock was sold 1o the U.S. public in the last heady months of the his-
toric bull market. It went up from the start, more than tripling within six months.
| Back in May 2000, some poor soul paid more than $58 a share; he must have really
needed the stock! From that lofty perch, SINA crashed and burned, touching the
! low of 1.02 a year later. Any stock that loses over 98% of its value earns the right
|l to a quiet death, but SINA refused to die. It lay quictly on the hottom for

|. l almost twa years, forming one of the big bases so favored by Bill.
I call any stock that falls more than 90% off its top and refuses
to die “a fallen angel.” Some of the most attractive long-term buys

come from this group.
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At the right side of the weekly chart, SINA is coming back to life, and its Impulse sys-
tem is green. I take the readings of MACD-Histogram at a big discount when prices are so
flat. This indicator shines by reflecting market psychology during price swings; when prices
are flat, its messages are not that important. What is much more important to me here is
that the weekly closing price is above both the 13-week and 26-week moving averages.

hhl%ml%}h”"

My
I[ “’h'l“"‘”j
lr,J‘l’/H m Il

i |‘|'

..Jin'IHIn.,..

..;.H|i],..:,|~]"E|,f]m|ll|| I

IRt I“-nl1!|-|‘|-||”|II-_.IITI-H_IIII'IIIII._”.I-“_r:u-. ......... o "'”l“’"‘l“'llll‘lrlli:ﬁ

\ A A V\ f\ ’ \'U'I\ s
- __V_,v%ﬁ;#%‘*f Ada S\ png ) ,f\f.,_)..-ﬁ )
- i e e - s I!. | (——

——

Compare the height of the bars at the left and right edges of the chart, They are
becoming much taller, telling us that the public is rediscovering SINA after it lay half-dead
on the floor for the better part of two years.

s
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Bill prefers to watch the
wmonthly and weekly eharts
and pays [ittle attention

10 the dailics. Looking at
THis daily chart, it is casy
10 See that His mcthod
mdakes sense for a long-
term frader. Someone
looking at the daily chart
wmight fee| tempted to seff
prematurely in response

10 sHort=term signals. That
would be perfectly fine for
dn dctive trader, but tat’s
not Bill's game. He is lpok-
ing for a major breakout
from a long-term base
leading to a sustainable
upirend, so a daily chart

is of little inferest 1o

Hiw. SHill, thic ahart is in
dedr with the weekly; s
lmpulse is greem, encourag-
fhg us 1o buy,

Prices, the MACD-
ttistograwm, and the Force
dlex keep reaching Higher
levels; cveryitHing is in an
upswing.
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Bill sat through the first
top in July—~a kangaroo tail
that sent prices down for a
cizable break. At the right
cdge of the chart, there is 4
bit of 4 bearish divergence
in MACD-Htistogram. It i3
net a pure divergence
becayse the imdicator Has
wever crossed below zero
between its July and
October peaks. It SHows,
nevertheicss, that bulls are
becoming weaker even 48
prices rise higher. Bill, a
classic cHartist, identifies
tHe key reversal pattern
during the last bar and
sells half of His position
well above value.

At the right edge of The
cHart, prices have fallen
below their fast EMA; tHe
lmpulse system is red. THiS
is the first red bar in
almost 4 year: # massive
uptrend has ended, and
Tie lmpulse system allows
us 1o sell short or stand
aside, but net o go long.
Bill, using classic charting
wiethods, reaches tHe
same verdict and exits His
lowg position. It is hot
uncommon for serious
techwicians, using differ-
ent wethods, to arrive at
Similar conclusions.

EXIT COMMENT 3
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At the right edge of the weekly chart we see that the uptrend in SINA is starting to run into
resistance. This is not surprising after its astronomic rise from $1.02 to over $45. Many
bulls are sitting on massive profits and are prone to cash oul at any sign of weakness, accel-
erating downdrafts.
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SINA had stopped rising, traced out a top formation, and started to break down. The
third bar from the right took prices to a new record high, and that false breakout appears
to have marked the top of the uptrend.
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DRAX

I love big bases and this looked like a classic—not a two- or three-year base but a 10-year
base. I felt convinced this was going to be good and notified several of my clients when the
stock was around $3.50.
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Wil Hats
In January 2004, [ felt the stock was acting well and was about to begin an
Uptrend of some importance. It broke above its first downtrendline and was well on trade make
Its way towards breaking its second. oV ]dse MO\-\e"?r'?
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BILL'S EXIT
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DRAX accelerated after it rallied above its $3.50-$3.60 breakout level. T entered in
mid-January, and by late March, had a decent profit as it got up to nearly six dollars a
share. But | expected much, much more. 1 looked at this stock’s 10-year base and, know-

This steck may still work
out well at same point in

ing that the larger the base, the greater the potential, I stayed with the stock.

the future. Still, it was a

disappointment to me thal 100

ils impressive breakout 6,00

did not result in an above- ‘ !

average advance. This trade | ‘I|' 500

in DRAX is a reminder that e N . 5 ‘|:|- LT

a big base is not a guaran- i . .i'||| j“-rm.,;'!;]‘ 4.00

teed road to riches and l 4 = A\ i

that one must constantly I‘ |. ;-i||. I ||“ " | |' I.|.. ’ll? 300

be aware of exceptions. A [" e l;.:_-:'u-l-" ot i '|J||;|_.. | | 200

perfectly clean breakout i |'.| by I 'hi-r.l; - qnl s :

will, an oceasion, fail and i 1.00

pull back into the base from

which it emerged. | had 00

not anticipated such a

loss of momentum. 100
all B { & ﬂl el & e Dz A AT Ca U3 & a5 [ 7 m Hua n

Long DRAX
Bought 1/14/2004 @ $4.02

Sold 8/10/2004 @ $3.37
Loss = $0.65 per share

v TRADE SUMMARY

The stock suddenly aborted and kind of died on me. It sank back
toward its breakout level and then went sideways, with a downward
drift. I did not like its action during the break, as it pulled back, and 50
[ cut my loss and got oul.
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recent years, it got clobbered and fell back into the range. Now there is a danger
happening again.

If | were 10 frade this
stock, I'd be wmore inclined
10 1ry and grab it below

103

I wo dollars, where it

) declines once every few
years. There it becomes a
el “fallen angel,” declining
over 30% from $20. $till, 1
- would not try to talk Bill

out of Wis trade, Each seri-
ous frader Has His mcthod,
and Bill's approach iz
iternally consistent and
works for Him,

DRAX shows a beautiful base, capable of supperting a major upmove. Still, | would like ta
play devil’s advocate and present a bearish case. First of all, stocks have inertia, and that
inertia in DRAX is definitely sideways. Secondly, whenever it rose towards five dollars in

of that
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DRAX is accelerating on the weekly chart, rising at an ever steeper angle, high above iy
value zone at the right edge of the chart. Notice the angle of the uptrend during the firg
half of 2003 and compare it with the angle of the second half of the year. To me, such accgl.
eration tends to mark unsustainable moves. Still, this is exactly what Bill spoke about i his
interview: “A stock erupting from a long base needs a charge to go up. Some people say it
is averbought, but [ say it is just a beginning."

The Impulse system is green at the right edge of the daily chart, allowing us to buy
or stand aside but not ta go short. The moving averages tell me that the value of DRAX i
somewhere hetween $2.74 and $3.19, while the stock is trading near four dollars. If T wanteg
to buy DRAX, I'd be waiting for it with my buy orders within the value zone. Again, Bill g5
his own methods that work for him, and his entry is [ully consistent with his approach,

TRADE 2—EXIT COMMENT

All serious traders have several features in common. One of them is that they pay just
as much attention to exits as they do to entries and sell when they see an exit signal. Once
a trade gives them a clear indication that it is not working out, they do not hang around
waiting [or an improvement.

Bill likes to buy breakouts from long bases, and when a breakout fizzles out, he dumps
his stock without giving it a second chance. The Impulse system turned red some time
ago, allowing us to sell short or stand aside but not be long. Bill gets out of this trade with
a minimal loss and is free to go looking for better opportunities.
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Application Rejected

My goal is to build my skill in trading using advanced options techniques to enable me
to be successful under any market conditions, whether bear, bull, or sideways. An addi-
tional goal is to generate $250,000 per year minimum. | also seek to meet a minimum
of 10-15%/month ROI trading options. My current capital is $50,000, and | am using
Interactive Brokers as my trading desk. | also signed up for Worden to allow myself to
carefully search frades and to write algorithms for searches—I'm still in learning mode
with this software. | also need software to help track individual trades allowing me to opti-
mize the progress of a trade and fine-tune my exits while simultaneously balancing risk.

—Trader

Your goal is totally unrealistic, and looks like a recipe for disaster. No Camp can save you
from that. Please be very careful and try not to lose mortgage or rent money. Reaching for
stch extreme performance is sure to expose you to risks that are guaranteed to prove sui-
cidal—if not on the first trade, then on the second, or third, or fifth. The fact that you
have not been aware of that shows a dangerous level of naiveté.

| am being absolutely straight with you, to the level of being blunt, because when |
see a man about to jump off a cliff, | yell. But | do not like yelling, which takes a lot of
energy, and | have no intention of yelling in the Camp. | wish you well, and please stay
in touch. —AE

Application Accepted

| am a short-term trader (average holding period of half a day) trading futures for myself
and for a fund on behalf of my company. | am basically trading 2 patterns:
a) a continuation pattern aimed at buying/selling in the direction of the daily trend
based on momentum indicators and envelopes within intraday charts; and
b} a reversal pattern based on buying/selling bullish/bearish divergences in daily charts
and supported by intraday screens.
| have done over 200 trades in the past eight months, achieving around 65% winning
trades, average win/loss ratio of 1.4, and no negative months. | have improved my consis-
tency a lot but still have discipline issues, especially in terms of taking losses. My objec-
tive for the Camp is to be able to live for a week with other traders and have the opportunity
to observe how you deal with your trading and emotions on a daily basis. | am willing to
improve my bookkeeping discipline (diary, etc. ...), which | don't follow as religiously as |
should. | am looking forward to spending some good time with interesting people!!
Saludos, as we say in Spain. —Trader

It is a pleasure hearing from you, and | will be delighted to see you and work with you in
Cyprus. Your results are very attractive, and both of us will need to work hard and be
inventive to improve them!

Hasta pronto! —AE
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T

THE ROADS NOT TAKEN

Technical analysts study charts in order to recognize price patterns and profit from thep,,
Each tick reflects a transaction between a buyer and a seller, but it shows more than ap
agreement between two individuals. The buyer and the seller are surrounded by a crowg
of other traders who exert a powerful emotional pressure, making each trade representy.
tive of the entire market crowd. Price charts reflect the behavior of all market participants,

Academic economists used to view market participants as rational individuals trying
to maximize gains and minimize losses, but that theory is now losing lavor. Modern schol-
ars acknowledge the importance of emotions in trading. This view has percolated into the
economic mainstream to a surprisingly high degree; recently a Nobel Prize in cconomicg
was awarded for work on the emotional basis of making economic decisions.

I've been writing about the emotionalism of the markets for many years, doing my bit
to clip the wings of the efficient market theory. While the emotional basis of trading s
increasingly recognized, we must focus our attention on the market’s emotional pull on us
as analysts and traders.

We tend to feel calm when other people tell us about their problems and offer them
rational solutions. When we deal with our own problems, we often become more emo-
tional. It is easier to give advice to others than to solve our own problems. As the level of
emotion rises, the level of intelligence declines. This is why so many traders make hare-
brained decisions, buying tops and shorting bottoms.

Bill provides an example of how a mature money manager goes about his work. He
clearly knows his likes and dislikes and looks to trade only in situations where he fecls
comfortable. He can analyze a 10-minute chart just as well as any day-trader, but this type
of trading leaves him cold, and he consciously avoids short-term charts. He loves catch-
ing breakouts from multi-year bases and scans monthly and weekly charts for such
opportunities.

There are hundreds of games in the stock market, and no trader can be comfortable
with all of them. Not every girl you see at the club wants to dance with you, and not every
trade will work for you either. In a perfect world, every girl in the club would be wild
about you, and every trade would be profitable, but that is not how the world works. The
sooner you develop a sense of clarity about your likes and dislikes, the happier you'll be.

You do not have to imitate Bill's approach to trading, although you'd be fortunate to
develop his self-knowledge and discipline. Out of all the games in the financial markets,
you need to find one or a few that appeal to you and concentrate on them. If you're a day-
trader, leave breakouts from long bases alone. If you love riding long-term trends, stay clear
from catching daily reversals. If you like buying breakouts, forget about bargains. Each and
every choice in the markets involves a trade-off, a road not taken. A winner is a mature
individual who can choose his road and, just as importantly, calmly and without regret
turn away from the roads he passes up. There are many games in the financial markets, and
to become a success, you must choose the one that fits your unique personality.
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An e-wail from Bill:
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B1G BASE PATTERNS

I continue to be fascinated by the multitude of indicators that are
supposed to identify buying and selling points, Still, after studying
them, I prefer a simple, clean chart with nothing but the price avail-
able for analysis. It is very important to me that the long-term pic-
ture looks like what I have in the back of my mind. For this reason
I like to have a software package that allows me to flick from a monthly chart (long-term),
to a weekly picture (intermediate-term), to the daily outlook (short-term).

Anyone can spot a breakout, but the trick is to adjust your lead time. For example, I
worked for several decades with mutual fund portfolio managers. Because of the size of
their funds, they cannot buy breakouts. If they need two to three months to build a posi-
tion, then the advisor must adjust his thought process to this reality.

[n managing a hedge fund, I can shorten my time horizon. It does my heart goad to
see a stock begin an upmove within a week to 10 days after I buy it. The rush is similar to
birdying a hole in golfl or sinking a three-pointer in basketball.

Not all buys result in winning trades. | closely watch the percentage gain or loss for
individual issues in my portfolio. I like to cut my losses short and let my profits accumu-
late. It’s not unusual to see some gains in the portfolio to the tune of 100%, 200%, or
300%—or higher. Al the same time, | am quick and mechanical about ditching stocks with
losses of 4, 5, or 6%. For this reason, my turnover is pretty high. I have found that if a stock
is going to be good, it will move out shortly after I purchase it. If it hangs around and can-
not get going, then something is wrong. Either my timing is off, or there is a fundamental
negative on the horizon.

Stocks or even groups of stocks will often sit out one bull cycle and be ready to go in
the next one. I call this “recycling,” and it may take six to seven years from the previous
price peak to the next breakout of importance. Prior to buying, I want to see a decline of
a year or two to a depressed, down-and-out level. Then [ want to see four to six years of
sideways movement, of base development. T enter after the stock breaks above a significant
resistance level, creates outside reversal bars on the weekly or even monthly chart, or when
its relative price performance improves, especially during late-stage declines of your tradi-
tional once-every-four-yvears bear markets.

Bottom line? After studying everything under the sun, I settled in and became a spe-
cialist in simply “Big Base Patterns.”
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CHAPTER 13

PETER TATARNIKOV

WE ANALYZE PEOPLE
WHO ANALYZE MARKETS

n April 2005 I flew to Moscow to conduct master classes in three Russian cities for the

country’s largest Forex firm. I hoped that my emphasis on the need for discipline and
money management would help their clients. I enjoyed touring remote cities and visiting
historical sites I'd never seen before. At the company’s Moscow headquarters, T met its chief
dealer; Peter was inveolved in day-to-day trading and had the brisk air of 2 man who lives
by practical decisions rather than marketing. I came to his trading room behind a locked
door which he shared with rwo other dealers and a secretary.

I was born in Vladivostok, in the Russian Far East, on September 1, 1980—we
call it “The Day of Knowledge” in our country, the first day of school. I started
working for this Forex firm at 17, helping with computers, doing the night
shift. Our clients trade around the clock, and our software was just being
developed (Rumus, which I found very versatile and robust). In 1998 the com-
pany moved to Moscow, and they invited me to come and try out to be a
dealer. [ flew to Moscow, but after testing me, they said I wasn't ready, and put
me into tech support. 5ix months later, in 1999, one of our dealers left, and
they promoted me, with a one-month trial period. My job was to take orders
from clients and manage our firm's position.

I remember my first shifts as a dealer very well. 1 was working nights,
Japanese yen was going crazy, the Bank of Japan was intervening. So much was
happening that sometimes I'd call my colleagues with questions, waking them
up in the middle of the night. Everything I know today [ learned from Sergey
Kovzharov, who was our second dealer at that time. By 2003 he became our
chief dealer, and after he left, the firm promoted me to this job. Sergey and
[ remain in touch, and I can still call him with any questions.

As a dealer, I take orders from clients—they place orders through our solt-
ware or by calling us. Then we turn around and place a cumulative order
in the interbank market; for a large client, we may go there immediately. If
the order is small, say under $100,000, we take it ourselves, but we monitor the
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company’s tatal exposure. We have a limit, and when we reach it, we go to the
interbank market to lay off the excess.

We track not only the size but also the volatility, things like the Average
‘True Range of currency pairs. We are the largest Forex firm in the country, and
as leaders, we usually do things first. Our competitors keep copying us; they
lag behind, but get the benefit of learning from our mistakes. As the leaders in
the field, we've made our share of errors. During the 1998 Asian crisis, our sys-
tem allowed clients to deal at prices that were more than a minute old, and the
firm lost money. Our system has been improved, and now it combines quotes
from about 70 different banks and dealers. Some banks are better for some
currencies, and the system knows that, looking for certain banks. If we get a
bad quote—we call such out-of-the-range quotes “boogers” in Russian—our
system queries the dealer who provided it.

Clients’ orders go through the Internet Dealing System. We were the first
company in Russia to show clients how our dealing sofiware works. We also
developed an artificial intelligence system to handle routine orders. The max-
imum margin we offer traders is 100:1, but we recommend limiting it to 10:1.
We issue margin calls but allow clients to trade until their equity falls to zero.

Sitting at the dealing desk for months and years, you begin to notice that
almost everybody does pretty much the same thing, repeats the same mistakes
over and over again. There are well-known rules that traders keep breaking.
First of all, they cling to losing positions and keep adding to them until they
get hit with a margin call. When people have a loss, they tend to hold, but
when they have a profit, they cut quickly. In our trading, we do the opposite.

Other traders take a position, and if the market goes against them, they
not only take a loss but also reverse. Then the market turns again, and they lose
for the second time. They were right the first time, but instead of winning,
took two losses. This happens in every center—in Moscow, Vladivostok, or
Yerevan. People are the same everywhere. Traders work in different cities, bul
they all move at once, like an avalanche.

The market reverses when the mass of traders starts giving up. People
place stops al obvious suppaort and resistance levels. The market keeps violat-
ing those levels, triggering their stops and reversing, just as you shawed in your
master class. The market approaches a resistance level and there, 10 ticks above
the previous high, is a mass of buy orders. The market triggers them and then
goes down, It does the same at the lows, penetrating them by a few ticks before
turning up. I used to wonder why it does that. The market doesn’t know where
our clients have their stops. This means the same stops are placed all over the
world. It is some kind of universal human trait.

When psychology kicks in, the amount of money a trader has in his
account does not matter—they feel they must act now, this moment! Better
capitalized traders simply put on bigger positions. They may use MACD, or
Elliott, or RSI, or astrology, but under stress, when support or resistance levels
are being tested, they all trade the same way, regardless of their methad. People
in the crowd use different analyses, but all behave the same way. Their prob-
lem is not analysis, but psychology. The majority of market participants act
with the crowd, not just in Forex but in any market. A sudden event occasion-
i1]|y allows a crowd to win, but in the Iﬂng run, the crowd always loses. When
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I call my friends at other trading desks or banks, and they all tell me their
clients are long the euro, I know the euro must fall.

One of our clients is a famous surgeon. He has been losing money for
years, trading a small account without a clue. Once he doubled his money and
was very surprised, but then lost it all again. He doesn’t have the Internet,
doesn't look at charts. Once he called me and said, “Peter, I want to do some-
thing, what should I buy or sell? Quick, [ need to run to the operating room,
will call you for a fill after surgery.” I asked him about it, and he said, “My work
is to cut people, but in the markets [ relax.” A trader without a system will lose,
and if you trade against him, you'll win.

Successful traders always act differently from the crowd. We had a trader
who started with a small account and in less than two years made more than
a million dollars. I showed him the indicator I developed for measuring group
behavior (see box). He found that maost of his losing trades occurred when
he traded in the same direction as the mass of traders. He found that when he
oceasionally traded with the crowd, he lost money.

Peter says:  ‘Traders all over the world look for indicators of the mood of the market crowd.  FOREX CLUB

Those indicators reflect the fact that most crowd members think alike and are wrong much of  SENTIMENT INDEX
the time. Qur goal is (o track the crowd and do the opposite of what it does. This is why we devel-

oped our indicator for measuring the mood of Forex traders—Forex Club Sentiment Index, or

FCSI. We calculate it on the basis of open trades by the thousands of clients of our Forex Club.

The indicator’s formula is very simple:

FCSI=(L/T) x 100
L = the number of long positions in any currency
T = the number of all positions in any currency

FCSI reflects the percentade of long positions in any currency among the clients of our firm,
oscillating between 0 and 100. When it rises above 70, it becomes overbought. When it falls
below 30, it becames oversold. Values between 30 and 70 are neutral. Our next step was to
develop a mechanical trading system based on FCSL

We are a retail company—we can analyze a large number of trades by real
people. On the basis of our data, we created an indicator of mass behavior and
called it FCSI—Forex Club Sentiment Index. It reflects traders’ behavior
worldwide, even though it is based on our dealers’ data. FCSI is somewhat
similar to what the Commodity Futures Trading Commission does in the
United States, publishing summaries of traders’ positions in different markets.
The difference is that CFTC publishes its data weekly
real-time.

We have built a trading system based on FCSI. Trading against the crowd
is not new, but we invented our own system. In develnping it, we had no pre-
conceived ideas—we did not know in advance how it would work. It turned
out to be an automatic system—we go short, entering the market on close if

we do il online and in
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Screening Software

| am writing my own software for daily preliminary stock selec-
tion. | am looking for an inexpensive Internet data feed for
daily stock updates. —Trader

Do not waste your time trying to reinvent the wheel. For sort-
ing and filtering, look at the inexpensive, but very effective,
TC2005. Spend your time analyzing data, making decisions,
and documenting them. —AE

FCSI rises above 70. We go long, market on close, if FCSI falls below 30, We
cover shorts when it drops below 60 and sell longs when it rises above 40. Our
analysis takes 10 minutes per day, we trade on close only and do not look at
the computer intraday. We have been testing this system for two years and now
we trade it with real money. We are up 12% for the first quarter of 2005. We
have clients who use this data, and they trade differently, but this approach
worles well for us.

We do not analyze money; we analyze the number of trading decisions.
We do not look at any individual account while caleulating our indicator, only
the number of all positions. For us, a $10,000 order to buy the euro and a
$100,000 order are the same—together they represent two orders to buy the
euro. Yesterday, for example, we had 2,000 open positions in the euro—and
most clients were long. The euro went out at 1.2917 last night, but now as we
speak, it trades at 1.2875—it fell, and that's how it should be. In trading this
system, | am nol interested in the price of the euro or the yen. We do not ana-
lyze markets; we analyze people who analyze markets.

I told Peter about John Maynard Keynes—the famous English economist was a canny
stock picker, successfully managing the endowment of the University of Cambridge.
Writing in the days before political correctness, he compared profitable stock-picking lo
forecasting the results of a beauty contest. To win you did not have to pick the prettiest girl;
you had 1o determine which girl was most likely to be picked by the jury.

Peter spoke about his all-consuming passion for the market: His only other interest is
his family. “I married early, over three years ago, and I have no regrets. My wile is a big help.
I am always here, in the trading room, away from home. She totally took over our day-to-
day lives, our child. She is totally loyal. I can work nights and she does not get angry. I
always look forward to going home after work.” With two assistant dealers pulling up trade
records and charts, Peter selected two trades he wanted to show me and printed them out.

P
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Upper pane:  Daily bar chart
Lower pane:  Daily FCSI with a five-day simple moving average

Euro

At the right edge the euro is rising, and we can sce in the lower panc of the chart that the
crowd likes it. The rising FCSI shows that the crowd is buying into this rally. A few min-
utes before the close, FCSI rose above 80. My system calls for shorting when FCSI closes
above 70, and 1 followed my system—shorted the euro market on close.

Wwill +hts
tvaade wmake

ov lose wmoney?
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LR7A\e]= PETER’S EXIT 1

The euro went up for a few days after I shorted, It kept making marginal new highs, but
never covered. According to my system, [ have to hold shorts until FCSI falls below 60 per-
cent. It never went below that level; on the contrary, it kept rallying, even rising above 80
| ‘ on several occasions.

|' As the euro began to slide, the crowd of traders became less and less bullish. At the
; right edge of the chart FCSI fell below 60%, nearing 50% just before the close. My sys-
i tem tells me to cover when FCSI penetrates 60%, and 1 exited market on close—purely
mechanical,

A TRADE SUMMARY

Short Euro

Shorted 2/9/2004 @ 1.2695
Covered 3/3/2004 @ 1.2220
Profit = 475 points
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Chapter 13 Peter Tatarnikov

1 keep watching my system, measuring its performance, and analyzing its parameters.
1 allow myself to think about my system, but not violate it. Of course 1 feel a little more
certain if a similar signal emerges at the same time in several currencies and crosses, but 1
take every signal with the same level of determination. The only thing that can keep me
out of a trade is a low number of market participants, If there are fewer than 10 positions
in a currency, that signal becomes suspect.

ingly bullish.

and October 2003.

are above value and the MACD behavior.

.

The weekly chart reflects an ongoing bull market in the euro. This chart goes from the
lower left corner o the upper right—you do not have to be a technician to recognize an
uptrend. Little wonder that public sentiment, measured by Peter’s index, is overwhelm-

A healthy bull market usually includes several corrections. Some of them are quite
deep, knocking out weal holders and allowing the pros to add to long positions at lower
levels. The two moving averages reflect the average consensus of value. Occasionally prices
rise far above value, but then snap back into the value zone between the two MAs or even
lower before resuming their advance. This happened in July 2002, January 2003, May 2003,

Another snapback began in December 2003, and the question now is whether it has
run its course and a new rally is under way, or whether the snapback is still continuing. If
the first is true, we should be going long, but if the second, short—this is a major choice.

The right-most bar on the chart is above both MAs, in the overvalued zone. The
MACD Lines are high and turning flat in the zone associated with tops, while MACD-
Histogram is declining from above zero. The Impulse system is blue, permitting both buy-
ing and shorting. Shorting appears much more attractive than buying, considering prices
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The daily MACD-Htistoqgram
sHowed a bearish divergence
between i3 November and
January peaks. The indi-
cator returned above zero
in tHe past two days and
is now in tHe arca suitable
for another downward
reversal. THe daily lmpulse
[s green at the right cdac.
I would Hold wy finger on
tHe rigger Here, ready

to short as soon a5 the
lmpulse goes off green.
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The daily chart shows that the euro has remained essentially flat after bumping its
head against the ceiling in the first days of 2004. All that volatility, all that volume for a
month—and no progress! When prices go flat at a high level, it is usually a sign that they
have run into resistance and a downturn is coming sooner rather than later,
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After Peter shorted the euro, it struggled to go higher for a few days, like a bull in a bull-
fight with a sword through its heart, still trying to run, not yet knowing it is dead. Prices
poked briefly above their upper channel line and took out their January peak by a few
ticks, cleaning out stops on short positions and sucking in amateurs who placed buy stops
above the January peak. Prices stalled there, the MACD-Histogram turned down, turning
the Impulse blue, and the euro plunged to a new low for the year.

At the right edge of the chart, the euro is below its lower channel line, deeply oversold.
fis trading near the lows of the year, bears are in control, but a few faint bullish signs are
starting to emerge. MACD-Histogram, MACD Lines, and Force Index are at levels nor-
mally associated with bottoms. Prices are below the lower channel line and so vastly over-
sold that it would take a disaster to carry them lower. That would be an extraordinary
event—something that amateurs look for, while professionals bet on probabilities. When
prices are overbought and near the upper channel ling, the pros look to short; with prices
near or below the lower channel line, they look to cover, just as Peter did.
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The British pound has been in a trading range. At the right edge bullishness suddenly Will +his
dropped to almost 20 percent. Since the system tells me to buy when FCSI falls below Hade make

30 percent, I went long GBP market on close.

ov lose wmoney?
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The rally had no follow-through, but as prices hung flat, bearishness began to decrease.
When FCSI rose above 40 percent, I sold, taking a loss, My buy signal turned out to be false
1 in this case. Other traders made money here; I lost money.

TRADE SUMMARY _____ o
Long British pound 3

. Bought 1/27/2005 @ 1.8880 - . s T
It is impossible to make money on every trade. 1 keep

|

| Sold 2/3/2005 @ 1.8820 putting on trades and watching the markets, always trying

Loss =60 points to develop something new. 1 practically live here, in this

office.

e
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The weekly chart shows an uptrend, with prices marching from the lower left to the upper
right corner. This bull market is less orderly than the one in the euro, but the general pat-
tern is the same, The level of value, tracked by the EMAs, keeps rising. Prices occasionally
spring above value but then return, as if pulled back by an invisible rubber band.

Near the right edge of the chart, the pound had rallied above value, then pulled back
and spent three weeks in its value zone. The rightmost bar is rallying out of the value zone.
MACD-Histogram is still declining, but if the rally continues for another week, it will turn
up, creating a shallow bottom. Notice that its past three bottoms—May and September
2004 and the current one—are becoming more and more shallow. This is not a divergence
because prices are also getting higher, but it is a sign that bears are growing weaker. The
Impulse systemn has turned blue at the right-most bar—by going off red, it removed a pro-
hibition against buying,

The daily chart shows a nice rally that began two weeks ago. Prices fell from their
December peak only to find support in the 1.86 area. MACD-Histogram does not show a
divergence, which would have been perfect, but other buy signals are present, MACD Lines
are turning up, and the Force Index has traced out a bullish divergence, Each downward
stab of prices since January was accompanied by a more shallow bottom of the Force Index,
showing that bears were running out of steam.




236 Entries & Exits

R |||IIL'_l'._l‘.!_:.IL!JII]illllt|’|l|]l. '”II”“'"'“'"|||II'iI|||“||!|||||" Latt

— —
L

g NPV A V. ,_,,v_,-’»/\, A A
\-’\Vz»/\ Ve s WV A
h W ”/\/\fﬁ;f;:;

ey — = = = = S —————

] e L

At the right edge of the chart, the Impulse system is green. Buying at this point means

chasing prices a bit, but they are not too far away from value.

Over-optimizing a System

| recently started using TradeStation to rigorously backtest
and optimize the various parameters of a system | believe lo
have a sound basis. | am concerned that, going forward, the
results may not be as good as the tests because of the “curve
fitting" issue. How do you backtest properly without curve
fitting? — Trader

The only testing that seems to work for me is manual testing.
| open my analytic software and Excel, scroll my stock data to
the extreme left, and then look at the right edge, clicking for-
ward one day at a time. When | notice a signal, | write down
my orders for the next day and click again, keeping good notes
in Excel all along. This is a slow process, but the only one that
imitates the surprises and uncertainties of trading. —AE
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toss-up, and puts his trust in the long-term performance of his system.

i

The upmove in the British pound has worked out beautifully. Prices declined into a
double bottom, where MACD-Histogram had traced a bullish divergence. The pound
rocketed towards its upper channel line. The initial buy signal turned out to be quite good.
Still, a professional trader has no regrets. He knows that every individual trade is a bit of a
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Shaken Out

| often exit trades before they reach my targets because there
may have been negative news or the stock seemed to act weak
during an up market. Often | notice a trade would have worked
out if | had stayed in it and rode it out, but then again, some-
times |'ve been correct to get out early. .. — Trader

You need to write down your rules and follow them. At an early
stage of development as a trader, you have no right to use dis-
cretion. You will acquire the right to use it only after a year of
profitable trading experience. —AE

TOUGHNESS AND PERSEVERANCE

At the end of the conference, a group of us rented a sauna and went there for a few hours
of relaxation, drinking, and singing. There was a steam room, a small swimming pool, and
a complex karaoke machine; I took hold of the song list and appointed Peter our chief
engineer in charge of karaoke, Even in that boozy, happy group, he looked like a man who
would apply himself to a piece of machinery and work its many buttens just right.

Are good traders born or made? Peter was lucky to stumble into a trading firm at 17,
but his energy, focus, and perseverance would have served him well in any field. He would
have been a success even if he never heard of trading. Markets seem like a natural sphere
for him, but it is his toughness and drive that propelled Peter to the position of a chief
dealer of the largest Forex firm in the country while still in his mid-twenties.

A casual trader, rising from his couch to glance at the screen, might have a frightening
thought: What if the person on the other side of his trade is someone like Peter? He practi-
cally lives in his trading room, studying markets, studying other traders, always looking for
an edge, for every bit of an advantage. What chance does a casual trader have against him?

Many amateurs crowd into the market, dreaming of a life of ease, an escape from the
corporate grind. Lulled by brokerage house propaganda, few newcomers realize how tough
the trading game really is. Leaving the corporate cubicle with its moronic boss and nasty
coworkers may seem very appealing, but few newcomers anticipate the work that goes into
becoming a successful trader. You may chafe under a dumb boss, but in trading you
become your own boss—the toughest you've ever had. You must drive yourself harder than
any supervisor ever did, and if you cannot do it, don’t even dream of trading. Look instead
for a larger cubicle and a more reasonahle boss.

Peter enjoys working hard, Competence and performance are at the core of his way of
life, whether in front of the screen or a karaoke machine. He 1s a [uugh prf_)ﬂ:ssionﬂl trader,
and when you think of putting on a trade, you have to ask yourself: What have you got that
Peter does not have? What will be your edge, your advantage over him in this trade? If you
have no answer to this question, do not even start.

By opening his trading room and showing us how he operates, Peter did traders a
favor—another example of the openness and generosity of some of the field’s best people.
The bar over which you have to jump is very high, but Peter shows you where it is.
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An e-mail from Peter:

PLAYING AGAINST THE MAss MooD

People say that the market is 75% psychology and 25% economics.
If this is true, then a trader who turns the psychological component
in his favor must win in the long run. There are two key reasons why
playing against the mass mood can be the cornerstone of a winning
trading system.

First, after people have been watching prices for some time they tend to develop a
strong subconscious idea of what is expensive or cheap. This is especially pronounced
within short timeframes. For example, if the euro was trading at 1.20 half an hour ago and
now it's trading at 1.2050, the subconscious says, “It's expensive—sell.” The recent range is
imprinted on us, and any swing outside of those limits becomes a stimulus to act. Contrary
to this, the very concepl of a trend, however brief, invalves an ongoing price change,
Because of this, when we play against the crowd, we position ourselves in the direction
of the emerging trend.

Second, the majority of traders have an asymmetrical tolerance for profits and losses,
The majority can tolerate much higher losses than profits, which make them anxious to
act. If a trader is willing to lose 40 ticks on a trade, he is likely to take profits at a much
claser level. If we go opposite to this, we'll be cutting losses short and letting profits run—
which 15 essential for a trend-follower.

Traders all over the world look for indicators of the market crowd’s mood. Those indi-
cators reflect the fact that most crowd members think alike and are wrong much of the
time. Our goal is to track the crowd and do the opposite of what it does.
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Damir Makhmudov

Riga, Latvia

Cotton purchasing manager
U.S. futures

Since 2002
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MetaStock with Elder-disk




CHAPTER 14

DAMIR MAKHMUDOV

TECHNICAL SIGNALS IN THE
FUNDAMENTAL CONTEXT

n November 2004 1 began receiving e-mails from a trader in Latvia who worked for

a cotton company. He was hedging his firm’s sizable cotton holdings in the futures
markets and becoming increasingly drawn towards technical analysis, Cotton had just
made a major bottom at that time, I enjoyed Damir’s e-mails in which he outlined some
early signs of tightening supply in a market seemingly glutted with cotton. Impressed with
Damir’s focus on combining fundamental and technical analysis, [ invited him for an
interview. In June 2005, Damir met me in Amsterdam, where [ was spending a few weeks
trading from an apartment above a canal,

I grew up in Latvia when it was still a part of the Soviet Union. I was very
involved in sports, especially ice hockey. Today some of my childhood friends
play on the national team, but I was a bit too small to play at that level. I was
drafted into the army and served in special communications, They trained us for
18 months, but probably the most useful skill turned out to be touch-typing.

After the fall of the Soviet Union, I knew I needed to get a Western educa-
tion. In the carly "90s, Concordia Universily opened a satellite cammpus in nearby
Tallinn, Estonia, and that's where I spent the next eight years, first earning a
BA in international business and then an MBA. I needed to support myself
while going to school and found a job with a Singapore company that came to
Estonia to invest in textile and paper businesses. They put me into the com-
mercial department dealing with cotton, and after six months, sent me to the
International Cotton Institute in Memphis, Tennessee. [ studied there for two
months, and afterwards became involved in buying cotton for the company.

Our factory made fabric, so the price of cotton was one of the key factors
in our profitability. While buying physical cotton, I had to deal with price risks.
Like everybody, I started with fundamental analysis and studied supply and
demand. I developed my own madel of price forecasting based on ending
stocks worldwide. The cotton business is a small, tight world, and I've been in
it since 1997. I wrote my MBA thesis on managing cotton inventory price risk
and its impact on a company’s market value.

In 2002 I was invited to join a cotton company in Latvia. Some investors
bought two cotton factories in Kazalkhstan, opened an office in Riga, and asked
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me to be their senior trader. Now 1 have to manage price risk from a different
perspective. We buy seed cotton from farmers and end up holding physical raw
cotton, having to hedge the downside risk. At first [ tried using options, but
did not like dealing with the delta. So in 2003, I turned to futures. | began by
using fundamentals and monitoring the basis—the price difference between
physical cotton and New York futures. By holding physical cotton, we make
money if prices go up, but lose if they decline. We hedge our long position in
physical cotton by shorting cotton futures.

At first [ was being fairly intuitive—when to short, when to cover. Then |
decided to look into technical analysis and found the Awstralian Technical
Analysts Associalion site. T read your books and started using MetaStock,
bought your Elder-disk. I am a discretionary rather than a systematic trader. A
system may give me a signal, but I analyze the fundamental context and may
decide to stand aside. | am currently taking two courses at the Australian
Securities Institute—one on technical analysis and another on specialized
techniques. Afterwards, | want to focus on position sizing and money man-
agement and create a speculative fund. Right now, I am involved with both
speculating and hedging. Our hedging is pretty large, reflecting our long posi-
tion in physical cotton. Our firm opened a small $100,000 account to work on
our speculative techniques.
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I could see weekly MACD-Histogram rising from a bullish divergence; furthermore,
MACD Lines had traced a bullish divergence, and both were rising, getting ready to cross
over. Prices were well below their EMAs, indicating a generally oversold market. There was
also a bullish divergence of the Force Index between its July and November bottoms. The
combined message of all these signals on the weekly chart was to only look for long trades
on the daily charts,
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Upper pane: Bar chart with 22-day (blue) and 13-day (red) EMAs. Autoenvelope—2.7 standard
deviations around the slow EMA.

Second pane: MACD Lines and MACD-Histogram 12-26-9

Third pane: 2-day Force Index

| LN T ol AT |
T ]

MACD-Histogram was declining after tracing out a large bullish divergence. There
was a massive divergence of MACD Lines between the July and December bottoms in cot-
ton. To me, this indicated that prices were going to rise above the recent price peak. The
two-day EMA of Farce Index was below zero, in its buy zone.

The 13-day EMA of prices was flat to down, but that signal could be ignored as cot-
ton scemed to have entered a trading range between 42 and 45 cents. This relatively nar-
row range called for a strategy of buying weakness and selling strength. I decided to place
a limit order for December 3, 2004, to buy five March 05 cotton contracts at 42.85/lb. 1
expected to buy on a break to minor support near 42.70-42.80, with a stop-loss at 41.78,
slightly below the contract low of 41.80/1b. T had a price target of 44.45, which would cap-
ture about 30% of the channel width.

Wwill +Hais
tvade make

ov lose money?
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At the time of this trade 1 was still studying the method. We were just starting to test our
discretionary fund, and did not have money management rules in place. I think my weekly
analysis was correct, and the entry was basically right.

My mistake was in the poor choice of the stop-loss at the very obvious level just a few
ticks below the contract low. I fell into a common trap, and this made my trade the victim
of a “fishing expedition” by floor traders.

TRADE SUMMARY

Long March 2005 cotton futures
Bought 12/3/2004 @ 42.85¢
Sold 12/6/2004 @ 41.78¢

. Loss =107 points per contract plus six points round-trip commission,
for a total loss of 113 points per contract
Entry grade = 63% (relatively poor)
Exit grade = 6% (very poar)
Trade grade’= “D” (lost 107 points or —19% of the 550-point channel)
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EGTNTEN DAMIR'S FOLLOW-UP ENTRY

| decided to place a stop
L order to buy March '05 cot-
ton futures on December 7
at 42.67, slightly above the
Foen 42.65 high of the previous
day, to capture a possible

i

- ]
upside breakout. My stop-
L loss would be at 41.67/Ib,
g slightly below the contract
M low of 41.72/1b, and the

price target of 44.45, trying
F to capture about 30% of

the channal width.
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On the day I got stopped out from my cotton position, I realized that the charts were still
bullish and only poor stop placement caused me to get stopped out. The message of the
weekly chart was completely unchanged, and this daily chart showed strength. The
MACD-Histogram held above zero during the stab to a new low in cotton, and the Force
Index was rising.

X Taking a look al other indi-
3 i cators, we can see bullish
F divergence of the 14-day
E 8 RSI and 5-day Stochastic,
- L] & 3
o confirming the weakness of
o the bear camp. The price
= action on December 6 could
F i be called a closing price
E f? reversal; it indicates that an
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7] DAMIR'S FOLLOW-UP EXIT
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My colleagues questioned my reentry into a long trade just one day after I got stopped out,
but 1 had enough courage to do it. As usual, I had a written plan for this trade because hav-
(1 ing it helps avoid impulsive trades.

' Tt was a profitable trade, but in retrospect | can see how it could have been better. I got
out too early. Now we no longer use the 30% target, but monitor the situation, trying to get
more, Also, my money management rules were not yet in place, and my trade size fluctu-
ated. Even though the second trade gained more per contract than the first had lost, I traded
five contracts the first time, losing $2,825, and only two contracts the second time, gaining
$1,640. Still, such small trades build on each other and train you to trust your system.

TRADE SUMMARY

Long March:2005 cotton futures

Bought 12/7/2004 @ 42.75¢

Sold 12/20/2004 @ 44.45¢

Gain =170 points per contract minus six points round-trip commission,
for a total gain of 164 points per contract '

Entry grade = 40% (relatively good)

Exit grade = 92% (good)

Trade Grade = “A” (captured 31% of the 550-point channel)
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grammed by my friend John Bruns.!

analysis.
I quoted Damir’s e-mail in my November 2004 newsletter:

A combination of expanded area devoted to cotton and favorable weather con-
ditions in the major producing countries resulted in expected world fiber pro-
duction reaching a record figure in the industry’s history. Surprisingly, each
higher production figure and higher carryover estimate was first accompanied
by panic selling, driving prices close to limit down on the day of the news
relense, with the market rebounding the next day and posting strong rallies.

I have been in the cotton industry for eight years, first as a raw cotton
buyer for a textile mill and now as a cotton trader, but I am a newcomer to
technical analysis. Learning the main concepts from your books and applying

around selling my studies, which they have pourly and erroneously programmed.

-

If my charts look similar to Damir’s, it is because we use similar software. His workhorse
is MetaStock while I use TradeStation, but both of us have added Elder-disks to our
packages. These are collections of tools from Cone into My Trading Room, expertly pro-

Prices usually begin to move before the fundamental data becomes available—techni-
cals precede fundamentals. Approaching events cast shadows ahead of themselves—which
is why traders like Damir, surrounded by reams of fundamental data, turn to technical

'An Elder-disk contains no secrets—only Mawlessly programmed indicators and systems for a specific trading
Platform. You could program all studies yourself since the formulas are in the book, but the question is how leng
I would take you and how accurate it would be, As a matter of fact, there are commercial operators running
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Near tHe right edge, cotton
is He lowest it Has been in
several years. Commoditics,
unlike stocks, Have natural
floors and ccilings. A
commodity, unlike a stock,
cannot g0 down 1o zero
and disappear. There will
always be dewand for cot-
Ton, wheat, copper, sugar,
and otter basic building
blocks of human socicty.
Price floors in commoditics
depend on the cost of
production—if prices fall
below that level, the farm-
crs sTop growing and the
miners stop mining, reduc-
ing tHe supply and arrest-
ing THe decline. In cxtreme
conditions a commodity
wmay bricfly dip below its
cost of production, but it
cannot stay there for a
long time. THS is why when
| first saw this weekly
cHart of cotton trading at
wufti-year lows, it stopped
wmc [ wy Tracks, | ne
longer recall who drew my
attention 1o it—it wmay
have been Dawir. | Had not
traded cotton for several
years, but the mowment |
Saw THiS screen | Kinew | Had
to be in it, If you ever sec
d chart that looks like tHis,
be sure 1o trade it!



them to this market helped me see what I did nat even think of before. The
market rallied after the most bearish report in cotton’s history. Today, the tech-
nical picture helps me see the light at the end of the tunnel for cotton despite
the majority of industry folks being very bearish; there is definitely something
underneath this market that provides support.

In hedging, we are doing relatively large trades that are based on our phys-
ical stock position. We sold a fair portion of the stock we accumulated since
the beginning of November 2004 to international merchants who had been
caught short of physical cotton. We are now replenishing that stock at even
lower levels.

The weekly chart is flashing several powerful signs. Cotton reached its peak in October
2003 and remained at that high level until April 2004, making two serious rally attempts
but ending up with a major bearish divergence. From there it slid into the low of August
2004, bounced back into its value zone, and then painfully ground its way o a new low in
November. There MACD-Histogram and MACD Lines produced massive bullish diver-
gences. Much lower prices were accompanied by much higher indicator bottoms, showing
that bears were exhausted and bulls were ready to take control. At the right edge of the
chart the Impulse is blue—it stopped being red three weeks ago, allowing us to buy.
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In November cotton broke its August low of 43 cents/Ib. It is always instructive to watch
what the market does after breaking support—whether the decline accelerates or fizzles out.
Here prices chugged down two more cents before completing a bullish divergence in
MACD-Histogram, turning MACD Lines up, and crossing above both moving averages.

The downtrend in cotton had started to reverse, and the only sign that would hold me
back from buying at this very moment is the red Impulse on the daily chart. The bullish
case is very strong, but red Impulse suggests that now is not the best day for buying col-
ton. It is better to wait until daily cotton goes off red—until the Impulse turns blue, either
from an uptick of MACD-Histogram or from price crossing above the fast EMA.
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TRADE 1—EXIT COMMENT
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Technically, little has changed since the day Damir entered his trade. The weekly chart
has not changed, and the daily is more attractive than ever. Prices tested a new low, but
rejected it ¢ ish sign is the red Impulse at
the right edge. As soon as it goes off red, the buy signal will be complete.
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I on Friday, out on
Monday—~Damir was
knotked out of His Trade
after making the typical
beginner mistake of put-
Ting His stop immediately
below the latest [ow.

Stop orders are always
bunched up at those levels,
prescuting an attractive
target for the pros. Their
Tactic is not necessdrily
devious: As prices ap-
proach support, they
Simply withhold their buy
orders, aflowing the slide
10 continue, then step in
and buy when e stops get
friggered. THey actually
provide a public service

by buying from frightened
Holders who want to gct
out, ln effect, they buy at
4 prescason sale, tHen sell
at tHe Height of the sea-
son—hot a bad model for
running a business!

Dawmir did what very few
Traders Have the cwmotional
strength to do—~He re-
ehtered a trade e day
after being stopped out.
te did it without rancor
or some cwmotional desire
1o get even.

tHis technical signals
Told Him THS was a go0d
frade and he got back in,
[ike a boyer who gets up
after a khnockdown, Damir
used 10 be a competitive
fee Hockey player in his
youth; tHe competitive-
Hess, toughness, and focus
continue 10 serve Him well
In His trading carcer.
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Damir set himself an attainable goal—to capture 30% of the height of the daily chan-
nel, earning an “A” rating for the trade. That is another sign of discipline, but in this case
his target seems too modest. In setting up a target, you need to look at both what you want
to accomplish and the stage of the market. The early stage of a major reversal can lead to
an explosive move, producing much more profit than 30% of the channel.

Damir gave me his statements, pointing out that at the time of these two trades, he did
not yel have a good handle on money management. In his first trade, losing $565 per cop-
tract, he traded five contracts for a total loss of $2,825. When he bought cotton again, he
traded only two contracts, and even though his $820 profit per contract was bigger than
the preceding loss, his profit from that trade was only $1,640. This is a typical outcome for
a beginner, When people feel confident, they put on bigger trades, and after getting slapped,
they become fearful and put on smaller trades. A more experienced trader would not allow
the outcome of his latest trade to influence the size of his next one.
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Cotton

MACD-Histogram was rising from a bullish divergence, with both lines trending higher
and the Fast line above the Slow. Prices were still well below their 13-week and 26-week
EMAs, signaling a generally oversold market. The 13-week EMA of the Force Index was
rising from a bullish divergence but still below the zero line, another bullish sign. The
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weekly chart suggested looking for a long trade only on a daily chart and trying to reenter
cotton below the market.

Daily MACD-Histogram has ticked down, but both MACD Lines are rising, with the
Fast line above the Slow. The 13-day EMA is flat to rising, suggesting that the market
remains in trading range, calling for buying weakness and selling strength. 1 decided to
place a buy order at the 42,70¢/lb minor uptrend support level and a stop-loss at 41.67¢/Ib
(still slightly below the contract low of 41.72¢/Ib), with a price target of 44.35¢/Ib, aiming
to capture about 30% of the channel width.

[ used money management rules to decide how many contracts to purchase. My
risk per trade was §545 per contract, and the 2% Rule allowed me to risk the maximum of
$2,000. 1 placed a limit buy order for three March '05 cotton contracts.

Wil Hhis
tvade make

ov lose wmoney?
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Money management rules have now been established and are being followed. Reentry
has been nicely effected even though the original trade with the same strategy resulted
in a loss.

TRADE SUMMARY

Long March 2005 cotton futures

Bought 12/22/2004 @ $0.4270

Sold 12/30/2004 @ $0.4435

Gain = 165 points per contract minus six points round-trip commission,
for a total gain of 159 points per contract

Entry grade = 33% (relatively good)

Exit grade = 69% (good)

Trade Grade = “A” (captured 30% of the 546-point channel)
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TRADE 2—ENTRY COMMENT
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When a major trend changes direction, it rarely turns on a dime. A little boat can turn
quickly, but a big ocean liner turns slowly, creating turbulence. Take a look at the previous
bottom in cotton, in August 2004—there had been a sharp rally that fizzled out within
three weeks. Such sharp rallies are indicative of short-covering: Late-coming amateurs’
shorts get squeezed and they cover in a panic, running prices up and triggering more
short-covering. Once the panic is over, there is no follow-through to the buying and the
downtrend resumes, taking prices down to new lows, much to the consternation of poor
shorts who got squeezed out prematurely.

The situation is very different at the bottom that is slowly forming near the right edge
of the chart. There is no great volatility, and prices are turning slowly, creating a base that
can support a major, lasting upmove. Powerful bullish divergences of the MACD-
Histogram and MACD Lines hold out the promise of a major new uptrend. The main dif-
ference between this weekly chart and the one we saw at the time of Damir’s first trade is
a bullish divergence of the Force Index. As it falls in line with MACD, it signals to go long
cotton and be prepared to ride a major upmaove.

253



254 Entries & Exits

\EFK\ r@;
Nl
ot

I
l+|;rl

RO | TTI -|||1|...1I||“TII1||1|| 'Ili1|HILIH"' e e o _.
et ~—— '

o, [I-

Ao /\"» NG Vot i HV\/‘V“@ —-—-— \f\xj Em

T - T
e = dal

The daily chart confirms that the downtrend in cotton has ended; prices have stabi-
lized and are getting ready to trend higher. MACD-Histogram and MACD Lines have
completed their bullish divergences. Notice that while the latest bottom was being formed
in December, bears could not even push MACD-Histogram below zero. Markets run on a
two-party system: If the bear party is weak, bulls are about to take control.

Notice the downspike of the Force Index in early December—that was the last hurrah
for the bears. Every bottom of the Force Index since then has been more shallow and every
top higher—another signal of bullish strength. At the right edge of the screen, prices closed
above both EMAs, above value, for three days in a row. The last bar is blue, allowing us to
buy; the dip towards value creates a good buying opportunity.

TRADE 2—EXIT COMMENT

At the right edge, cotton is accelerating to the upside, with all indicators bullish and in
gear. My only critique of Damir’s exit here is that he seems to be getting out too early. He
is a highly disciplined man who set himself a target of 30% of the channel. This is a very
good target for an ongoing move, but when you're trying to catch a major reversal, it is rea-
sonable to reach for more. In other words, the setting of stops and the placement of price
targets depend on the stage of the market you're trading, and your opinion of that stage
should be a part of your decision-making process.
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This comment on Damir’s exit is a friendly criticism. He is extremely serious and
focused on his work, rapidly developing his analytic and trading skills. Having started
from a blank slate, he is generating trading profits, keeping terrific notes, and learning
from his experience. Damir is scheduled to come to a Traders’ Camp threc months from
this interview, and I look forward to working with him there. My favorite students are seri-
ous amateurs and semiprofessional traders coming to improve their performance and
reach the next level in their development towards trading for a living.

GRADING YOUR TRADES

Imagine taking a college class with a friend: Both of you study equally hard and do your
homeworls, but in addition, your friend takes a couple of tests each week. Which of you is
likely to get a higher grade on the final exam? Damir buys and sells, makes money on some
trades, loses it on others, but after each trade, he grades his performance on three scales—
the quality of entry, the quality of exit, and the trade as a whole.

All three measurements have been described in Come into My Trading Room. The
quality of each entry and exit is reflected in the placement of your trade within that day’s
bar. Let's say the high of the day was 52, the low 50, and you bought at 51.50. This places
Your purchase within the top 23% of that day’s range—not a good entry, since it shows
that you bought near the high of that day’s bar. Suppose a few days later you sell at 52,
while the high of the day was 53 and the low 51. Now your rating is 50% since you sold
right in the middle of the day’s bar. Your exit is better than your entry, but still not good
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enough—the goal is to buy in the bottom one-third of the day’s bar and sell in the 1op
one-third. This may sound easy, but is actually very hard to accomplish with any degree
of consistency.

Emationally, the easiest thing to do is to buy high and sell low. Most people buy on
the way up and sell on the way down—only the pros do the opposite, as they trade for a
living, buying low and selling high. To teach yourself to do the counterintuitive thing, you
need to measure the quality of every entry and exit. You need to monitor your trend to
make sure you're becoming a sharper trader, and your entries and exits are becoming bet-
ter. This is why you need to grade every entry and every exit.

There are several ways to grade the quality of each completed trade, but my favorite
measure is to do what Damir does—compare the points gained in the trade with the
height of the channel on the daily chart. One of the very few scientifically proven facts
about the market is that prices fluctuate above and below value. A well-drawn channel
contains the bulk of price swings. Comparing the outcome of your trade to the height of
the channel allows you to see what percentage of a normal range you were able to capture,

To rate a trade, | divide the points gained in that trade by the height of the channel
and express the result as a percentage, with no decimals. Damir, like a true athlete, used to
calculate his performance numbers to the second decimal. I told him he was overdoing
it—trading is not an exact science, and those decimals only create an illusion of precision.
If you capture 30% or more of the distance from the upper to the lower channel line mea-
sured on the day you entered that trade, your grade is an “A”. If you capture between 20
and 30%, your grade is a “B Ten to 20% of the channel height gives you a “C.” and any-
thing less than that 1s a “D"—a failed trade.

Years ago, when 1 developed this grading system, one of my problems used to be that
[ held profitable trades far too long, waiting for greater zains, but u|limulel:.f oiving back a
major chunk of paper profit when prices reversed. Once I started grading my trades, I
began taking profits more quickly, just as Damir is now doing, trying to grab a “B” and
later an “A,” to raise my grade point average. Trading to get a higher grade taught me use-
ful lessons from which I benefit to this day. Even when I try to catch longer swings, [ am
quick to grab profits at the first signs of a stall. The habit of grading your trades makes you
concentrate on your performance.

If this method is so useful, why do so few people grade their performance? Some may
not know this method exists, while others cannot be bothered. Record-keeping is to trad-
ing what changing oil is to driving. It is fun to drive but no fun for most people to get
under the hood to maintain their car. Trading is a lot of fun, but only good maintenance
makes racing possible.

Damir’s thorough record-keeping contributes to his rising performance level.
He used to be a competitive athlete—and all serious athletes keep score. People who
succeed in one field are likely to be successful in another, as long as they handle it with
the same level of determination. Failure leads to more failure, and success leads to more
success. This is why Damir’s long-term plan to get into fund management has a very
realistic ring to it



Chapter 14 Damir Makhmudov

An e-wail from Damir:

THE MORE EXPERIENCE I HAVE,
THE MORE FLEXIBLE I BECOME

Being invited to this interview was a great encouragement for me on
this tricky road. Preparing for it became an educational experience,
and the meeting in Amsterdam turned out to be a lot of fun.

I am currently applying the Triple Screen trading system to our market (cotton), after
learning about it from Dr, Elder’s books. | keep modifying the system and techniques to fit
my personal trading style, while staying within the framework of the method. The tech-
niques change with the passage of time. For example, having specific targets, such as tak-
ing a defined percentage from the channel, was very helpful to me at an earlier stage of
development. Many small successful trades gave me much needed confidence in my abil-
ity to profit from my analysis, trading system, and plan. Later, the need to grow equity
made me realize [ had to adjust the system to let my profits run. The more experience |
have, the more flexible T become, even though at an early stage, limiting my profit poten-
tial with specific targets was essential.

Taking courses in technical analysis at the Securities Institute of Australia has gotten
me interested in point-and-figure (P&F) charting. [ am trying to use it to supplement the
Triple Screen. P&F seems to be very good for detecting congestion areas, support and
resistance, while the Triple Screen indicators help determine whether that congestion is
predominantly distribution or accumulation. This is a very rough idea at the moment,
which I am just starting to test. I also keep in mind that good trading systems tend to be
simple. [ may end up rejecting P&F, but it feels good to experiment.

[ see personal psychology as the key to acquiring an edge in the market. We are all dif-
ferent, with no two identical individuals in the whole world. Since we're all unique, your
trading psychology must be firmly rooted in your philosophy of life. For me, positive
thinking helps center myself during unprofitable trades. It enables me to calmly face and
accept bad trades, analyze the reasons for losses, and avoid repeating mistakes. Bad trades
tend to come in strings, one after another, as if the market is throwing you a challenge, test-
ing your emotions, trying to break you. Positive thinking allows me to withstand such dif-
ficult periods and move forward by further sharpening my trading skills.

Our life moves forward in cycles, with good and bad periods, ups and downs. The way
you manage your bad periods has an impact on how your good periods will turn out in
the future. Rising to the stage where trading can support my family, providing a tremen-
dous degree of freedom, is my ultimate goal.
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Lives:

Previous profession:
Trades:

How long:

Trading account:

Software:

Pascal Willain
Waterloo, Belgium
Entrepreneur

U.S. stocks

Since 1998

Medium ($250k=$1m)

Excel, Effective Volume

(an Excel add-on),

Historical Quotes Downloader
from Quotelinks.com




CHAPTER 15

PASCAL WILLAIN

EFFECTIVE VOLUME

arly in 2005 I received an e-mail from a trader in Belgium. He described his

volume-based trading method and wrote: “I believe you will find my work inter-
esting because it is a continuation of what you wrote. It goes in the same line, but with a
different set of data, allowing you to get a different view of the market.”

The paper attached to the e-mail was written in flawless English but in a style of an
engineering report, and 1 found it heavy going. I asked Pascal whether he traded his sys-
tem, After receiving a positive reply, I invited him to stop by the apartment I'd rented in
Amsterdam that June if he wanted to show me his method. He came to the day-long mas-
ter class I taught on my first Saturday in Holland, and on Sunday morning walked over to
my apartment to show me his work.

His approach was logical and showed good trading results; I also liked Pascal’s per-
sonal style. We continued our conversation over lunch on a terrace by the canal, and I
invited him to be interviewed for this book. A week later he returned to Amsterdam, and
we sat down to talk. The micro-computer he brought along belonged to his wife, and in
showing me his charts, Pascal flew through Japanese dialog boxes just as easily as if they
were in English or his native French.

I grew up in a conservative middle-class family, the second of five children, but
became a bad boy at about 12. [ had conflicts with my parents, failed two con-
secutive years in school, started smoking (fortunately, there were no drugs in
those days), and shoplifted. After about three years of that, I said to myself,
“That’s not the way to be, my life is for me, I have to make something of
myself”” I began to study and haven't stopped since. I love math and studied
software engineering, but after graduating did not feel like going to work in a
big company. I traveled to Japan, and decided to apply for a scholarship to earn
my master’s degree there. I had six months of intensive Japanese instruction,
then studied for two years for my master’s in applied mathematics, while also
taking finance and business classes at another Tokyo university. My disserta-
tion dealt with portfolio risk analysis.

I owed a year of military service in Belgium and tried to escape by writ-
ing to government ministers who had the right to offer an assistant's position
instead of serving in the army. I was looking for something to do with finance
and Japan, but no one replied to me. After I completed my service, Philips
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Electronics in Amsterdam offered me a job, and there was a bank that invited
me to be a trader in Tokyo, but | knew several traders and they were all stressed
out. Then one of the politicians to whom 1 had written a year earlier called and
offered me a job, I went to work as a consultant for the minister of technology
and traveled between Belgium and Japan for several years.

I was advising Belgian high-tech companies on exporting to Japan, and
after a while realized that I could do that as a private consultant. I wrote a busi-
ness plan, got funding from Japanese friends, and created a company that still
exists today. In consulting you can only sell your time, which is limited—and
that’s why we moved into real business, importing clectronic components
from Korea and selling Belgian beer to Japan. That’s when I met my wife,
Michiko. We decided to get married three days after we met—we knew we
were right for cach other. We got married two years later, but the decision was
totally clear on the third day. I recognize things when they're right—I feel
when something is happening that the time is now, and I have Lo take a chance
because it will not happen again. | did that when I went to Japan and when |
wenl to work for that minister—when the chance is there, you have to grab it.

I created my second company in Paris where we imported access control
components from Korea for a French customer. We developed our own access
control systems, subcontracting manufacturing but doing the assembly in-
house—it is a high-margin business. T have partners in all my companies
because I like to share responsibility and work with people. You have to trust
people, and while sometimes it does not work, it usually does because the
trust comes back.

In 1997, during the Internet boom, I created a software company lo offer
database access through a Web interface. After the Internet bubble blew up, we
shifted to offering automatic customer care by phone—a dialog between a user
and a machine that call centers started to use. There are very few such compa-
nies in Europe, and we are becoming recognized. We are small but respected, and
big companies buy from us. [ used to be the CEO but looked for a replacement
because daily business was interfering with my overall focus. Also, I was becom-
ing involved in the markets at that time. I am still a director, working part-time.

[ started out as an investor and not a trader. [ had some extra money,
and in 1998 threw $25,000 into the market on tips from friends. I lost 50% in
two months, but was told to have faith and stay long, After a while, my position
recovered, but [ knew [ has been lucky and had 1o do my own research. During
the Internet boom, I picked up a few high-lechs that went flying, but after a
while I felt T had to sell. A few months later the Internet stocks crashed—and I
knew I had been lucky again. As a mathematician, I knew you could not always
be lucky and decided to get a professional manager for my portfolio. | asked a
friend in the U.S. to manage my money, but he said that would be a bad idea—
if you have the ability to make your own decisions, better use it. It'll take longer,
but you'll be a bigger winner. In 2001 or 2002 he told me to get two or three books,
the first of which was Trading for a Living. I worked on it until I “graduated” from
its Study Guide and then bought Come into My Trading Room. | programmed
everything from that book into Excel and started trading. I made 60% in six
months, but then had a bad month, lost 6% and stopped, following the 6% Rule.

What | did not like about trading was that it took a lot of time. Making
many small trades and keeping records was taking time out of my family life.
Also, with that method I could not predict big drops, could not see accidents
coming. | stopped trading and did research for a year and a half. Luckily,
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I could think in a programming language, which got me to the point where |
developed my own trading system.

My first objective was to find the trendsetters—people who knew what
was likely to happen and who traded ahead of the news. I developed the con-
cept of Effective Valume that tells me when large holders are doing something
strange and also when all players are changing their direction, meaning that
the price is about to follow.

I divide a stock’s daily action into one-minute segments to isolate volume
that leads to price changes. If the price has changed {rom one minute to the next,
it means that buying or selling has come in, and I track that volume. If the price
has not changed, the volume of that minute is irrelevant. This indicator does not
waork for stocks priced under a dollar. I also (ilter out block trades—large trades
assembled by specialists for their clients. They buy up stocks, then sell them as a
single block, so that in effect they appear on the tape twice. If | see a one-minute
bar that has more than 10% of that day’s volume, I eliminate iL.

Pascal says: To caleulate Effective Volume for the one-minute bar, [ use only a portion of that  EFFECTIVE VOLUME
minute’s volume. [ multiply the total by a formula adapted from Larry Williams who divided

{close minus open) by (high minus low). I also add a tick to both sides of the equition in order to

adjust for one-tick hars:

)+ 1 tick

prey bar

)+ 1 tick

Absolule value of {Close — Close
(High

EV = » Volume

Low

special — special

where
High is the highest of the two — the current bar's high or previous bar’s close.
LOW ezt 18 the lowest of the two — the current bir's low or previous bar's close.
A tick is the smallest permitted price change, normally one cent for U.S. stocks.

speelal

My formula is based on the closes because the close of one minate can be different rom the
open of the next minute. This happens if the last trade of the previous minude took out all the avail-
able volume at that price, and the next person buys at a higher or lower price. If I were to use the open
price instead of the previous close, I'd lose the influence of that trade and the Effective Volume
would become the volume responsible for a price change within one trading minule, giving differ-
cnt results. This is why [ use the previous minuic’s close instead of the current minute's open.

Also, if your formula uses the close of the previous minute, you must modify the high and
the low. If the previous close was higher than the high of the current minute and your formula
does not account for that, it'll be wrong. Similarly, if the previous close is lower than the low of
the current minute, you then need to adapt the low of the formula. This is why I use High
and ],1:11.1w5rm|._tl instead of simple High and Low.

special

Next, [ want to find the fraction of Effective Volume that belongs to large
traders. Low volume tends to be noise—small retail players who do not have a
clue. Large traders tend to be institutions with superior information, and they
trade size. | track large players by focusing on bars whose volume is in the top
half of all one-minute Effective Volumes for that stock on that day. I find the
midpoint for each day—the EV of half the bars is higher, and the other half is
lower. It is important lo recalibrate this number at the end of each day because
the daily volume keeps changing. By adding up the total EV and then the EV
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for only the top 50% of bars at the end of the day, I get two highly filtered
lines—Total Effective Volume and Large Effective Volume. The Large EV
shows me whether big guys are buying or selling, which is useful for detecting
possible trend changes.

Whenever [look at a trading range trying to decide whether prices are likely
to break out to the upside or to the downside, T know they usually move in the
direction of the Large EV. I also know it'll take time to prepare for a breakout—-
days rather than minutes or hours. This is because it takes time for institutions
to accumulate or distribute during the trading range. (Compare this with Bill
Doane’s comment about his experiences at Fidelity in Chapter 12.)

There is a dam, and a reservoir is filling with water. Insiders tend to be big
money, and while big money is not necessarily smart, it is better to be on the
side of large players than retail. The Securities and Exchange Commission
should use my software to detect insider trading—I'm joking, they probably
have other methods, but my software gives an individual trader more power

against big guys,

OpenWave Share Price, 3 days
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The stock declined in February and went flat in March but Large Effec-
tive Yolume started picking up, indicating which way the breakout was
likely lo go. The stock embarked on a healthy rally, with Large EV fully
confirming the upmave. The pros had loaded up early and kept adding
during the uptrend. The smaller traders fully lived up to Pascal's label
of “not having a clue." Their group remained negative through May and
wenlt only slightly positive in June, missing the bulk of the upmove,

I use my soltware to monitor what
traders are doing, looking at both the Total
EV and the Large EV to see how the crowd
and big traders are moving. With the Total
EV, I measure the quality of upswings and
see whether they are becoming stronger or
weaker. [ also look for divergences between
the Total EV and the price because in an
upswing the EV will usually weaken before
the price. When the EV becomes weak, the
stock is ready to go down fast and may
even crash—you have days 1o buy, but only
hours to sell. When the first crack appears
in the dam, it is time to run. After develop-
ing the EV, I looked at my old trades and
said, “Now I have a tool to sidestep cata-
strophic situations.”

This is not a miracle system. It is a
tool, but not a complete method. Some-
times it does not work. Life is like that. I do
not want to give the impression that this is
the ultimate. It works most of the time, but
with some stocks it does not, and then I
understand this is not a good stock for this
method, but there are many other stacks in
the market. These days I am working to
refine my method, to trade less and take
advantage of longer trends. 1 keep buying
uptrends and selling reactions, bul need to
find whether a reaction is just a pullback
within an uptrend, allowing me to hold,
and when 1t is a reversal.

If the Total EV is trending down, I will not buy that stock, whatever the price

is doing. I short rarely, and only on the strongest signals—1I'd rather pass and
look for longs elsewhere. [ also do standard technical analysis on the Internet to
see what other traders are seeing.
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Upper pane:  Bar chart (one-minute bars)
Lower pane:  Effective Volume (blue—Small, green—Large)

DYN

Dynegy Inc., is an energy company. This chart shows 20 days of trading, from 3/31/2005 to
4/27/2005—this is the time window at which I like to loak. You can see a downtrend, but
then the decline slows down, and near the right edge there is a trading range between
approximately 3.20 and 3.40.

The bottom pane shows two lines of Effective Volume—one for large traders, the
other for small. At first, both EV lines move together with the same tempo and direction,
and no clear signal between March 31 and April 14. On April 15 the Large EV went into
sell mode, and the price went down—that’s normal behavior. On April 22 the Large EV
reversed and started trending higher even as prices continued flat and fell to a new low.
After several days of this, I said, “Something is happening; I do not know what it is, but Will I‘l"L\IS
big traders are buying, and I also bought.”

trvade make

ov lose wmoney!’
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TRADE 1

PASCAL'S EXIT

A TRADE SUMMARY

Long DYN

Dynegy Share Price
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Upper pane:  Bar chart (one-minute bars)
Lower pane:  Effective Ratio (Commitment of traders)

I'look at the Large Effective Volume for entering trades, but not for my exits. It is not very
useful for exits because it tends to move with the trend, not providing any special signals.
What helps me decide when to exit is the Effective Ratio—it is the Total EV divided by the
total volume. Since my work is based on ane-minute charts, I use a 250-minute EMA of
Total Effective Ratio, which covers about one trading day.

When the mass of traders is very committed to a stock, the ratio of Effective Volume
to total volume becomes high. When buyers become weaker, the Effective Ratio declines,
and it becomes negative when sellers outnumber buyers.

The Effective Ratio confirmed every upleg of the rally, excepl for
the last one. When DYN shot up above 4.30, the Effective Ratio began
to decline instead of going up. When it fell below 5%, I could no longer
hold. The Effective Ratio was still positive, above zero, but weak—and

Bought 4/27/2005 @ $3.25 when 1 sit on a large profit and the situation is not clear-cut, I'd rather

Sold 5/10/2005 @ $4.30
Profit = $1.05 per share

take my profit.



Chapter 15 Pascal Willain

TRADE 1—ENTRY COMMENT
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Since no method for finding trends is perfect, different methods will deliver profits and
lasses at different times. On this weekly chart of DYN, my system prohibits me from going
long. Both the EMA and MACD-Histogram are declining and the Impulse system is red,
allowing me to short or stand aside.
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The daily chart shows a slow, painful grind down in this stock. It broke down on a gap
in December, fell 20 cents lower in January, a few more in February, 30 cents in March and
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Some bullish tigns are
starting to appcar. There
have been 10 weeks of red
bars—this downtrend is old
and at some pofnt it is
going 1o find suppeort.
Weckly Force lndex sHows a
massive bullish divergenee.
# week age prices fell to a
Mew low, taking out THeir
2004 bottom, but THIS week
there is wo follow-through
1o the downside. THis
could be a fafsc downside
breakout, a terrific buying
oppertunity. Still, the
wmessage | get from the
Impulse syctem ic to g0
SHort or stand aside. |
certainly Have no interest
in shorting here, with all
those bullish signs, and so
will stand aside.
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At the right cdge of the
cHart, a powerful upswing
is anderway. THe stock shot
up above its upper channcel
Iine, with indicators ricing
o record levels. THe next-
to-last bar is extremely
long, indicating a buying
panic. Such panic woves arc
caused by short-seifers
caught on the wrong side
of the market (regular
buyers tend not to feel so
urgent). Once the weakest
players, the trapped
SHert=sellers arc shaken
out, THe stock is ready to
pdusc or cven reverie.

20 cents in April. Near the right edge of the chart, most signs are in gear to the downside,
with a few bullish exceptions. MACD-Lines have declined to a level where bottoms tend to
accur. Prices are below the lower channel line, an oversold area. Force Index is tracing g
bullish divergence. Still, the daily Impulse system is red, prohibiting me from buying.

At the same time, had Pascal told me he was planning to buy DYN, I would not have
tried to talk him out of it. Different systems have different parameters, and it is impossible
to find the one that will satisty all traders. You have to find the system that appeals to you,
test it, and go forward with it.

TRADE 1—EXIT COMMENT
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A few days after Pascal went long, prices stabilized at a slightly lower level, and the
indicators began to turn up. The daily Impulse system turned blue and then green,
as prices closed above the EMA. At the same time, the weekly Impulse (not shown)
stopped being red and turned blue, permitting buying.

The last bar is much shorter than the previous one, showing that the buying
panic is dying down. The last bar has closed near its low, a sign that bears dominated
the endgame for that day. Pascal is totally justified in taking profits. He got in when
prices were undervalued, and now they are overvalued—his trade had a logical
beginning, a dynamic middle, and now its end. A sensible person recognizes when
the party is over and goes home feeling confident there will be more parties in the
future.




Chapter 15 Pascal Willain 267

Liz7A\el=gel PASCAL'S ENTRY

I{c S KCS Share Prce, 20 days

3170

#1635

5160

s v
e, et Y W =
u[ﬁ P"M s VW{ $140

2 M $135
W 30

KCS Effective Volume by Size
(Dynamic Mode, 20 days, in 000 shares)

—— Small Vol Siza — Large Vol Size |

_-IH'—\ 400
fﬂu Hr"'-"' T s i _

05m405
OSms0s
030a0s

KCS

KCS Energy, Inc,, is in the natural gas business. Whenever [ trade a stock, [ want to know
what the company does, its basic fundamentals. This way, if T make a mistake in technical
analysis, good fundamentals may provide an additional safety net.

Near the right edge of the chart, KCS is in a trading range, but Large Effective Volume
is rising, It tells me that big investors are buying, and the probability of an upside break-
out is greater than a break to the downside. T went long and placed a stop at 14.25, just
underneath the trading range—if I'm wrong, I'm out.

I did not set a price target—I do not like to have them. The market will tell me when
it is ready to turn—when Large Effective Volume starts crashing or the Effective Ratio
becomes weak.

Wil +Hhis
tvade make

ov lose wmowey?
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Liz7A\s] == PASCAL’'S EXIT
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KCS fell two days after | entered, stopping me out. Effective Ratio is trending down, show-
ing that sellers are getting strong. I had bought the top when they were buying—and then
they changed their mind, but that did not feel normal to me. I had to analyze why this
trade failed.

After taking this loss, | found that KCS would not trade well with my tools because its
price is linked to that of natural gas; they are about 90% correlated. My method is based
on following the big guys, but it came out that there are much bigger guys who trade this
commodity, and they impact this stock more than big stock traders.
And so 1 dropped this stock from my list, stopped trading it because |

TRADE SU MMARY have no advantage over the compelition here.
Long KCS

Bought 5/10/2005 @ $14.75
Sold 5/12/2005 @ $14.25
Loss = $0.50 per share
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TRADE 2—ENTRY COMMENT
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The moving averages are flat, MACD-Histogram is rising, but Force Index has traced
a bearish divergence. The Impulse system is blue, allowing us to go either long or short.
Squint at this chart long enough, and you'll find cither a buy or a sell signal. I do not allow
myself to squint, believing that a good trade jumps at you from the screen—you can’t miss
it. If you catch yourself squinting at a chart, move on to the next stock.

THe daily chart of KCS pro-
vides more contradictory
sigunals. The last strikingly
clear signal was a sell in
carly March. Prices shot up
and collapsed, leaving a
kangarpp taifl or a finger
pointing skyward. Onée THe
wmarket Tested and rejected
d Higher price, tHe next
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KCS slid from above $17, where the sell signal was given, to below $14. There,
a similar combination of signals gave a message to buy—a spike below $13 and a bullish
divergence of MACD-Histogram. The April buy signals were less clear-cut than the short-
ing signals that month, and they did not produce such a powerful move either—prices
bounced, but then went essentially flat. At the right edge of the chart, the daily Impulse is
green, allowing us to buy or stand aside, but not to short. There is no argument against
Pascal’s decision to go long. The Large Effective Volume is up, his logic is valid, and his stop
is in place.

TRADE 2—EXIT COMMENT
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At the right edge, prices collapse, and the trade comes to a quick end as Pascal’s stop
below the recent trading range gets hit. Characteristically for a serious trader, his research
does not end when the trade ends. Where most trades would shrug off a loss and move on
to the next trade, Pascal continues to dig, trying to find out why his method failed this
time. He comes up with an important discovery—the price of KCS is 90% correlated with
the price of natural gas.

Having made this discovery, a trader has several choices. He may start using buy and
sell signals in natural gas to trade this stock, He may look for arbitrage possibilities
between the stock and natural gas. Finally, he may do what Pascal did—decide he was not
interested in futures and cross this stock off his list. A serious trader neither gloats about
his wins nor buries his losses. He treats both as the grist for his analytic mill, helping him
learn and hecome a better trader tomorrow than he is today.
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THE TRENDSETTERS

When Pascal first showed me his Effective Volume, I asked what he wanted to do with his
concept. He was already trading it and had no interest in managing money, but wanted
public recognition. In talking over his desire to share his ideas with the trading public, I
thought of those petty individuals who pop up saying, “Why would anyone who knows
how to trade disclose his methods?” Here's a good example of how generous a successful
person can be. He is a partner in several businesses and makes money in the marlket, but
his main interest today is supporting the foundation he created with his wife for taking
care of severely disabled children.

Pascal’s method has several more features than described in this chapter. He gave me
a thick manual and urged me to include a longer description of several tools that he uses,
but [ had to draw the line and focus on the essentials for the sake of clarity and brevity.
Pascal is planning to write a series of articles or a book detailing his method. He and David
Weis are the two traders | interviewed for this project whose future books I look forward
to reading; the book by Gerald Appel has already come out to an enthusiastic reception.

With all my respect for Pascal’s work, I want to offer a few words of caution regarding
his key concept, which could be misinterpreted by some readers. Pascal speaks of trend-
setters who act before the crowd and whose buying or selling can send the market into a
new trend. Undoubtedly, some market participants are more knowledgeable than others
and are more capable of making decisions early. I also agree that more insider trading takes
place in the markets than we hear about—that the insiders who get caught violating the
law tend to be the greediest ones. The quieter and more cautious ones get away, leaving
only their footprints on the charts. Technical analysts look for those footprints in order to
recognize trends and reversals early.

At the same time, it is important to realize that no group has a direct pipeline to the
truth, Big money is sometimes smart, but not always—just visit money management firms
and look at the corporate types managing your investments. When you laok for the elusive
trendsetters, you must keep in mind that sometimes they are there, but more often they are
not. Sometimes people in the know accumulate shares before a rise, but other times insid-
ers are no more present than the Loch Ness monster or the Abominable Snowman. This is
why an essential trait of every successful trader is humility—knowing that he does not have
a corner on the truth and that his methods do not always work. This is also why serious
traders pay a great deal of attention to risk control and money management.

Going a step further, the search for trendsetters, while useful at times, can push
impressionable people over the edge and into the conspiracy theory—a view that a vast
faceless conspiracy rules not only the markets but the entire world. Such primitive belief
is characteristic of emotionally troubled and intellectually challenged persons wha are
unlikely to succeed in trading.

After I asked Pascal to review this chapter, he added this comment: “ believe that insider trad- A TIGER DOES NOT
ing is linked to the way the company is managed and its type of business. Large contractsinvolve  CHANGE ITS STRIPES
multiple participanis and take weeks to negotiate, creating more chances for information leaks.

A company cannot change the way it does business or iis management method—if it leaked

information in the past, it will leak in the future. Because of this, I like to look at a company's

news for the past year to sce whether there was a prior signal from Large Effective Volume, If the

answer is yes, then the stock is probably a good candidate for my method.” —AE
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As 1 try to visualize the trendsetters, | can see an occasional insider trader, a large fund
manager with an unusually keen grasp of a certain stock, and further afield, a person like
Pascal who, by his keen attention to a stock, recognizes its potential and gets in carly,
becoming a trendsetter himsell. Other times, there are no trendsetters at all, just a mass of
traders stumbling in the dark, buying at the ask and selling at the bid, enriching the deal-
ers. Still, sometimes the trendsetters are present, and now we have Pascal’s tools to help us
track their actions.

An e-mail from Pascal:

ACTIVE BOUNDARIES

Why didn’t anybody else think of these concepts before? This is a
question | have been asking myself for some time. My answer is prob-
ably similar to what Dr. Elder might say if someone asked how he
wrote a book on trading. | think he combined experiences from dif-
ferent fields: psychology, trading, and writing. I came up with these
new concepts because of my experience in applied mathematics and writing software, but
most importantly I came up with them because I needed them for my own trading.

Suppose this need was recognized by a big financial institution. They would have had
Lo get researchers with different experience: software, math, and trading. Those guys would
have had to work together, exchange ideas, write papers, test them, etc.—all the while
reporting to their bosses. This would have been quite a task force!

In addition to Effective Volume and Effective Ratio, I would like to describe my
second-tier indicator. Active Boundaries show when a stock is overbought or oversold. It
differs from all previous measurements of overbought and oversold because it includes
volume along with price. Other tools, such as Relative Strength Index (RSI) and Support/
Resistance, are based on stock prices alone and ignore volume, even though it is an cssen-
tial part of market activity.

Support and resistance mark the areas where a trend is likely to reverse. Keep in mind
a subtle distinction: Investors buy not because a stock is cheap or sell because it is expen-
sive; they buy because they expect the price to go up and sell because they expect it to go
down. Similarly, a stock falls not because the RS1 is overbought, but because traders’ expec-
tations of that stock become low. These two factors are related: the higher the price, the
lower the expectation of a further increase.

I developed Active Boundaries to track the expectations of the pool of traders active
in a given stock. An individuals expectation of profit is linked to two factors: where he
expects the price to go and the price he has paid. You would expect a trader to make his
decision on the basis of fundamental and technical data, not his own purchﬂse price. That
price has no influence whatsoever on where the stock is going to go. Still, most people
make buy and sell decisions on the basis of their open profits or losses.

Suppose two traders hold a stock currently quoted at $10. Trader A bought it at 38,
while trader B bought at $9.95, Both may believe the company has a great future, but
trader A is already 25% ahead and mare inclined to take his profit. At this point A’s expec-
tation for the price increase is lower than B’s. This is mainly because A’s profit expectation
has already been at least partially fulfilled by his 25% paper gain. As a rule, the expectation
of any trader at any moment is inversely proportional to his ROI (Return on Investment).
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[F we knew at what price each share had been bought, we could calculate the ROI for
each share at any time. Calculating an average ROI minute by minute is a close enough
approximation, allowing us to track the average ROI of the mass of traders. The crowd
active in any given stock develops certain behavior patterns and an expectation of returns;
when that stock’s average ROI reaches that level, the trend is prone to reverse,

Active Boundaries are well-established zones of maximum and minimum average
ROIs for the pool of active shares, or what I call Active Float. Estimating the size of that
pool is a visual process, somewhat similar to finding the best width of an envelope. When
you want to draw a channel around a moving average, you try different coefficients, look-
ing for the best fit to create an envelope that contains the most prices, with only the
extreme points sticking out. Some stocks require a 5% channel, others 3.5%, and so on. To
determine the Active Boundaries, you have to keep adjusting the Active Float number until
you find the one whaose average ROI produced the most regular reversal patterns for the
past six months or so.

TMR (The Meridian Resources Corp)
is a natural gas exploration and production
company. The chart on this page shows its
average ROI for every trading minute. The
plot largely follows the price trend, but is

0 inverse to the average expectation of the
, v mass of traders: the higher the average
el ROI, the lower the expectation of further

increase. Active Boundaries are horizontal
lines on the plot of the average ROIL The
level of those lines differs from stock to

stock because different groups of investors
and traders have different expectations for
profits and tolerance for losses.

In TMR the average ROI for 50 million
shares produces a much more regular pat-
tern than the price. We find 50 million by
trial and error—trying 30, 50, 70, and so on in search of the most regular pattern. The
average ROI linc oscillates between the upper and lower Active Boundaries (UBI and
LB1). When the company announced bad news in November (point A), it changed share-
holders’ expectations, creating a new set of boundaries (UB2 and LB2) to match the low-
ered expectations,

As we lollow the chart from left to right, we observe the following:

. e | S |
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® Between April and November 2004, Active Boundaries were located between the ROI of
0% and 20%. Whenever the average ROI fell to zero, the stock was a buy, and whenever
it rallied to 20%, the stock was a sell. Near the upper boundary, the collective expecta-
tion for the price increase became very low. The mass of traders considered the stock
rclatively expensive at that level, reduced their buying, and the stock turned down.

s At point A, in November 2004, the price broke its uptrendline, and the average RO
fell to the lower active boundary (LB1). Taken in isolation, this could have been
seen as a buy zone, but a breakdown in Effective Ratio (see chart on page 274) showed
that the company was facing momentous difficulties and pointed towards taking a
short position,

e After the crash, triggered by a downward revision of the company’s reserves of natu-
ral gas, the stock developed a very negative set of active boundarics (UB2 and LB2).
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An upper boundary below 0% is typical of a strong downtrend, while a lower bound-
ary above 0% indicates a strong uptrend.

e At point B, the stock attempted to rally, with the average ROI of the Active Float
rising above the upper boundary, into overbought territory. In the absence of positive
news, the stock was ready for a downside reversal.

» At point C, the average ROI touched its lower boundary, while the Effective Volume
showed a very strong upside reversal. Together, they signalled an excellent buying
opportunity.

o At point D, the price is still very cheap, while the Active Boundaries show that ROI
exceeded UB2 and has regained its UB1 level, It tells us that in the short run the stock
is overbought; what happens in the long run will depend either on the news being
released or on the message of the Effective Volume.

At point A in November 2004—

the A mark is on the same date on
both charts (pages 273 and 274)—the

R Thaia Pria, [T dige

W"" e ) ™ average ROI fell to the lower Active
i " Boundary (L.B1 in chart on page 273).

' W : e At that point the mass of traders was
:. R o 2 o 5 ": viewing the stock as cheap, their col-
: KN lective expectation was high, and the

price should have rebounded. It did

TR s Tlatln, (110 day

e not because the bad news was already

iy leaking out. Between November 2 and 4,

LS b8 while the share price was increasing,

= Ty the Effective Ratio turned negative,

= : = as shown in this chart. This indicated
PRERREAERMARARARERARRRINANINGY that scllers werc the dominant force

even during the price surge, meaning
P B )

the rally was a fake and calling for
price weakness ahead. The combination of the Large Effective Volume, Effective Ratio, and
Active Boundaries allows for the best trading decisions, especially for swing trading. This
method is not suitable for day-trading or long-term investment. Each of these indicators
taken alone could lead to major misinterpretations, and it pays to wait until their signals
point in the same direction.

1. How do you select the pool of active shares?

This is done by trial and error: I will use different numbers until I find the size that
produced the most reliable reversal patterns in the past.

2. Why does the Active Boundaries indicator produce repetitive top and botton patterns?

The honest reply is that I do not know. I think that the pool of traders in any stock tends
to be relatively stable. Professional traders do not usually invest in a stock without thorough
research, which takes time. Investors prefer to follow the same company for a long time,
trading it on different occasions. The Active Boundaries tell us that the average strategy of
the pool of active traders remains stable. The study of the ROI of this pool of traders gives
us a good picture of how they will react in the future under similar circumstances.
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3. Da Active Boundaries work for any stock?
Definitely not! They do not work well in the following cases:

® For slow-moving stocks whose float turnover is longer than six months,

® For hyperactive stocks whose float can be turned within a few weeks, because day
traders overshadow investors and swing traders.

s For thinly traded stocks, since the trade decisions of a few can have large consequences
on the indicator.

I believe that the study of the price/volume relationship is the key to measuring stocks’
supply/demand balance. Dr. Elder pointed this out with his Force Index, but to take full
advantage of this approach, I had to work on a different set of data—the minute-by-minute
information. No method is perfect, and [ still make mistakes, usually when I try to antici-
pate my indicators.

No single market tool worlks perfectly, but a combination of tools makes success pos-
sible. If you are a beginner dissatisfied with your own method, jumping into a more com-
plex method is prabably not a good idea. If you are already successful in trading, studying
this method can help you improve your results.
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Martin Knapp

Vienna, Austria

Personal IT coach

U.S. stocks, futures, and Forex
Since 1998

Medium ($250k—$1m)

TC2005, TradeStation, Trader's Governor

Has taken every Camp since March 2003
and taught in the September 2004 and
March 2005 Camps




CHAPTER 16

MARTIN KNAPP

Do IT RIGHT THE NEXT TIME AROUND

artin rolled into our Camp in the Dominican Republic laughing and smiling,

sporting the best computer equipment in the class, and generously helping
anyone who needed help with their machines. He ordered good wine for his table at din-
ners, kissed all the girls, and partied late. He carefully avoided early morning runs on the
beach, but was always the first in class, soaking up information, asking questions, and shar-
ing ideas with other campers.

I have a monthly campers’ meeting in my apartment in New York—we review mar-
kets, share tips, and go out for dinner. Most participants are locals, with the occasional out-
of-town camper timing a business trip to coincide with a meeting; it is very unusual to
have a camper fly in from abroad. Martin keeps flying in from Vienna, takes part in our
meetings, goes shopping for electronic equipment, and hits every party in town.

Martin loves to party, but he likes working just as much. After leaving a party well past
midnight one Friday in St. Maarten, I crashed and slept, but Martin went on to a local bar,
where he spent hours talking girls into jumping into a pool wearing only a T-shirt. Still,
when I woke up before eight, I saw Martin already up on the terrace with his computer,
doing his homework.

During my last year of high school in 1988, the manager of my hometown
bank created a fictitious account for our class to trade in the Austrian stock
market. Stocks are not popular in my country—people put their money into
savings accounts, and only about 4% of Austrians are shareholders. Nobody
in my family owned stocks, and I had only vaguely heard of the stock market.
Our class started “trading” our “account” of 200,000 schillings (about $20,000)
by selecting names that sounded good, buying and never shorting. By the end
of the year, we made about a $50 “profit,” and the manager gave it to us in cash
for our graduation party.

Ever since then, | knew there was a way to get money out of the mar-
ket. For the next 10 years I did a bit of buying, usually after hearing a tip or
reading something in the newspaper, Back then, many Austrian stocks had
one fixed price per day, and to buy or sell 1 would go to the bank, where a clerk
would pull out a typewriter to take my order. Then a few days later, you'd
know what happened.
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I never made or lost much money and never thought of making trading
my top priority in life. | was busy at university and with my student jobs, and
afterwards co-founded a management consulting company in which I was
responsible for the IT department. | consider myself a personal IT coach and
work for several top Austrian executives and firm owners, helping them solve
their business and personal computer problems. I continue to consult for two
clients because 1 like dealing with them.

In 1998 it became possible to trade stocks on the Internet, and that was a
crucial turning point for me. I opened my first Internet account in February
1999 and started becoming interested in technical analysis. | was friendly with
an American from Seattle who lived in Vienna, and we started looking at
charts on Web sites, very basic. He kept reading Technical Analysis of Stocks and
Commodities and one day bought a copy of MetaStock to implement some-
thing from that magazine. My first software was a pirated copy of his.

Now I realize that what we were doing wasn't real technical analysis. I was
painting color lines, but they made me feel good. I was working [ull-time at my
business and looked at charts when the market was going my way, ignoring
them when they weren't. In a little over a year, at the top of the bubble in March
of 2000, my $3,000 eTrade account had grown to $40,000. I was teaching busi-
ness management seminars in Eastern Furope, and sometimes showed Eastern
Europeans what [ was doing with stocks, which they loved because they knew
that’s where free money came from. I was in Bucharest when Broadvision went
from %275 to $285—it was one of the companies that eventually helped return
my account from its $40,000 peak back ta its $3,000 starting value.

Why did I give back that money? After the loss I felt, as you say, like a dog
with a can of food. The dog knows there is good stuff inside, but doesn’'t know
how to open it. [ realized [ had spent 11 years just messing around.

I always had a life plan—to sit on an island by 35 and not have a job. I was
already one of the most successful IT consultants in Austria, but realized that
retiring at 35 on fees alone was not feasible. I was a partner in the firm, but far
from my goal. Not that I wanted to stop working—I consider myself a work-
aholic—but I did not want to work for clients; [ wanted more freedom. Taking
an account from $3,000 to $40,000 in a year scemed better suited to reaching
my goal, | decided to give it one more try, and do it right this time around.

At the end of 2000, my then-girlfriend and I went on our first trip to
Australia. I love summers in Austria but always wanted to find a place to spend
the cold season. We wenl to check out whether Australia would be a suitable
winter destination if and when my goal of sitting on an island was achieved.
We wenl for two weeks—Melbourne, Adelaide, a little wine shopping in the
Barossa Valley, then Sydney, and five days on the beach in Port Douglas.

I went on that trip preoccupied with my next step in trading. In
Melbourne 1 stepped into The Investment Bookstore and discovered a copy of
Trading for a Living. That title rang all my bells. I could see not being tied to
my clients in Vienna but making a living from the market, which would allow
me to spend six months in Australia if I wanted and not two weeks, like most
pel,sp|e on vacation.

I started marking up pages, designing spreadsheets, had great fun program-
ming indicators, and then bought an Elder-disk just to compare my program-
ming with yours. I was happy to see that I had programmed everything super-
correctly. Technical analysis, psychology, and money management started
coming together for me.
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There is less to trading than meets the eye: These two images are screenshots of Martin's
computer immediately before and after his [irst Traders’ Camp. Putting more lines on a chart
can only obfuscate the message of prices. A handful of simple technical tools is more useful
than a screen full of indicators.
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I was busy implementing the techniques in Trading for a Living all of 2001
and was one of the first to buy Come into My Trading Room in 2002, 1 had not
met you then, but still have a copy with an autograph—"Thank you for being
one of the first readers of my book.” Still, my clients had first priority, with no
more than 20% of my time dedicated to trading, mostly late evenings and
weekends, Aflter reading Conie into My Trading Room in 2002, about 30% of my
time went into trading, I heard of Traders’ Camps and knew that one day I'd
attend one, but did not feel ready in 2002. [ thought campers were highly edu-
cated people, and [ did not want to come as a complete idiot. I wanted to be
able to benefit and even participate in discussions, and switch my focus to trad-
ing after that. The day before Christmas in 2002 I was cleaning my e-mails
when an announcement came in that an additional Camp had been scheduled
for March 2003 because traders who got left out of the January Camp were
banging on the door.

The second 1 read it | knew it was for me. It took two days to coordinate
whether my girlfriend could get time off to come with me and then I signed
up. I'd read the books, but being in class was no comparison—I had several
“ahaa” and “wow” moments, prepared a long list of things I had to do, changes
to implement, rules Lo add, additional software to buy. One of my screensavers
is a shot of my standard chart before and after the Camp. It made a huge dif-
ference for me, helped me focus on what was important and cut out the crap.

I was implementing what I'd learned, and as soon as my work took the
right direction, flew to New York to one of your monthly campers’ meetings.
['ve always been a fan of America, as a student spent a semester at University
of Illinois at Urbana-Champaign and had been to one or two computer shows.
I worked to improve my trading to be able to fly to New York and say, “Look,
P’m not doing too badly.” I came in June 2003, and when we met on Saturday
morning for breakfast, you mentioned several computer problems which I
could easily solve. We spent a couple of hours working on your computer and
then | asked you 1o take a few minutes to look at my trades and charts, receiv-
ing wonderful feedback on how to improve. I'd hate to always be on the tak-
ing end and was glad to give something back. You told me of your plan to fly
to Amsterdam in August to visit friends, then rent a BMW convertible and
drive through Germany and Switzerland, returning the car in Milan where
your friend would be coaching at an international rowing competition. I vol-
unteered to help but found it was impossible to rent a nice car, let alone a
BMW for a one-way rental in Europe. So I said, Look, I have an Audi convert-
ible, let me drive you.

When you came to Vienna, | was trying to organize a network of local
trading buddies. Ten people came to our meeting, some even flew in from
other countries, but the “network™ was a failure. Almost everybody came to lis-
ten to Dr. Elder without contributing anything. There were a few exceptions,
such as Nic, an Australian camper who came from France. Then a great thing
happened—on Saturday morning, you, Nic, and I were looking at market
industry groups and indices, and you said, “We have to build a shopping list;
this is the time to get long in the market.” What followed became the core of
our standard weekly homework—review indices and groups, find the most
interesting ones, then look for stacks within those groups [see Seven Days in
Dr. Alexander Elder’s Trading Room on page 291].



-

The three of us worked all weekend and in the end applied risk/reward
ratios to select the five most attractive stocks for the week ahead. I remember
asking whether you would trade on Monday, and you said, “Of course.
Otherwise, why work on a weckend?” I started doing this homework every
weekend to establish a better degree of control over my trading.

Today Iam striving to become a better trader. Even if | had enough money
for the rest of my life, I would not stop trading; it has become a passion. |
would not want to sit on the terrace of a villa not knowing what to do with
mysell all day. Trading is a part of my life. I have not missed a single day in
recent years; wherever [ am in the world, I always go online every day to study
the markets,

My weekend homework is at the core of my trading. I rate about 120 US.
and international market indices and about 250 U.S, stock industry groups to
decide how bullish or bearish I am on the market. [ look for any tradeable
changes, something that could work for me that has not yet been discovered
by other traders. After finding bullish or bearish groups, I look for their most
interesting long or short candidates, then put my top choices into Trader’s
Governor [see Chapter 6] to select the ones I'll trade. T also use a couple
of scans—I've programmed a search for bullish and bearish divergences of
MACD-Histogram in MetaStock, a scan for Impulse flip-to-green and flip-to-
red in TC2005, that sort of thing, I use the “traffic lights” in Trader’s Governor
to express my degree of bullishness and bearishness.' I've developed a weekly
routine—the weekend is for analysis, 1 enter positions on Monday and
Tuesday, and start getting out towards the weekend. T do not have to be fully
invested and carrying heavy bags—if there are no good candidates, I'd rather
stand aside and chase girls that week.

Sometimes being in front of the screen is counterproductive, as I find
myself becoming anxious and emotional. I may develop a good plan on the
weekend, put on my trades Monday morning, and right then the market starts
going against me, making me uneasy and thinking what [ did on the weekend
was stupid. If T exil, the market usually turns again and does what I expected
in the first place, when I was calm and relaxed on the weekend.

I have developed a technique of “doing a martin”—staying away from the
screen. After the ULS. stock market opens at 3:30 pM Vienna time, | put on my
trades and get into my two-seater convertible and go for a drive with a cigar,
Doing a martin works intraday, but also on a longer-term basis. If I feel | have
no edge, I'd rather do nothing than trade just to be active and get beaten. In
April 2005 I could not decide whether [ wanted to be a bull or a bear, and
drove to Cote d’Azur with a girl. Had I stayed in Vienna and traded, everything
that week would have gone against me. Still, even if I'm doing a martin, I
always look at the charts at the end of the day. All T need is my notebook com-
puter, and finding Internet access has become easy in most places in the world.
[ want to know what's happening, but do not have to be trigger-happy.

"Martin participated in the development of this soltware as 3 very thorough beta-tester.,
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Upper pane:

Second pane:

Third pane:

Bar chart with 25-week (yellow) and 12-week (red) EMAs and the Impulse system
(11-25-8 MACD and 12-week EMA). The green horizontal line is drawn to represent

the profit target.

MACD Lines and MACD-Histogram 11-25-8
2-week Force Index

aQaa

Both trades | am showing today come from my membership? in the Spike group [see Con-
clusion: Sharing Homework—The Spike Group, page 314]. I've made a commitment to find
at least one Spike pick each weekend that I like best and trade it in my account, [ will trade a
bigger or smaller size, depending on how I feel, but I'll trade at least one pick a week. The
group always has longs and shorts, and if I am a bull, I'll choose a long pick, or if a bear, a
short one. Here, my own sentiment for the week ahead was bearish, and so I looked for
bearish pick. I found shorts I liked, put them into the Governor, and used the risk/reward
ratio to choose this one.

At the right edge of the chart, both EMAs and MACD-Histogram are declining; the
Impulse System is red. The last bar has closed almost at the low of the week, a sign of weak-
ness. MACD-Histogram topped out below zero four weeks ago, unable to cross above
the zero reference line—also weak. The peaks of Force Index show a downtrend, and il the
Force Index ticks down, it will form a top below zero, On the other hand, the bottoms in
the Force Index are becoming more shallow, showing a bullish uptrend. This is not the

“No longer active.
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Upper pane:  Bar chart with 22-day (yellow) and 13-day (red) EMAs and the Impulse system
(11-25-8 MACD and 12-day EMA). Autcenvelope—2.7 standard deviations over a
100-day lookback periad. The red horizental line is drawn to represent the stop level,

Second pane: MACD Lines and MACD-Histogram 11-25-8

Third pane: 2-day Force Index

greatest chart pattern, and I would not have come up with QQQQ as a short on my own,
but traded it because of my commitment to trade the picks of our Spike group.

On the dailies, the Friday bar was red and closed at the lows, halfway down from the
EMA 1o the lower channel line. This was a little too far down for my liking, but, as I said,
this was the best risk/reward trade from that week’s Spike picks. Looking at MACD-
Histogram, the peaks are becoming smaller and smaller. The latest altempt at a peak on
Wednesday had fizzled our at the zero line, a sign of weakness, The Force Index is not
really contributory here. At the same time, there is a bullish divergence of both MACD-
Histogram and MACD Lines, but [ was bearish for the week ahead and prepared to lean a
bit more on the bearish side in my interpretation of the charts,

My risk/reward ratio, as calculated by the Governor, is based on my entry, profit
target, and stop. I look at the weekly chart to set my profit target. I expected last August’s
low to be taken out and had a target of 32.59. I define my stop on the daily chart, draw-
ing what I call “a David Weis line” since | learned it in his class [see Chapter 11]. I drew wWill Hhis
itacross the recent bottoms, where it served as support until about 10 days ago, when it
suddenly changed into resistance. My stop was just a little below Friday’s high at 36.83. Hvade make
With my intended entry at 36.38, the risk/reward ratio was 8.42. Usually I like to trade
when this ratio is above five, and 8.42 felt very good.

ov lose money?
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My stop was hit, and I lost money on this trade. I wrote in my diary: “Got scared and cov-
ered above my stop, just two cents below the high for the day before it reversed down. It
looks weak—a reentry candidate.” I do not like using hard stops. I'd much rather use the
“Friday Impulse color” rule, meaning that if the Qs would have been green just before the
close on Friday, | would have covered just before the close. Having a hard stop exposes you
to freak moves. I like to have a real safety net stop in place, but as for my planned stops, I'd
rather not give them to my broker, since stops tend to get hit just before the trend reverses.

1 exited on Wednesday during a strong rally. I had been calm and thorough in my
weekend analysis but was becoming emotional sitting in front of the screen. I covered my
short Qs just two cents below that day’s high.

My exit was a clear case of not doing a martin. Had [ stuck to my
rules, I would have been profitable by the end of the week. This was a
rich learning experience, but a poor financial experience. Every trade

TRADE SUMMARY
adds to my learning curve, and | am working each day to become a
Short 0000 better trader.

Sold 4/4/2005 @ $36.34
Covered 4/6/2005 @ $36.88
Loss = 0.54 points
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TRADE 1—ENTRY COMMENT

Martin's charts look very similar to mine, and 1 will use them for my comments. Also, this
interview illustrates an important point—traders often take different trades, even if they
look at the same charts.

Weekly

The Qs had been heading lower ever since topping out in December. Both weekly EMAs
are declining, as are MACD Lines and MACD-Histogram. Everything is in gear to the
downside, and the weekly trend is definitely down. At the right edge of the chart, a new low
of MACD-Histogram indicates that bears are growing stronger, while a bullish divergence
of Force Index flashes a contrary signal. Still, the sum of the evidence is bearish, and the
red weekly Impulse allows us to short or stand aside, but not go long.

Still, the trade does not look terribly attractive to me because of the position of the
price relative to the EMAs. I like to buy low and sell high, and with the Qs closing below
their weekly EMAs, below value, they are no longer high. They are low, and that's not
where I like to short. I appreciate that Martin made a commitment to trade at least one
Spike pick cach week. Also, he is not looking for a long-term trade, but a quick entry on
Monday, followed by an exit a few days later.

Daily

Once you identify a downtrend on the weekly chart, the best time to short is during a rally
towards value on the daily chart. That's exactly what happened during the second half of last
week. The Qs rallied above value—above their 13-day EMA on Wednesday and Thursday
and even above the 22-day EMA last Friday. That's where the Qs were an attractive short, and
the Friday action confirmed that, as they slid from above the EMA to close sharply lower. The
shorting opportunity was definitely there—but it had come and gone. Trying to short after
Friday’s drop is a bit like running after a train that's already pulled out of the station. It would
feel great to hop aboard, but there is a definite risk of slipping on the rails.

The downtrend of the EMAs, the weakness of MACD-Histogram, and the red of the
daily Impulse System are bearish. Still, before we enter a trade, we need to ask: Is this trad-
ing vehicle cheap or expensive? At the right edge of the chart, the Qs, below value, are start-
ing to look cheap, and that's a dangerous zone for selling short.

TRADE 1—EXIT COMMENT

On Monday QQQQs fell slightly below Friday’s low, then started trending up. MACD-
Histogram turned up, completing a bullish divergence, The Force Index failed to penetrate
its mid-March low, indicating that bears are growing weaker. It shot up to a new multi-
month high by the end of March, showing that bulls were coming in.

One can spend a long time looking at this or that indicator, but it is better to keep things
simple. The most important question—Is this stock cheap or expensive’—can be answered
in several ways. Martin answers it by rating the stock’s position within a channel. Whatever
your approach, it is better not to buy a stock that is expensive or short the one that is cheap.
Martin, feeling bearish about the market as a whole and given a limited choice, reached out
a bit and shorted a relatively cheap stock. He got away with a small loss, and even had a
chance to get out at a profit. We all make mistakes, but recording them and learning from
them is a hallmark of a serious trader.
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GEF

GEF was my favorite Spike pick that week, once again in line with my bearish view of the
market. The Impulse system was blue, allowing me to short. Both EMAs were still rising,
but I was trying to catch a reversal. The Fast MACD line cut below the Slow line at a very
high level, with MACD-Histogram going negative—a sign of the bears taking over from
the bulls. The latest peak of the Force Index was below zero—the bulls were losing their
grip on this stock.
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A very bearish sign on the daily chart is the trend of MACD-Histogram peaks since
February. In February the bulls were strong, in March weaker, and in April nonexistent,
while bears were getting stronger. It was a more powerful sign than the bullish divergence
of the Force Index at the right edge. The Friday bar was blue, allowing me to go short, That
bar had dipped down to a new low, but closed at a high, which I did not like. Still, when a
similar pattern occurred six days before, it was resolved to the downside.

My plan was to short GEF at 70.49 with a stop at 72.50. The red line marking the stop
served as resistance during some of the recent peaks and as support when the market was
above it. My target of 62.07 came from the weekly chart: The green horizontal line was
drawn from the top of the last tall bar and it beautifully coincided with the level of the
weekly EMA. These numbers gave me a risk/reward ratio of 4.19. It was less than five but
the best of that week’s Spike picks and acceptable; the world is not perfect.

Will this
tvande make

ov lose money?
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A TRADE SUMMARY

Short GEF

Sold 5/2/2005 @ $70.49
Covered 6/3/2005 @ $64.70
Gain = 5.79 points

[ Fese ™ T Viar e

In the course of this trade, | suffered through a major headache, when the stock climbed
above my stop level. Even though I was losing money on paper, the charts looked weak. My
rule is to hold shorts as long as the weekly Impulse does not go green on Friday. It actually
went green on the previous Friday, May 27, but the carnings were coming out the next week,
and that gave me an excuse to hold for one more week. | had suffered all this time and saw
the chance for this trade to go my way.

The earnings came out on Thursday evening, June 2, and they were bad. The stock
opened sharply lower on Friday, June 3. During the previous drop, I failed to take profits at
the lower channel line. I wanted to learn from my experience and not let a nice profit slip
away. The stock seemed to hold near 68 in the middle of the day on Friday, and I felt
tempted to cover. | knew that if 1 stayed in front of the screen, I'd get excited, so I took out
my bike and went for a ride around the island on the Danube, leaving a
limit order to cover at 64.99, just below the previous bottom. That was a
perfect example of “doing a martin.” By the time I returned, my order
had been filled at 64.70, with a positive slippage.

Much more than a financial win, this trade was a psychological win
for me. I held on to a losing position—the stock kept climbing, but its
charts looked weak, | was feeling more and more stressed, but gave GEF
time until after the earnings, ready to cover if it rallied or maintained a
weekly green Impulse.
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TRADE 2—ENTRY COMMENT

Weekly

“Prices are connected to values by a mile-long rubber band,” a client once said to me. I believe
that a weekly EMA provides a good approximation of value, and that prices in an uptrend
keep rallying away from it and then snapping back. That's how GEF behaved for much of
2003 and 2004, but at the end of 2004, it changed its behavior and rallied sharply away from
its EMA in 2005. There might have been a piece of fundamental news, or a rumaor, or a com-
bination of both—the stock got far away from value and hovered for several months.

Professionals and amateurs often take opposite sides in such situations, Amateurs like
to buy upside breakouts, expecting a runaway uptrend, while professionals tend to short,
expecting prices to return to value. At the right edge of the chart, MACD-Histagram is
declining, showing that bulls are running out of steam. The Impulse has turned blue,
allowing us to sell short. MACD Lines have turned down from a very high level and the
Force Index is tracing a bearish divergence—both indicators flash important bearish sig-
nals. Most importantly, GEF is still above its weekly EMAs, above value. If we want to buy
low and sell high, this is a place to sell, or go short, as Martin decided o do.

Daily

There are two key patterns that tend to occur at the tops of rallies. Sometimes there is a
sharp final spike, as weak shorts break and run for cover. That short squeeze leaves a kan-
garoo tail pointing skywards, as prices reverse and head down. A more common pattern is
i step-by-step rise, whose upmoves keep getting shorter and flarter, telling us that bulls are
running out of breath.

Date High Increase

10/04/04 43.64

11/11/04 45.99 235
11/26/04 49.09 310
12/02/04 56.92 7.83
02/15/05 65.65 8.73
03/08/05 72.79 7.14
03/24/05 75.65 2.86
04/13/05 76.89 1.24

Until November 2004, each new peak gained two or three points above the previous
pealk. After the stock heated up in December, its peak-to-peak gains expanded to seven or
eight points. Then the stock began to cool off, with a gain of less than three points in late
March 2004 and only a point in April. Those two rallies showed that the rise had become
laborious—the stock was breathing heavily, like a runner near the end of a race. The puny
rise in mid-April was accompanied by a bearish divergence of MACD-Histogram—a ter-
rific shorting opportunity right near the top.

By the time ane of our Spike group members picked GEF as a short and Martin decided
to piggy-back that trade, the decline was already well under way. In terms of market seasons,
this was no longer autumn with an early morning frost, the best season for shorting; this was
a full-blown winter. Both daily EMAs are declining at the right edge, confirming the down-
trend. The Impulse System is blue, allowing us to short. The heavy bottoms of MACD-
Histogram indicate that bears are very strong and further weakness is likely ahead.
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TRADE 2—EXIT COMMENT

If you short when prices are alrcady low, you face a greater risk of a rally back towards
value. Such a rally began the day Martin entered his short. The following day, prices rock-
eted above both EMAs, with a tall bar indicating it was probably a short-covering rally,
Sustainable rallies tend to move more slowly and steadily, while short-covering rallies tend
to be sharp and panicky. Martin, unlike many others who had been short, was not shaken
out and held as GEF waffled for over a week before resuming its decline. It penetrated the
lower channel line, presenting a fantastic short-covering opportunity, which Martin
missed.

There was another short-covering signal when the daily Impulse went from red to
blue in carly May, indicating that the best time for holding shorts was over, but Martin
continued to hold. A good rule is to run quickly or not at all. Having missed two chances
to run quickly, Martin continued to hold his short.

Martin commented on his own trade: "My rule is to hold shorts as long as the weckly
Impulse does not go green on Friday. It actually went green the previous Friday, May 27,
but the earnings were coming out the next week, and that gave me an excuse to hold for
one more week.” Violating one's own rules, whatever the excuse, is a dangerous business,
One can get away with a violation now and then, but in the end, breaking the rules will
always catch up with a trader who does not stop in time.

The earnings report shoved the stock down again, below its lower channel line. It is okay
to make mistakes but not okay to repeat them. Martin missed his first but not the second
short-covering opportunity, and got out at a very good level near the lower channel line,

Working Togeiher

Many traders feel isolated, and if you can find someone to share the work, so much the
better. For a collaborative project to succeed, both persons have to be equally motivated,
and it has to be a joint effort. If one trader needs to pull the other, it won’t work.

For example, several months ago Fred (Chapter 2) came to teach in our Caribbean
Camp with Bucky, his partner in a money management firm. Fred is an expert program-
mer, Bucky a second-generation floor trader with a tremendous feel for the markets. After
dinner, the two men returned to the classroom, which had fast Internet, and stayed there
past midnight, doing their homework together, preparing for the day ahead. Having two
pairs of eyes on their homework helped them focus and avoid mistakes.

While | was writing this chapter my phone rang—Martin was calling from Vienna. [
shared with him my concern that lor the past several weeks the New High-New Low Index
that he updates daily and sends to me has been acting strangely, more like a trend-following,
rather than a leading, indicator. T explained to him that in the past Joe Granville used to
calculate the number of stocks within a point or two of their highs and lows to find how
much potential fuel existed for this indicator. Martin suggested it would be better to count
percentages rather than points, and we agreed that he would track stocks within 3%, 5%,
and 7% of their highs and lows. He would have to spend several hours setting up the system
and then several minules per duy lracking it for at least two months before we could tell
whether the indicator was useful or not. He enthusiastically implemented my suggestion.”

ust as this book went to print, Martin told me that he had suffered a series of crippling losses. He sent me the

records for one of his accounts, and the reasons for his severe drawdown leaped at me from the spreadsheet—
not using stops and violating the 2% and 6% Rules. This sad development confirmed once again that no
matter how good one’s analytic skills, without discipline and money management a trader cannot succeed. The
absolute necessity of following money management rules is a lesson for all traders.
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What follows is a diary of top-to-bottom market analysis, complete with money
management and trade executions. Martin sent me this file, describing a joint project I did
in 2003 with him and Nic Grove, a camper who was visiting from Australia. We reviewed
the market, selected stocks, and traded them.

The project described in this diary grew out of my visit to Vienna in August 2003.
Martin had organized a meeting of traders, and afterwards we returned to his penthouse
together with Nic, who was living in Paris and had flown in to join uvs. I had just spent a
week on the road, with poor Internet connections. Looking al the screen in Martin's apart-
ment—he had fast wireless Internet, a novelty in those days—I became excited about
the state of the market and eager to do some serious work. Martin and Nic jumped at the
chance to join me in sifting through the data together, looking far stocks to buy.

Having three pairs of eyes and three computer screens in the same room allowed
us to cast the net wider and dig deeper than in the past. We spent the next three days
looking for the best stocks and placing trades. Afterwards, Nic flew back to Paris, while
Martin and I got into his convertible for a long, meandering drive through Austria and
Switzerland.

All three of us made money from our exercise. 1 chuckle as I look back at what we
accomplished; today, with the homework process well established, any one of us can
knock out in less than a day what had taken the three of us three full days. We enjoyed
working together. Grinding through reams of data can be a little dull; we kept catching
cach other's mistakes, no one had an ego problem, nobody cared who found this or that
stock—we only wanted to make money. The three of us got logether again for shared
work sessions in October of that year in New York and in November in Cyprus. Nic came
to the Camp in October 2004, where Martin was my assistant instructor, and the two of
them shared several work sessions on the Cote d’Azur where Nic lived in the apartment
of another camper, Angela. Nic had moved back to Australia by the time I started inter-
viewing for this book, but he is a valued member of the Spike group, a winner of multi-
ple contests.

An e-mail from Martin:

SEVEN DAYs IN DR. ALEXANDER ELDER’S
= TrRADING RooMm

Since Martin's e-mail that follows was written in a very brief, telegraphic

style, | added some of my own comments along the margins. My reasons for
== commenting on Mariin's diary can be clarified by a phrase from my book
Str.a-ymg fram the Flock: Travels in New Zealand: “Many professional guilds—Iawyers, criminals, physi-
tians, and others—each have their own lingo, allowing them to communicate with insiders at great
speed, while being poorly understood by outsiders.” Martin wrate his diary in such a lingo—very clear
for the three of us who were there, but probably a little cryplic for others. | wrote my comments on
the margins of the following pages to help you better understand his text. —AE
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Saturday, August 16, 2003

Entries & Exits

1.1 First Assessment: Dow Jones, Nasdag, S&P 500 on a Monthly, Weekly, and Daily Chart.

Bullish or Bearish?

1.1

| like 1o begin wmy Homework by
approacHing the markets from a dis-
tance and taking i a broad view. Is
the montHly trend rising, falling, or
flat? What about the weekly? | rely
on the lmpulsc system 1o define
bullish, bearish, or neutral stages in
any timeframe. THiS section of the
Homework showed efther rising or
neutral trends of DA, SLP, and
Nasdag in monthly, weekly, and daily

Timeframes,
~AE

1.2

If the Big THree—tHe Dow, the
Nasdag, and the SkP—are bullish, do
the sceond-ticr indexes support
THat wmessage? 4 broad uptrend or
downfrend, involving the majority of
Smaller indexes, is much more likely
1o persist. THIS fs why it pays to
analyze wmore tHan a Hundred
indexes, both big and small con-
tained in many software programs,
Such as T62000.

Millions of people glance casu-
ally at the big indexes, but how wany
analyze the lesser ones? taving your
Hand on the pulse of wmarket compo-
Hents gives you an aavantage over
the crowd of casual players.

~AE

—aa

1. EMA hullish or bearish?
2. MACD-Histogram bullish or bearish?
3. Impulse system red, blue, or green?
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1.2 Scrolling through 126 TC2000 All Indexes (Weekly Charts).

ADR-X Int'l Mkt. EUR-X Euro Top N
Index weekly s aE 100 Index wk. r

= Bullish or Bearish?
= Can We Find a Dominant Trend?

1.3 Scrolling through 239 TC2000 All Media General Industry
Groups (Weekly Charts). Bullish or Bearish?

= Bullish or Bearish?
» Can We Find a Dominant Trend?

s

srm

Housewares & Accessories [w)

e ARkt L5 g A

Medical Equip. Wholesale [w] Networking & Comm Dev [w]

l = Conclusion: The stock market wants to go up. We should prepare a shopping list. |
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1.3

Each stock belongs to a subgroup,
and it, in Turn, belongs 1o 4 group.
If you beain your analysis on the
group level and then prodeed to the
subgroups, you'll 9ain decper insight
fnte the health of the market's
trend. There are several group clas-
sifications, including a popular ohe
by Investors” Business Daily. | am in
the habit of analyzing Media General
groups in 762000 because that soft-
wdre makes it edsy 1o click through
well-organized tickers and [ump
from subgroups 1o their component
STOCKS.

There are twp redsons 1o and-
lyze warket groups: 1o gauge the
Health of the market and 10 begin
warking the weakest and the
strongest groups—a good place 1o
look for stocks te buy or sell sHert,
Twe of tHe four groups Showh in
Martin's diary—~MG122 Independent
0l & Gas and M&a?ss Medical Equip-
went Whelesale—are in Healthy
uptrends, Ma313 fouscwdres is ina
downtrend, while MGE1s Networking
is in an especiglly sweet spot, THIS
group had fallen from a height of
above 7,000 at the peak of the bull
warket in 2000 To below 100—~an ever
90 percent decline. THIS is uncommon
even for a single stock, but almost
unheard of for a group. The deciine
ground to a Halt in 2002, and for the
past year, tHis group Was been trac-
ing a saucer bottow, slowly reversing
its downtrend and starting to turn up.

-AE
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Sunday, August 17

2.1 The Script: We Want to Build Our Shopping List of “Fallen Angels”

21

If the market is financial Qlympics,
fn which cvent will you compeie? You
cannet enter weightlifting, track,
and diving and cxpeet 10 do well in
all of thew. Al competitive athlctes
Specialize, and you need to decide
what warket game appeals to you at
this tiwme. Trading the 1POS, inside
the chanmels, breakouts, and fading
breakouts are all legitimate
approaches, as long as you do not
wix thew all together.

During the time covered in this
dfary, tHe market was just starting
te come off its panicky bottom,
after crashing from its 1993—2000
peak. Many sToeks, driven above
value in the 13303, crashted below any
reasonable value in 2001 and 2002, My
Sugdacstion was 10 |ook for stocks
THat fraced a fish-hook pattern—a
long decline from a great height,
followed by a rounded saucer
bottom and a soft upturn.

—~AE

We search for groups and, consequently, individual stocks that have given up
most of their previous enormous price and have now started to look up again,
In a first run, we flag all groups that come close to the following chart pic-
ture. Doing this exercise with rwo friends greatly helps to stay focused.
It is interesting to point out that this job is definitely done best by hand and
eye. No mechanical scanner could complete this task equally well.

- # |ost approximately 7/8 or more of value
— = now starting to look up

N —

The first run yielded 15 groups. In a second run, we limit the findings to the
best-looking 5 out of these 15. After intense discussions about which charts
were giving us picture-perfect shapes, we agreed on the following groups:

Heavy Construction (w) Networking and Comm. Dev. [w)
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Processing Systems & Prod. [w) Diversified Communication Serv. [w)

»»»»»

Internet Software & Services [w]

2.2 From Stock Groups to Individual Stocks

The next item on our agenda is to split up the stock groups into their individ-
ual member stocks and once again pick out those stocks that best match the
“fallen angel” picture.

To help us narrow down the results to really tradeable securities, we apply
a volume filter that requires a minimum 50-day average volume of 150,000
shares per day.

Again, we do this process in two runs, always referring to weekly charts.
During the first run, we flag all the stocks that appear to be “fallen angels.”
During the second, we limit the initial findings to the cream of the crop.

This process yields a list of 27 stocks at which we want to look more closely.
We collect them in a spreadsheet for detailed evaluation.

2.2
AKE\NI [w] 5 , If you look for fallen angels among
— \ o AKAM INPR groups and subaroups, it makes
' it el sense 1o ook for tHew also among

el ARTG ~ MTZ
S CAPA NT

: bt CMVT OPWV

i CSCO  RHAT

their componcht stocks. Stay away
from Biinly fraded stocks—tHey are
casy 1o buy, but Hard 1o sell, often
resulting in vicious slippage. Trust

DTHB‘ ‘{fH" . your cyc wore than a computer—no
E){ju :; &;L Scan will deliver as 9o0d results as
w e ; fFW :[ERN an expericnéed cye.l chuckic leoking
IIIIIII = TN . ENSR MWD at Mow it Took us a day to generate
S e - 5 His list—~today it would take no
s __7‘ HAXSD VIGN more than a couple of Hours. For-
SO HROL BRI tunately, our workday was shortened

B IR =2 R IAO by a trip o a nearby vineydrd, where

we did some Scrivus wine-Tasting
a centuries—old cellar,

—~AE
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Monday, August 18
3.1 Finding the Most Attractive Stocks: 5 out of 27

On Monday we start with a close look at each of the 27 stocks on our list, We
use TradeStation (or Metastock), which also allows us to loak at the Impulse
system, We add the columns “W” (for weekly), “D" (for daily), and “Comment”
to the spreadsheet.

The Impulse System by Dr. Alexander Elder

Each bar in a monthly, weekly, and daily chart is painted green, blue, or red. The
colors have the following meanings:

Green: Fast EMA (13 bars) and MACD-Histogram are both in an uptrend.
Consequences for trading: We are allowed to go long or stand aside; no per-
mission to short.

Red:  Fast EMA (13 bars) and MACD-] fistogram are both in a downtrend.
Consequences for trading: We are allowed to go short or stand aside; no
permission to go long.

Blue: EMA and MACD-Histogram are trending in different directions. Coni-
sequences for trading: We are allowed to go long, short, or stand aside.



3.2 What Precisely Are We Looking At?

This is how our spreadsheet looks after checking each stock’s weekly and daily
chart in TradeStation.

w D Comment
[AKAM | rod in the swesl zonse
AMT green | near lop ol channel | due far a eorr, EMA near 10
ARTG | blus areen ready 1o buy
CAPA_ | green | green due lar a com, EMA near 4.50
CMVT | green |green ready to buy
C5CO |blue  |gresn ready to buy
DTHK | Blue green ready to buy—stop near 2.60
ETS blue | blue due for a carr, EMA near 4.50
[EXTA | green green lrade range—siand aside
FFIV | green |oreen loo expansive—518
FNSH | blus green raady to buy
[HAXSD | red in the swest zone ]
HPOL |blus  |qreen slarting 1a rall aver?
1AC blue  |red from 10¢ 12 120, back o 40
JNFA | green |green ready to buy
LU blug | green ready to buy—very sweal
MTZ green | grean nice chart—up 5x, lale in the game
NT green | areen flal, up 6x
oPWY |green |ogreen due for a corr, EMA near 3,60
[RHAT |qreen |oreen ] ready 1o buy
SFE blue |areen ready lo buy
SFLK [ red below EMA—walchl
SHMWL |blue  |green ready to buy
TERN | green |green due lor a com, EMA near 5
TMWD | green |green due lar a com, EMA near 2.73
VIGM |oreen |green ready 10 buy—stop near 2
VRSN |green |green ready 10 buy

Evaluation spreadsheet with weekly Impulse, daily Impulse, and comment

» We only follow stocks with a blue or green weekly Impulse system.

s How does MACD-Histogram look?

s How far away from the EMAs is the current price? Is the “rubber band”
stretched out too far? Is the price in the “sweet zone” between slow (26- or
22-bar) and fast (13-bar) EMA?

o Are there any divergences in MACD-Histogram or Force Index, signaling
bearish moves?

We reduce our list of 27 stocks down to 12 that we consider “ready to buy.”
Below are the weekly and daily charts of FNSR reflecting what we are
looking for.

FNSR (w]—ready to buy
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3.2
Even considering the recovery from
Hiat tasting, it took us 4 long time
10 harrow down our [ist. THe charts
of FNSR illustrate what we were
[poking for at that time. Weekly—a
bullish divergence of both MACD-
ftistogram and MACD Lines, and a
Slow steady uptrend near the right
edae of the chart. Daily—both MACD-
istogram and EMAS are rising; the
Force Index showed that bears Had
no power during the previous week’s
price dip.

~AE
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Tuesday, August 19

FNSR'[daily}—ready to buy =esmmmmms
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4.1 Entry Target, Stop, and Price Target

For every “ready to buy” stock, we specify an entry target (from the daily chart),
a stop (from the daily chart), and a price target (from the weekly chart).

41

THe diary shows wicely How a
spreadshect cxpanded wHile doing
homework. We used daily charts for
Setting entry levels and stops,
weekly charts for setting profit
targets. We wanted 10 9o long near
Value, represcinted by the moving
averades, place stops ncar recent
lows, and sct targets near well-
established resistance zones.
“Sweet zone” refers to the arca
between Two moving averages.

-AE

w ] Cammeanl Buy Tot Stop
AKAM | red in the sweel zone
AMT | green | near lop of channel | due lor & corr, EMA near 10
ARTG |blue |green rendy o buy 2.1 500| 165
CAPA | green | green due for & carr, EMA near 4.50
CMWT | green |green ready to buy log high, a0 expansive
CECO | Blue  |green ready to buy «18.35 minor 2224 | 17,27
DTHK |blue | green ready to buy—slop near 2,60 3.01 B¢ 256
|ETS blue  |hlue due for a corr, EMA near 4.50
EXTR |green |groon Irade range—stand asida
FFIV |green |gresn oo sxpensive—%518
FMSR |blue |gresn ready to buy <1.BB B+ 1.44
HAXSD | red in the sweel zona
HFOL |blue |areen starting to roll over?
140 blug  |red Irom 10¢ 1o 120, back le 40
JMPR | grean | green ready lo buy 13.95) 28+ 12,84
LU blue graen ready to buy—very sweel <1.90 25044 1.64
MTZ | green |gresn nice charl—up Sx. lalz in the gama
MT qeeen | grecn lial, up Bx = _|
OPWV |areen |green due {or a carr, EMA near 3 50
RHAT |wreen |oreen ready lo buy 5.80] 204 610
SFE blue green roady to buy 2.75| 4.504+ 230
SFLK |rad below EMA—walch! ol
SWWL |blue |gresn ready to buy 5.10] 104 4.69
|TERN [green |green due for @ corr, EMA near 5
TMWD [green |areen due far a eorr, EMA near 2.75 0
VIGN  |green |gresn ready to buy—stop near 2 22,30 de 1.97
VRSN |green |green ready lo buy 13.51] 25.00 21,10

Evaluation spreadsheet with

entry target (“Buy”), profit target (“Tgl™), and stop (“Stop

"

Again, we take FNSR as an example of how we specify Buy, Target, and Stop.
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Entry target
FNSR [d) Price bar from Monday, August 18
24
23 Open: 183
22 High: 1.90
a1 Low: 1.80
20 Close: 1.88
19
18 Slow EMA (green line): 1.78
17 Fast EMA (red ling}: 1.80
1.6
156 — Entry target: <1.88
1.4
1.3
1.2
1.1
1.0
AN
FNSR (daily) as of close on Monday, August 18
Stop
We set our stop below the lows of June 18 and June 30 (black arrows in the
picture}.
—e=f 1
- 12
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10
FNSR (daily) as of close on Monday, August 18
Price target
H
"
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FNSR {weekly)

We look for previous support, resistance, and congestion areas in order to set a
price target,

299
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4.2 Risk/Return Ratio: Fat or Skinny Rabhit?

Using the numbers from the previous spreadsheet, we add another column tq
calculate the risk/return ratio ("R/R™) for every “ready ta buy” stock.

/ Tet—Buy
R/R =B —Srop
B w (¥} Comimani Buy Tot Slup_ _Fc.'_q—
AKAM red in lhe sweal zane ]
| AMT graen near iop of channel dug lar a carr, EMA near 10 N
AATG blue graan ready to buy 2.11 5.00 1.65_'_5_3_
| CAPA grecn groon due for a cor, EMA near 4.50 1T 71
CMVT green green ready o buy loo high, loo expansive ) ]
GRCO blus qreen ready 1o buy <18.35 minoE 22-24 17.27 | 43
DTHE blue Qreen raady 1o buy—slop near 2.60 a0 B+ 25 | ag
ETS blue blue due lor a corr, EMA near 4.50 T
EXTR freen qreen lrade range—sland aside
—
FFIV qresn qreen |00 expensive—318
_FM3SR blue areen ready to buy <1688 B+ 1.44 t;
| HAXSD red in 1ha swest zane
I HPOL hlus graen slarting lo roll over?
1a0 blue red from 10¢ 10 120, back 1o 40
_JNFR Qreen green ready lo buy 13.85 2B+ 12.94 E-
Lu bilue green ready lo buy—very swaet <1.80 2.50++ 1.64 | 8.1
MTZ green green nice charl—up Sx, lato in the game
NT qreen qresn llat, up 6x |
| QPWY | groan reen due for a corr, EMA near 3.60 . I
| RHAT green green ready 1o buy 6.80 | 20+ 6,10 | 20.3
5FE blug areen ready lo buy 275 | 4.50+ 230 | 5.0
SFLK red below EMA—walch! .
SNWL blue graan ready to buy 510 | 10+ 469 | 144
TERM green green due lor a corr, EMA near 5
TRMWD qQreen green due for a corm, EMA near 2.75
VIGN arean qraan ready 1o buy—stop near 2 <230 44 197 | 52
VRSN green graen ready 1o buy 13.51 25.00 21,10 | 81

4.2

Our expected return is THe distance
from the entry 10 the target, and
THe risk is tHe distance from the
farget to the stop. Even tHough

we wmay adjust these levels later,
they provide a useful comparison
between various stocks. | call stocks
with good ratios “fat rabbits,” and
those with skimpy ratios “skinny
rabbits” If you go hunting, you
wight as well invest your time,
ehergy, and dwmunition in Hunttng
fat rabbits rather than skinny bhes.

—-AE

Evaluation spreadsheet with column “R/R".



4.3 The Final Ranking: A Last Look at Weekly and Daily Charts

During our final look at the weekly and daily charts, we grade them *1" (excel-
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lent), “2" (second-best), and “3" (something is not right),
W D Comment Buy N Tal Stop | RIR | Wer | Dt
AKAM red in the sweal zons
ANT qresan near lap of channal due for & coir, EMA near 10
ARTG e qresn ready to buy 2.11 500 | 1.65 6.3 2 2
CAPA qreen giean due for a corr, EMA naar 4.50
CMVT green graen ready lo buy fan high, oo expensive
C5CO blua qraan ready lo buy =18.35 minor 22-24 [17.27 |48 1 1
CTHE blua graen ready to buy—stop near 2.60 3.01 6+ 2.56 8.9 2 3
ES Blue -t;IuL- due for a corr, EMA near 4.50 ——
EXTR qgraan green Iradde ranne—sland aside o
FFIV graan grean loo expensive—318 -
FNSR blue green ready to buy <1.80 [ 144 118 10 1
I HAXSD red i the sweal zana
HPOL Bl grasn starling lo roll Oh’_ﬁ{i
1AQ blug red fram 10¢ o 120, back 1o 40
JNPR green green ready to buy 1395 | 284 1254 [HEEEE—
LU blua green ready lo buy—very sweel <1.80 25044 164 | B1 | 2 1
MTZ arean green nice chart—up Sx, lale in the game
NT grearn green flan, up Bx
QPWY qgroan grean due for & corr, EMA near 3.60
RHAT green graan ready lo buy B.80 | 20+ 6.10 | 208 :
SFE blua qreen ready lo buy 275 | 4.50+ 230 | 5.0 2 2
SFLK red below EMA—waich!
SHNWL blug green ready lo buy 540 | 104 469 | 144 1 2
TERN green groen due lor a corr, EMA near § -
TMWD qraan nrean due lor & corr, EMA near 2.75 k
VIGN grean graen ready lo buy—stop near 2 <230 A+ 1.897 || ,3 1 31
VRSN green green ready to buy 13.51 | 25.00 2110 | 81 I 2 I 2
Evaluation spreadsheet with weekly and daily ratings.
Four stocks (CSCO, FNSR, INPR, and VIGN) pass the last exam with a dou-
ble “17. RHAT is added to our shopping list due to its very high R/R of 20.3,
4.3

trere we looked for swmooth and
Steady trends with shallow pull-
backs. Iif you Have just a fow stock
candidates, THis step might not be
necessary, but that weekend we Had
*an cmbarrassment of riches"—too
wany stocks 1o cHoose from, We
rated the quality of their weekly and
daily trends in order to focus on
the most attractive candidates.
=AE
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4.4 Money Management Rules
w o] Comment By Tgl Slop | /A | Wer | Der Riskish | 2% ol... [ Comr ]
16000 |
AKAM | red in the sweel zone o
AMT | green | near top of channel | dua for a comr, EMA near 10 [ =
ARATG |blue |areen ready lo buy 211 500| 165 63| 2| 2 i
CAPA | areen |areen due lor a corr, EMA near 4.50 o ol
CMVT |green |green ready lo buy 120 high, 1a0 expensive —
CECO |blue |preen ready la huy <16.35 mincr 2224 | 17.27 [ 4@ 0 | buy | § 1.0 Hﬁ]_-iiq_jé?
DTHE | blue green ready to buy—stop near 2,60 a0 G+ 256| 89 2 3
ETS _ [blue  [bluz dug lor a corr, EMA near 4,50 TR
'E_){Ti-_'l green | green Irade range—stand asids =y
FFIV |green |gresn lon expansiva—518 = ]
FNSR |blue | green ready lo buy <1.88 G+ 1.44 |18 buy | 5 044 4800 | 5 0ps7]
HAXSD | red in |ha swael zone P
HFOL |blus grEen slariing 1o rall over? o
A0 |blue  |red Trom 10¢ 10 120, back 1o 40
JMPR |areen |areen ready to buy 13.95] 284 12.94 SN buy | § 1.01| 2,000 | $ 27.900
LU blue | green ready o buy—very sweal =1,90 2.50++ 1.64| 81| 2 1
MTZ urean | green nice charl—up 5%, lale in the game
NT green | green flal, up 6x =
OFWV | groen | green due for a corr, EMA near 3.60
AHAT | green |green randy lo buy .80 20+ E10J208 0 2lbuy |5 070| 30005 zo400
SFE Elue  |grean ready to buy 2.75] 4.50+ 2300 50| 2| 2
SFLK | red belaw EMA—waichl ahae i
SNWL | Blue green ) raady o buy 5.10] 10+ 4,569 14.4 1 2
TEAN |green |gresn fdue lor a carr, EMA near 5
TMWD | green | green due for a corr, EMA near 2.75
VIGM | green |green ready lo buy—slop near 2 «2.30 A+ 1.97 W58 | buy |5 033 6400 | § 14,720
VHASM | green | gresn ready to buy 13.51( 25.00 21.10| B 2 2
106,808
Evaluation spreadshest complete with money management rules.
4.4 Assuming a $106,000 trading account, we apply the 2% Rule to the [five

Martin applicd the 2% Rule to the
account iv which he planned 10 take

THese trades. That allowed hiwm to
risk $2,120 of the account’s $106,000
equity on every trade. Enowing His
maximum risk per trade and risk
per share wade it casy to calculate
1He maximum number of shares he
could buy.
For example, if He was going to
buy C3C0 at 418,35 or better, with a
stop at HF AT, He was going 10 risk
#1.08 per share. Since His total per-
witted risk per trade was 32,120, he
wds allowed 1o trade 1,900 sHares
of G360,

-AE

final stocks on our shopping list and calculate the order size (e.g., 1,900 shares
of CSCO, 4,800 shares of FNSR, etc.).
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4.5 Putting in Orders

Tuesday, August 19, the following orders were in before market opening:

buy 1,900 CSCO @ 18.35
buy 4,800 FNSR @ 1.88
buy 2,000 JNPR @ 13.90
buy 3,000 RHAT @ 6.80
buy 6,400 VIGN @ 2.30

The oarders on CSCO, FNSR, and VIGN were filled. RHAT and [NPR went
up too fast and never looked back to fill these orders,
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Looking at tHis diary in retrospect,
it was & wistake 1o put on THiS
trade. THe tHree existing positions
dlready used up nearly 6% of avail-
able risk capital by risking ncarly 2%
edcH. Putting on this trade violated
e 6% rule.

~AE

Wednesday, August 20, and Thursday, August 21

What to Do If a Trade Goes Against You.
My Private Learning Curve.

On Wednesday, August 20 (before the markets opened), we reviewed our entire
list of 27 stocks (looking at their weekly and daily charts) and found that
DTHK was looking much better than it had the previous day. The weekly chary
looked stronger (blue) and the daily closed above the EMA (green), commene-
ing a [resh uptrend. Following money management rules, we put on a trade to
buy 6,800 shares of DTHK @ 3.01. The order was filled.

On Thursday, August 21 (before the markets opened), we reviewed our
stock positions. We were not looking for another entry—only managing our
four existing positions in CSCO, FNSR, VIGN, and DTHK.

It turned out that DTHK fell back to red on the weekly as well as on the
daily chart—which was our signal to ger out of this position with a market
order at the open that day, taking a small loss before it got bigger.

Not wanting to take a loss (sound familiar?}, T tried hard to ask (convince?)
Dr. Elder, “Wouldn't it be fine to wait one mare day? Maybe the red will g0
away. What if we wail to exit and maybe get a better price intraday than just
putting in a market order at the open? What if the red on the weekly chart goes
away until Friday? Do we have to decide intraweek?”

There were probably a few more ideas that would have allowed me to stay
in that losing position. In fact, | knew every answer to my questions before [
even asked them.

“You stay with your position and do as you please. I'm going to put in my
sell order before we leave our hotel this morning”

I argued with myselfl for another hour and over breakfast, finally deciding
to punch in my scll order. And once I was through with it, T really felt relieved
and ready for the day’s program (which was a three-hour hike up an Austrian
mountain path): peace of mind from taking a very small loss in one position
and enjoying a bullish performance in the remaining three.

Friday, August 22, and Going

s Daily review of Dow Jones, Nasdaq, and S&P 500 (weekly and daily
charts), Does the bullish trend continue?

e Review of individual stock positions. Weekly Impulse system? Daily
Impulse system?

e [s a stock breathing or violating a trend?

= Time to take profits or exit a position?



“Hi Alex,

This morning’s markets are beautiful!! The sell-off was not really strong, vol-
ume far from dramatic {al least in the stocks I follow), and I think reentry
opportunities are ahead.

From our work, CSCO, FNSR, and VIGN netted well over $5,000 :=))

Did you sell your positions today? [ took profits on tight stops on many of
my positions, waiting to realign my chickens.”
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CONCLUSION

YOUR TRADING RoOM

Al{ yourself after visiting these 16 trading rooms: “What have I learned?”

What will you do with this information? How will it help you? The answers will
depend on your level of development as a trader and your attitude,

I can see three groups of traders reading this book—professionals and semiprofes-
sionals; beginners and amateurs; and those who got hurt in the markets and are trying to
come back. Let me address the first two groups and then spend a little extra time talking
to the third.

If you're already trading for a living, you have your own style and a method that works
for you. You probably picked up this book out of natural curiosity and because you're open
to learning. I am sure that some of the ideas from these 16 interviews struck you as worth
testing on your own. [ do not have to worry about you jumping in with both feet. You will
test whatever attracted you—first on your computer and then in your account, starting
with a small size and keeping good notes. Several months from now, after researching, test-
ing, and implementing some of these methods, you'll look back and see how your trading
has improved as a result of reading this book. When that happens, I'd like to hear from
you. If I ever write a follow-up to this book, perhaps you should be in it.

If you're a beginner, this book must have opened some exciting vistas for you. Wouldn't
it be great to follow in the footsteps of some of the traders you've met
and independent? Before you jump in to imitate them, please stop for a moment and think
about one of the headlines in the Introduction to this book—OQODbjects in the Mirror Are
Farther Away Than They Appear.

Every trader in this book, including its author, took some serious lumps on his jour-
ney to becoming a professional trader. If the methods appear easy and logical, it is because
the traders who use them survived their collisions with the markets. These winners
emerged with skills—some of which they can verbalize, and others that operate an an
unspoken level.

How should you go about implementing these new methods? The only way to master
them is through research, testing, and keeping good records. Choose the methads you like
and back-test them on your computer. If a method does well on paper, test it with real
maoney. Begin by putting on tiny lest-size trades, keep good records, and give yoursell
plenty of time. Three, five, or even ten trades are not statistically valid. Please reread Mike
McMahon's comments on system testing (Chapter 8). If this sounds like a lot of work,
that’s because it is.

successful, wealthy,
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I recently received an e-mail from a beginner—we met at a trade show, and I gave him
a ride to the airport. In his e-mail, he asked me about trading the Impul:-;e System without
testing because he did not want to spend the time. He went on about his intense desire to
be a successful trader, but it sounded to me like he wanted the rewards of trading—the
income and the freedom—without the work. Each person in this book is absolutely com-
mitted to trading. They love doing research. None of them took a ready-made system,
closed their eyes, and ran with it. They test everything, Please follow their example if you're
really serious about becoming a successful trader.

TRADER'S REHAB

The dictionary provides a definition of rehabilitation—"The act of restoring to good con-
dition, operation, or capacity.” A trader with a damaged account often becomes too fear-
ful to trade; he needs rehabilitation to regain his ability. Most of us need rehab at some
point in our trading careers.

Almost all the traders in this book went through at least one severe drawdown. Many,
including the author, went through more than one. It is not just the loss of money that
rankles. Even worse is the foul mood that goes with it. A person comes into the market,
makes a few cautious trades, picks up a few dollars, feels invincible, and tosses a major por-
tion of his capital at a seemingly easy trade. The market turns against him, he fails to take
a small loss, and soon finds himself in a deep drawdown. Despairingly, he takes a huge loss,
then makes several spastic trades in a desperate push to make back the money, but the
more he trades, the deeper the hole he digs.

When people lose a large percentage of their account, they lose something more valu-
able than money—they lose confidence. Some start acting like a beaten dog: fearful, tail
between its legs, jumping back at the slightest movement in the shadows. Many start beat-
ing themselves up emotionally, calling themselves names, punishing themselves.

An account is considered damaged if it has lost a third or more of its starting equity.
If you take a $100,000 account down to $66,000, there’s no doubt your account is badly
hurt. | have seen accounts get hurt even worse—down 80 or even 90 percent from their
peak equity. People with damaged accounts tend to become gun-shy. They want to put on
a trade, but cannot shake off the fear. Pain from recent losses makes people insecure. Most
traders who have been hurt wash out of the markets. If you want to trade again, you're
more resilient and determined than most people.

The most common complaint of traders who took a beating is “I cannot pull the trig-
ger” A trader does his homework, finds a stock to buy, but cannot bring himself to place
the order. He starts tracking it as a paper-trade, and the stock goes his way. The next time
he trades it with real moncy—and loses. He paper-trades again and makes money again,
in theory, but as soon as he buys with real money, the stock goes against him. As soon a5
he dumps it, the stock reverses, as if laughing at him, and moves in the direction he
expected. Why do paper trades often turn out “well” while real trades lose money?

Good trades tend to emerge from more unsettled market conditions, with less obvi-
ous signals. A fearful trader is too afraid to take such signals. He feels more secure with
obvious-looking trades, while in fact, this feeling of clarity is probably a sign that he is
late—the trend started without him, and he is running after a train that's already pulling
out of the station. The trader’s fear prevents him from entering good trades and prompts
him to jump into bad ones. He is tripping on his own shoelaces.

My first advice to a fearful trader who got beaten up in the market is to stop trading
for a while.



Many traders test indicators and systems by dumping historical data into testing software to
obtain the profit-loss ratio, the higgest and the smallest profit or loss, and the average profit and
loss. The longest winning and losing streaks and the maximum drawdowns give the appearance
ol objectivity and solidity.

Those printouts provide a false sense of security.

You may have a very nice printout, but what if the svstem delivers five losses in a row when
you are trading real money? Nothing in your testing has prepared you for that, but it happens all
the time. You grit your teeth and put on another trade. Another loss. Your drawdown is getling
deeper. Suddenly, an impressive printout looks like a very thin reed on which to hang your future,
while your accouni is being whittled away.

The attraction of elecironic testing is so sirang that a small cotlage indusiry of program-
mers test systems for a fee. Some traders spend manths, if not years, learning to use testing soft-
ware. A loser who cannot admit he’s afraid to irade has the wonderful excose that he is learning
new software. He's like a swimmer who is afraid of water and keeps himsell busy ironing his
swimsnit.

Only one kind of system testing makes sense. It is slow and time-consuming, but it’s the only
method that prepares you for trading. It consists of going through historical data one day at a
time, writing down your (rading signals far the day alead, then elicking your cliart forward and
recording the trades and signals for the next day.

Begin by downloading your stock or futures data for a minimum of two years. Swing to the
left side of the file without looking at what appened next. Open your technical analysis program
and a spreadsheet. The two most important keys for (raders on a computer are "Al" and “Tab”
because they let you switch between two programs. Open two windows in vour analytic pro-
gram—uone for your long-term chart and indicators, the other for the short-term chart. Open a
spreadsheet, write down your system’s rules at the top of the page, and create columns for the
entry date and price and the exit date and price.

Turn to the weekly chart and note its signal, if any. If it gives you a buy or sell signal, go to
the daily chart ending on the same date to see whether it confirms that signal. If it does, record
the order you have to place in your spreadsheed. Now return to the daily chart and click one day
forward. See whether your buy or sell order was trigdered. If so, return to the spreadsheet and
record the result. Track your trade day by day, calculating stops and deciding where to take profits.

Follow this process throughout your entire dafa file, advancing a week at a time on the
weekly chart, a day at a time on the daily chart. At every click, write down your system'’s signals
and your actiens.

As you click forward, one day at a time, the market's history will slowly unfold and challenge
you. You elick—and a buy signal comes info view, Will you take it? Record your decision in a
spreadsheet. Will you fake profiis af a larget, on a sell signal, or because of price action? Now
you're doing much more than testing a set of rules. Moving ahead day by day, you develop your
decision-making skills. This one-bar-at-a-time forward-testing is vastly superior to what you can
gel from back-testing soltware.

How will you deal with gap openings, when prices open above your buy level or below your
stop? Should the system be adjusted, changed, or scrapped? Clicking forward one day at a time
dets you as close to the real experience of trading as you can ever get without putting on a trade.
Il puts you in touch with the hard right edge of the market, which you can never experience
through an orderly printout. Manual testing will improve your ability to think, recognize turns,
and act in the fogdy environment of the market.

Abridged trom Come info My Trading Room

Conclusion

BACK-TESTING AND
FORWARD-TESTING
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Give yourself a reasonable break, stay away from the market for at least two or three
months. You cannot make money while feeling hurt and panicky. You need to put some
distance between yourself and your loss. It is hard to look at the markets objectively when
a loss hurts like an open wound. Taking time off will lower the emotional heat and allow
the healing to begin.

Back in the days when I actively practiced psychiatry, [ occasionally saw patients who
had problems with sexual performance. By the time they got to me, they had been med-
ically cleared, but could not function and dreaded each night. They felt compelled to try
to perform, knowing they would fail. | accepted such patients into therapy upon a con-
dition; They had to agree not to have sex until we figured out their problem. They'd always
argue with me at first, but then felt relieved. With the pressure off, we could usually solve
their problem in therapy,

People under stress tend to make poor decisions. A break from trading allows you
to heal your wounds. Your rchab begins with getting oul of all positions—go flat, take a
total break.

Be prepared for your trading rehab to take at least twice as long as it took to lose all
that money. Only gamblers hope for a quick comeback in a short series of brilliant trades,
In reality, you'll have to claw your way back, dollar by dollar. Stop beating yourself up. Be
kinder to yourself, since you're the one who'll take your account from failure 1o success, If
you go through rehab, you can become a successful trader.

Allow several months to pass during which your equity no longer goes down. As the
urgency to make back losses slowly fades away, start getting used to the new, lower level of
your account, Once you've become calmer, you'll need to make several important choices.
First of all, you'll have to decide whether you want to continue trading.

Trading attracts us with its promise of freedom, but some people find the process too
hard. They may not have a natural knack or cannot put in enough energy or time. This is
similar to being unable to play a musical instrument or fix a leaky faucet. There is no
shame in that. A good friend of mine, after coming to several Camps and losing money on
a variety of trading ideas, finally said, “I am not cut out for trading” We are still good
friends, since there is much more to life than buying and selling financial instruments,

If you decide that you love trading and want to do it right, your rehab can continue.
You notice I said “love trading” Everyone loves the rewards, but do you love research,
studying the markets, testing ideas, placing orders? A successful trader loves the process of
trading, and the rewards flow in pretty much as an afterthought.

This is no different rom any other field, such as medicine, engineering, or law, where
the most successful people are those who love their profession. They may live in nice
houses and drive good cars, but their goal is competence and accomplishment in their cho-
sen field, not the house or the car. They do not cut corners, take unprofessional shorteuts,
or dwell on the rewards. A dedicated professional constantly works to improve himself,
respects and follows the rules of his field, and expects rewards to materialize in the long
run without focusing on them.

If your sole focus is the rewards, then “get-rich-quick™ must appeal to you, with predic-
tably disastrous results. You wouldn't try to get rich quick in medicine or law, would you?

If you love trading, you have a tremendously interesting journey ahead of you. You
damaged your account, but now you can turn those losses to your advanlage, use your
experience to become a more focused, disciplined, and successful trader. In order to com¢
back, you'll need to establish and follow several strict rules. Use your past wealness as @
source of future strength, a foundation of trading discipline.

There are few, if any, young geniuses in trading—this is an older person’s gamc.
Memory, maturity, and experience matter a great deal. My late great friend Lou Taylor, to
whom my first boak was dedicated, used to say, “1f I get half a percent smarter each yeaf,
I'll be a genius by the time I die” You should get better as you grow older.



If you agree with what we've discussed so far, if we're on the same page, I'll recom-
mend several steps {or your rehab:

1. Set up and keep good records, The two main values of record-keeping are accountability
and self-education, Only by looking back and learning from your experience can you go
forward.

Before you even think of placing your next trade, set up a record-keeping system.
Gamblers, curiosity seekers, and get-rich-quick schemers run on adrenaline; they have no
use for records. All serious pros keep good records. At a minimuin, you'll need a spread-
sheet for tracking your homework: one or two lines for each index or stock, a column for
each day. You will need another spreadsheet for measuring available risk in your trading
account, You will need to set up a diary for your trades. Sume of these templates are avail-
able from my firm at no charge, others for a fee, and of course, you may very well develop
them on your own.

2. Set up and follow money managentent rules. 1t was poor money management that landed
you in rehab, Most trading accounts get damaged cither by a shark bite—a single disas-
trous loss—or by piranha bites—a series of losses that together strip the account to the
bone even though none is deadly by itsell. You are in rehab because you've already had an
encounter with either a shark or a pack of piranhas, or both. It was a painful experience,
and unless you set up good money management rules, you're guaranteed to have another
one, which will feel even worse.

The 2% and the 6% Rules, repeatedly described in this book and Come inte My
Trading Room, are designed to protect you from the sharks and piranhas. You must apply
them to every trade.

3. Find a method or methods that appeal to you. You saw a variety of methods in these
16 trading rooms. Many traders in this book have been to our Traders’ Camps and studied
with me; had you approached 16 professionals at random, the differences between them
would have been even greater. You must be humble encugh to realize that you cannot mas-
ter every single method.

Selecting a method that appeals to you is a personal choice, similar (o the choice of a
medical student who has to decide whether to train as a surgeon or a psychiatrist, a pedi-
atrician or an anesthesiologist. People are happiest and most successful when they do what
they love. Just like a medical student chooses a specialty that appeals to him, you need to
choose a trading method that engages you. You can look at many methods, but select the
one that makes emotional and intellectual sense to you.

4. Make a time conmitment. Decide how many hours a week you can invest in trading. Do
your homework every day, including weekends. A specific commitment confirms that
trading is important to you. It shows that research and trading are your priorities rather
than just a filler activity when there is nothing better on TV.

5. Start trading a very small size. You are likely to feel a little shaky coming out of your
abstinence period. The pain of your losses is still fresh, your self-confidence a little uncer-
tain. You may sel up a record-keeping system and money management rules, find a
method that appeals to you, and do your homework. Still, when it comes to putting on
a trade, you may be afraid to pull the trigger.

My advice is to begin by trading a tiny size.

Start by putting on trades so small that they are of no financial consequence. Let’s say
you have only $12,000 left in your trading account. On the day I write this, Google, trad-
ing near $300, appears toppy and is flashing sell signals. If I was shorting GOOG in this
account during the rehab process, I would short a single share. Another stock, CHTR, is in
a buy mode, currently trading at $1.26. Trading it in this account, I would buy 100 shares.
The size of these trades is too small to make an impact—a $50 profit or a $50 lass is not
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going to matter. These trades will not make you tense. The idea is to trade for the experi-
ence, not for the money.

You can set up a rule—after five or ten successful trades, depending on the frequency
with which you trade, you will double your size, Keep doing that until you increase your
average trading size to the point where you start bumping into the 2% and 6% Rules,
Remember, you are in rehab. If you had broken a limb, you'd exercise it slowly and gradu-
ally before recovering to a full working level.

HOMEWORK

Several years ago, when I was less aware of my own likes and dislikes, I met a young woman
in Europe, and we made a date to meet on a Caribbean island. We settled into one of the
nicest hotels on that island, rented a sports car, and went to beaches and restaurants,
Several days later, we started bickering, with me taking the lead. It made no sense—we liked
each other, and both came to have a good time. Then I figured out my problem—uwe spent
all our time together, and I did not do any work. The more days went by without working,
the harder | became on her.

That was an easy problem to remedy—I explained it to my date, and we agreed that
every morning after breakfast she would go to the beach alone. She was a very strong
swimmer who could swim for 50 minutes straight away from the shore, turn around, and
swim back. By the time she returned from the beach, it was time for lunch with perhaps a
little roll before it; having worked for several hours, [ was in the best of spirits, and we'd
have a fabulous rest of the day.

One morning I was sitting in a wicker armchair in the lobby, working on my laptop,
when a group of tourists in loud polyester shorts came in from a bus to gawk at our resort.
One of them stopped in front of me—"“Poor you, have to continue working on your vaca-
tion.” Vacation?! I hadn’t had a vacation since I'd quit my job years ago. That spacious lobby,
overlooking gardens and the sea, was my office for the next two weeks.

The point of trading is not to escape work. I love working. By the end of each week, |
look forward to reviewing the markets on the weckend. By the end of a weekend, I look for-
ward to Monday morning when the markets will reopen and I can start placing new trades.
In recent years, after I began sharing some research projects with a friend, it would have been
easy to copy his homework—but it would have been like asking him to go out and eat my
dinner or take a woman I've met out on a date. Thank you very much, I'd rather do it myselfl

My weekend homework consists of five sections. I rarely do more than two at a time
and often take long breaks between them—it is a weekend after all. I often think about the
completed sections during the break, and return to my laptop eager to see whether the next
section will confirm or contradict what I've already seen. I may begin my homework as
early as Friday evening after the markets close if T do not have any social plans that night.
[ do the bulk of my homework on Saturday and Sunday, but if pinched for time, I may
do the last session as late as Monday morning before the markets open. The order of these
sections is always the same:

1. Indexes
2. Groups

3. Futures

4. Current positions

5. Prospective positions

In recent years I've been using TC2005 for the first two sections of my homework.
Their database contains over 100 market indexes, which [ exported into a spreadsheet, one



index per line. [ use three columns per week—one for the weekly Impulse, a flag column
whose cells change color il the Impulse stops being red or green, and a comments column
for jotting down my remarks.

Even though TC2005 does not allow me to color price bars depending on the Impulse,
it is handy for a quick review of multiple tickers. My weekly template includes moving
averages and MACD-Histogram, allowing me to see what color the Impulse would have
been if I could color the bars. I sort indexes alphabetically and tap on the space bar, going
down the list and recording my findings in the spreadsheet.

International Market [ndex and S&P Bank Index, CBOE Gold Index and PHLX
Haousing Index, all the way down to World Platinum Index and North American Telecom—
I record their weekly Impulse, while Excel keeps a running tab of green, red, and blue
groups. A few years ago, this section of my homework used to take a long time and did
not seem very useful. What did it mean that 39 indexes were green, 81 blue, and 11 red?
[ found that by rating these indexes each week 1 picked up speed; I also discovered several
important patterns, such as what levels ol green and red tend to indicate market tops
and bottoms,

[ like doing this homework by hand. Several programmer friends have offered to auto-
mate it for me so that the numbers for all indexes could pop up at the push of a button,
but I have declined. Seeing each index once a week and recording its changes gives me an
almost physical feel for the market. No amount of programming can deliver that.

In the second section of my homewaork, I go through 239 Media General industry
groups and subgroups in TC2005. They include chemicals, durable goods, aernspace,
Internet, and many others. Each group has several subgroups, and each of those has a
number of stocks. The work is similar to rating Indexes—mark the Impulse for every sub-
group, pay special attention to color changes, jot down notes on the most promising
groups. The first section of my homework helps me decide how bullish or bearish | am on
the market overall. The second section helps me find groups in which to look for buy and
sell candidates.

In looking for the strongest subgroups, | am not interested in those making new highs.
I look for groups that got beat up but stopped declining and started to turn up, tracing a
sort of fish hook, I look for the opposite pattern in shorting candidates, keeping in mind
that tops are slower than bottoms, Fear, the dominant emotion of bottoms, is sharper and
stronger than greed, which is why prices tend to turn faster at bottoms.

For the third section of my homework, the review of futures, 1 turn to TradeStation
and another Excel spreadshect. Futures have their own groups: For example, the Energy
group includes crude oil, hr;'.uling oil, unleaded gasoline, and natural gas. There are two
reasons to review futures: 1o look for trading opportunities as well as for connections with
the stock market, If you become interested in gold stocks, it is only logical to analyze
gold futures, and if oil drillers lool overvalued, it is useful to know the current trend of
crude oil.

Much of market research involves a search for connections, some fairly obvious, others
more obscure. You may see that interest rates are rising while housing stocks are going
through the roof, Knowing that rising interest rates should be bearish for real estate, you
can start watching that group for signs of slowing down, preparing to short as soon as
those signals appear. Good trades usually take time to come together, and your homewark
prepares you to look for signals in advance, ready to act as soon as they flash on the screen.
This puts you well ahead of amateurs who casually “follow trends” and hop aboard too late.

The fourth and fifth sections of my homework, analyzing open and potential trades,
follow well-established steps that must be familiar to you from reading my comments on
many trades in this book (see also Seven Days in Dr. Alexander Elder’s Trading Room in
Chapter 16). [ am interested in buying the strongest stocks in the strongest groups and
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shorting the weakest stocks in the weakest groups (strong means starting to turn up and
weak means starting to top out). Put up a weekly chart, compress it until the entire h[slnr}r
fits into a single screen in order to see whether it is cheap or expensive, then uncompress
it to see approximately two years of history. What is the price trend, what are the messages
of the fast- and slow-moving averages, MACD-Histogram and MACD Lines? Are there
any divergences? What is your conclusion? Are you a bull ar a bear on this stock, or do vou
see no advantage either way?

Drop down to the daily chart and look for entries and exits in the direction of the
weekly trend. Do you see an attractive entry point, a realistic profit target, a close enough
stop? Put those numbers into a spreadsheet, calculate your risk/reward ratio, and decide
whether the trade is worth taking. Make sure that the 6% Rule allows you to trade and ver-
ify the maximum size permitted by the 2% Rule.

All this homework makes for a busy weekend, but doing it gives me an advantage in
the battle for market profits. Doing your homework week after week and month after
month, keeping good records, and documenting each step can lift you above the crowd of
amateurs and gamblers. The job of losers is to provide money to winners, but they’re not
in a hurry to mail us their checks. You need to find those turning points in the markets
where losers fold and run, leaving their money on the table for us.

What are the alternatives to doing homework? You could beg for tips, listen to finan-
cial news, perhaps subscribe to an advisory service. Do you think they will give you much
of a chance of winning the trading battle? The only viable alternative would be to give your
money to professional managers, but even that choice is far from work-free. Most money
managers underperform market averages, and you need to split your money between
several of them, closely monitoring their performance and moving your assets. The dis-
cussion of how to choose, rate, and use money managers is outside the scope of this boak.
Just keep in mind that there is no free money in the financial markets.

An amateur who has a few dollars burning a hole in his pocket buys himself a couple
of market books and dreams that if he sets Stochastic just right, the money spigots will
open. Soon he'll be able to move to Easy Street, never woark, and sip pifia coladas on the
beach, while that Stochastic or some other indicator continues to bulk up his account. Let
him dream. You have better things to do with your time. You have homework.

SHARING HOMEWORK—
THE SPIKE GROUP

In 2004 I began sharing some homework with a group of traders. We have found a way
for our group to pool resources, while each member remains responsible for his or her
own workload and performance. We look for new trades and compete on the quality of
our picks.

The roots of the story go back to 1993 when I wrote in Trading for a Living that the
New High-New Low Index was one of the best leading indicators of the stock market. The New
Highs are the leaders in strength, and the New Lows are the leaders in weakness; their shifts
of balance provide useful clues to the future path of the stock market, Oddly enough, while
NH-NL data is easily available from the Wall Street Journal and other newspapers, most
financial databases present it in a user-unfriendly way, making the index difficult to track.

A couple of years ago, I asked Martin (Chapter 16) to set up a system for tracking
NH-NL. He began sending a nightly e-mail to me and several other friends with the
weekly and daily charts of NH-NL. That index had recently spiked down, clearing the air
for a fresh upmove, and we started referring to his nightly chart as the spike chart. During



the 2004 Traders’ Camp in Cyprus, Martin showed an updated spike chart to the class each
day. When campers asked to be added to his Spike mailing list, Martin readily agreed, but
said he was not interested in feeding passive users; anyone whao did not respond to his
e-mails with comments would be off the list after two weeks.

The group quickly shrank as noncontributing members were eliminated. At the same
time, members' feedback started to produce useful stock tips and insights. Around that time,
I read a book called The Wisdon of Crowds by James Surowiecki, who argued that groups
were smarter than individuals. That went against the common view that crowds were basi-
cally dumb. Surowiecki showed that groups were stupid when members fed off each others’
and their guru’s emotions, parroting the same line and creating financial bubbles. Smart
groups had a different structure—independent input from all members, uncontaminated
by others’ opinions, with the leader simply maintaining the group structure.

My recent experience of running webinars for small groups of traders led me to agree
with this novel view. | was struck by the high quality of tips coming out of those classes.
Webinar participants, using different methods and acting independently of each other,
generated a cascade of tips from which we could pick favorites. The Surowiecki model
seemed to work well.

That is how it all came together: Martin’s daily NH-NL mailings; the high quality of
group feedback; the Surowiecki model; and the cascade of good tips from my webinars.
e-mailed the NH-NL group suggesting we set up a system: Each member should e-mail
me their best pick for the week ahead, and I'd collate all the tips into a spreadsheet and
send that file to every group member. Most people agreed, and we went ahead, naming our
project the Spike group.

Each member is obligated to send his or her best pick accompanied by a brief text
explaining his choice by no later than 3 pm on Sunday every week. In return, he receives a
spreadsheet and a text file on Sunday afternoon containing the picks and comments of all
group members. All tips are rated at the end of the week, with three points awarded for the
#1 pick, two points for #2, and one point for #3. At the end of each quarter, group mem-
bers are rated by their total number of points and equity gain. The gold, silver, and bronze
medal-winners in both categories receive prizes, with grand prizes at the end of the year.

The members of Spike receive access to rescarch by a group of serious traders, but
accept certain obligations; failure to abide results in expulsion or fines. Members are
expected to contribute each week, with four absences permitted per quarter. Members are
free to share their own work with anyone they like, but sharing group files with outsiders
results in immediate expulsion.

Looking at the results of the Spike group competition, it is easy to be dazzled by the
winners' performance—22% gain for the first quarter of 2005, 55% for the second quar-
ter, 169 for the third. Those are results for betting the entire account on paper, starting
with the initial $1,000, on each week’s pick. Trading real money, you wouldn’t bet your
entire account on a single pick, and the results would be less spectacular, but more real.
Most group members report an improvement in their real-money performance. They
become sharper and more focused on their homework, knowing that their best picks will
compete with the picks of their friends. I asked group members to self-report whether they
traded their own and other members’ picks. The rate of trading their own picks runs at
about 60% each week and the rate of trading other picks is about 309, with some mem-
bers trading both and some none.

There are about 20 traders in our group, with a small turnover each quarter. Most of
those who left could not keep up with the workload. Membership in the group is by invi-
tation only, and we usually have a pool of candidates waiting for openings. The system
continues to function as a strong generator of trading ideas. One of the key lessons of our
group is that traders can work together as long as each does his own research and shares
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only the result, Also, these results have to be submitted simultaneously, to avoid influenc.
ing one another.

GEOGRAPHY AND TIME

If you know how to trade, you can do it anywhere in the world—but once you begin tray-
eling, you quickly discover that some locales are better suited to trading than others, Fast
Internet is of paramount importance, but the next most important factor is the time zone
from which you trade.

The U.S. financial markets are located mostly in New York and Chicago, their trading
hours set for the benefit of floor traders. The New York Stock Exchange is open from
9:30 AM to 4 pM EST, the NASDAQ keeps the same hours; bond futures trade in Chicago
from 7:20 Am to 2 pM (8:20 anm to 3 M EST), and so forth, The farther west you go, the ear-
lier you have 1o get up to watch the markets in real-time. For example, if you want to trade
the opening in bonds from California, you'll have to be up by 5:20 am, and three hours ear-
lier if you trade from Hawaii.

A couple of years ago, [ spent two weeks in Sydney, Australia, when the U.S. stock mar-
ket was very active. | needed to manage my positions and traded almost every day. The U.S.
market opened at 1:30 am local time. I'd go to sleep before midnight, wake up for the open-
ing, then go back to sleep, get up in the middle of the night, go back to sleep again, then
wake up for the closing at 8 aM and afterwards catch another hour of sleep before getting
up for a run around Darling Harbor, breakfast, and homework. I had bags under my eyes
and hated that schedule,

Going east, on the other hand., is an entirely different story, The local time in much of
Europe is six hours later than in New York. When 1 trade, say, from Vienna, the U.S. stock
market opens at 3:30 pm and closes at 10 ¢M. I can sleep late, go for a long bike ride, have
a leisurely lunch, then return to the computer and do homework to get ready for the open-
ing. After the market closes, there is enough time for dinner because you can sleep late the
next day.

What about the markets that trade around the clock, such as stock index futures? Do
not imagine you'll be able to trade them actively whenever you want. Their volumes dry
up after the main markets, in New York and Chicago, close for the day. You may be able to
bang out of a bad position or even open a new trade, but expect to face heavy slippage due
to thin after-hours volume.

Currencies, which actively trade almost around the clock, have their own problems. In
trading, you're trying to pick other people’s pockets while they're picking yours. It is hard
enough to protect your pockets while you're awake, but how about having your pockets
picked while you slecp? Stops alone will not solve this problem. Trading 24-hour markets
sounds good in theory, but presents just as many problems as opportunities for active
traders.

A beginning or intermediate trader is unlikely to have much choice where to trade,
but he can certainly decide which markets to trade. It pays to concentrate on stocks and
futures that are actively traded in your own time zone. Trading is a hard game, and you
are better off working when you are fresh and alert. The grass may scem greener on the
other side of the septic tank, but believe me, it is not. I have Australian friends who keep
trying to hit U.S. stocks, and Americans who try to trade in Europe. [t is one thing to take
on a long-term position that you do not have to monitor intraday. It is quite another to
actively trade a market while trying to stay awake. A comfortable and well-rested trader
is more likely to win.



TRADERS’ SPOUSES

As I began interviewing traders for this book, I was surprised how many of them wanted
to talk about their love for their wives. One after another talked with great feeling and
without any prompting from me about the trust, support, and encouragement he falt
at home.

The intellectual demands of the markets are not very high. In this game we only have
to deal with five factors: open, high, low, closing prices, and volume. Why then do so many
people who are successful in their professional lives fail in trading? This is because trading
places immense emotional demands on all of us. It evokes powerful feelings—fear, greed,
and so on, making it very easy to make bad decisions. A person with a happy personal life
has an advantage, while the one with a stormy personal life finds himself doubly stressed.

This is not to say that every trader in this book lives in marital heaven. Some are sin-
gle, and at least ane is currently going through an unpleasant divorce. Curiously enough,
he is also in a drawdown this year, although as a professional trader, his losses are minimal,
and [ am sure he will pull out of his slump. I still remember the deep slump I had at the
time of my divorce many years ago.

A person who goes home to a smiling, loving spouse and does not need to spend an
ounce of mental energy on figuring out the angles of a tense personal relationship is in a
much better position when he sits in front of the computer to analyze charts and make
decisions, While most traders in this book conformed to this pattern, it is difficult to trans-
late it into a specific recommendation. What you do with this insight is entirely up to you.
I can only share with you my surprise at discovering this factor in the lives of many suc-
cessful traders.

TRADING—MORE THAN MONEY

I enjoyed writing this book, Towards the end, racing to meet the deadline, I stopped trad-
ing for two months during which stocks, currencies, and several futures staged fantastic
reversals. [ saw those moves coming; the money looked as available as it ever gets, but [
stayed away, knowing I could not fully focus on both tasks at the same time.

Why write if you can trade? Probably for the same reason 16 traders in this book gave
their interviews and opened their trading rooms to you. There is more to life than money,
even to a trader’s life. This is what tight-fisted and narrow-minded folks cannot under-
stand. They have asked before and undoubtedly will ask again: Why would anyone who
knows how to trade talk about it? Why not close the door, pull down the shades, and grind
out profits? When those folks were kids in summer camp, l]ley pmbﬂl)ly ate their food
packages from home at night under a blanket. Some people are a little more tight, others
a little more generous.

Success in trading does not stem from knowing “the secret” because, as [ said before,
there is na secret. There is hard work, focus, attention lo detail, being careful with money,
being oriented toward the long term, and having a bit of flair. Why do prominent physi-
cians, actors, and engineers teach classes, bringing up the level of the competition? Because
they feel comfortable in their success, love their craft, and enjoy sharing with like-minded
people. Why does someone like Steven Spielberg give master classes on filmmaking? What
if someone learns his method, improves upon it, and makes a better movie? T am sure he'd
feel energized if that happened, see that movie, and then move on to make an even better
one himself,
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Clayton Seitz, a camper and trader at whose house I like to stay when visiting Boston,
recently said to me: “I used to race cars when I was younger. If after a race you came up to
the winner and said, “Wow, today you blew the doors off my car—what did you do?’ 11
would say: “Well, last time | was racing I had a little problem with this or that, so I made
this adjustment and that adjustment.’ If you came up to the last man in that race and asked
the same question: "Wow, towards the end you were really gaining on me, what did you do?’
he would say, ‘I cannot tell you, that is a secret.”” Trading is not the only field in which wip-
ners and losers behave differently.

This is nat to say that successful traders walk around freely dispensing wisdom ang
good trading tips. They seldom do. All have had too many experiences with people trying
to sponge off of them. When someone asks them for advice, their first reaction is similar
to how many people react to beggars—make no eye contact and quickly walk away, You
have to know how to approach them, and the best way is by sharing your work. Have noth-
ing to share? Well, that's a problem. How can you put yourself into a position in which you
will have something to share? Work, perhaps?

For me, one of the nicest aspects of trading, in addition to the freedom it provides, is
that it puts me in contact with so many interesting people. Serious traders develop inde-
pendent minds, and I find being with them very stimulating and a great deal of fun.
Looking at the faces on the cover of this book reminds me that during the past two
months, [ discussed life choices with Pascal, went bicycling with Damir, toured Dutch
canals on a motorboat with Martin, went to a museum with Andrea, and had a long talk
about terrorism with Schail, who stopped by my apartment for a cold beer on his visit
from the United Kingdom. Last weekend I went canoeing at Jerry’s summer home, and
next week [ am going to Washington, ILC., where I want to take Peter, visiting from
Moscow, to the Smithsonian Air and Space Museum.

All of us are busy studying the markets and trading for ourselves or managing other
people’s money. Still, there is more to life than money and what it can buy. 1 think of this
book’s dedication to Eddie, who, stuck on a high floor in a burning building, called his
family members and his fiancée, telling them he loved them. He did not call his bank on
that day.

Trading can give you money, which can buy many good things—freedom from hav-
ing a boss, the ability to travel wherever and whenever you like, and much more, Still, when
the chips are down, it is not money that determines the quality of your life. Your goal in
trading should be to become the best professional you can be. Your success will be mea-
sured largely by maney, but not by money alone. This is why, once again, [ want to thank
the 16 traders who opened their trading rooms—helping all of us become better traders,
and serving as examples of kindness, generosity, and drive.
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READING LISTS

After these interviews were completed, T asked each trader for a list of books they would
recommend.

Chapter 1  Sherri Haskell

15

Reniniscences of a Stock Operator, Edwin Lefévre.
My favorite: This book brings trading down to earth, as narrated by a real trader.
Its timeless lessons should be revisited every few years.

. The Visual Investor: How to Spot Market Trends, John J. Murphy.

A great book on technical analysis—comprehensive and to the point.

. Market Wizards: Interviews with Top Traders and The New Market Wizards:

Conversations with Anierica’s Top Traders, Jack D. Schwager.

These books have interviews with several different traders. You learn about individual
approaches and the value of tenacity.

. Come nto My Trading Room: A Complete Guide to Trading and Trading for a Living:

Psychology, Trading Tactics, Money Management, Dr. Alexander Elder,

Loaded with great information, innovative trading concepts, and wit.

. The Candlestick Conrse, Steve Nison.

A text- and workbook by the man who introduced candlestick charting to western
traders.

Chapter 2 Fred Schutzman

1.

2

6.

Tiading for a Living: Pspchalogy, Trading Tactics, Money Management, Dr. Alexander Elder.

. Technical Analysis of the Financial Markets: A Comprehensive Guide to Trading

Methads and Applications, John |. Murphy.
Reminiscences of a Stock Operator, Edwin Lefévre.

Elements of Successfil Trading: Developing Your Compreliensive Strategy through
Psychology, Money Management, and Trading Methods, Robert Rotella.

Market Wizards: Interviews with Top Traders, Jack D. Schwager.

The New Market Wizards: Conversations with America’s Top Traders, Jack D.
Schwager.
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Chapter 3 Andrea Perolo

L.

I3

9.

Trading for a Living: Psychology, Trading Tactics, Money Managentent, Dr. Alexander
Elder.

Along with the two classics—Technical Analysis of the Futures Markets by John
Murphy and Technical Analysis Explafited by Martin Pring—this book is clear and
complete with the two golden rules of money management (the 2% and the 6%),

Martin Pring on Market Momentunm, Martin ]. Pring.

This is the book for a deep understanding of how and why oscillators and indica-
tars work.

Pring on Price Patterns: The Definitive Guide to Price Pattern Analysis and
Interpretation, Martin J. Pring,

How to trade different price patterns and where to put stops and take profits for
each.

Schwager on Futures, Jack Schwager.

A good book on technical analysis, but I especially appreciate “Real World Chart
Analysis” in Part 2—a trading practice with 210 pages of charts. You read about a
trade based on a particular pattern, then turn the page to see how it would have
waorked.

Technical Trader’s Guide to Computer Analysis of the Futures Markets, Charles
LeBeau and David Lucas.

Another complete hook on technical analysis. The “5et-Up Pattern,” p. 75 and
pp- 138-139, works well in real trading. The authors describe this pattern for
Slow Stochastics, but I found it works even better for RSI.

Japanese Candlestick Charting 'I.L’L'.furiqncs, Steve Nison.

The main book on candlesticks.

. Charting Commodity Market Price Behavior, L. Dee Belveal.

This 35-year-old book proves that quality has no age! Still the best for volume and
open interest in the futures markets, with a very interesting chapter on COT reports.

Precisioinr Trading with Stevenson Price and Time Targets, ].R. Stevenson,
A very smart tactic for confirming valid trendline breaks.

Technical Analysis for the Trading Professional, Constance Brown.

I recommend it for the chapter on RSL

7 i"rrn'iug in the Zone: Master the Market with C'ﬂﬂﬁffence, .’)iscfpffuc, and a Winning
Attitude, Mark Douglas.

Last but not least—much easier to study than his first famous hook, The
Disciplined Trader: Develaping Winning Artitudes, Chapter 11, on taking profits, has
il \"illl.'lilh]t‘ l_r:l{|t'.—rnﬂmigement L'('H'IL'E]][.

Chapter4 Schail Rabbani

[ have tried hard to list as few books as possible and still cover the trading spectrum.

The list for traders:

L.

Trading for a Living: Psychology, Trading Tactics, Maney Manageient, Dr. Alexander Elder.
A must-read do-it-yourself guide for new traders.
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Starting Out in Futures Trading, Mark ]. Powers.

A logical introduction to financial futures.

The Investor’s Quotient: The Psychology of Successful Investing in Commodities and
Stocks, Jake Bernstein.

Trader styles and psychology.

The Disciplined Trader: Developing Winning Attitudes, Mark Douglas.
Trader’s case history and psychological introspection.

The Visual Investor: How to Spot Market Trends, John J. Murphy.
An introduction to technical analysis.

Winner Take All: A Top Commeodity Trader Tells It Like It Is, William R. Gallacher.
Criticism of market gurus and technical analysis.

. Options as a Strategic Investment, Lawrence G. McMillan.

An encyclopedic review of options.

The Bear Book: Survive and Profit in Ferocious Markets, John Rothchild.
Defensive advice for turbulent markets.

Second list, for big-picture perspective:

L,

2

3.

10.

11.

Against the Gods: The Remarkable Story of Risk, Peter L. Bernstein.

. The Dollar Crisis: Causes, Consequences, Cures, Richard Duncan.

Running an Empty: How the Democratic and Republican Parties Are Bankrupting
Our Futnre and Whar Americans Can Do about It, Peter G. Peterson.

Bull’s Eye Investing: Targeting Real Returns in a Smoke and Mirrors Market, John
Maudlin.

Financial Reckoning Day: Surviving the Soft Depression of the Tiventy-first Century,
William Bonner and Addison Wiggin.

Tomorrow’s Gold: Asia’s Age of Discovery, Mare Faber.

. The World Is Flat: A Brief History of the Twenty-first Century, Thomas L. Friedman.

Wealth and Democracy: A Political History of the American Rich, Kevin Phillips.
The Case Against the Fed, Murray N. Rothbard.
The Creature from Jekyll Island: A Second Look at the Federal Reserve, G. Edward Griffin.

Crossing the Rubicon: The Decline of the American Empire at the End of the Age of
Oil, Michael C. Ruppert.

Chapter 5 Ray Testa Jr.

1

rJ

Come into My Trading Room: A Complete Guide to Trading, Dr. Alexander Elder.
Reminiscences of a Stock Operator, Edwin Lefevre.

How to Trade in Stocks, Jesse Livermore and Richard Smitten.
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i

Stock Market Wizards: Interviews with America’s Top Stock Traders, Jack D,
Schwager.

Trend Following—How Great Traders Make Millions in Up or Down Markets,
Michael W. Covel.

Seven Habits of Highly Effective People: Powerful Lessons in Personal Change, Steven
R. Covey.

Chapter 6 Mike McMahon

These books had the mast impact on my trading, in the order that I read them:

L.

2

Trading for a Living: Psychology, Trading Tactics, Mouey Managenent, Dr. Alexander
Elder.

My first awakening from “online/short-term investing” to real trading,

Comre into My Trading Room: A Complete Guide to Trading, Dr. Alexander Elder.

Greatly expanded my record-keeping and money management.

Trading in the Zone: Master the Market with Confudence, Discipline, and a Winning
Artitude, Mark Douglas.
Improved my trading psychology and confidence.

Trading Rules: Strategies for Success, William E. Eng.

50 common sense rules—I focus on one of them cach week as a reminder during
the trading year. (This week is #32: Never permit speculative ventures to turn into
investments. )

. Riding the Bear: How to Prosper in the Coming Bear Market, Sy Harding,

An author who believes in bear markets and sees the fallacies of “buy and hold.”

Trading Classic Chart Patterns, Thomas Bulkowski.
[ don’t use patterns a lot, but this works well as a “pattern encyclopedia” and 1
especially like his method of scoring patterns.

Technical Analysis: Power Tools for Active Iirvestors, Gerald Appel.
A greal book from the creator of one of my favorite indicators, MACD.

Chapter 7 Gerald Appel

1.

Technical Analysis of the Financial Markets: A Comprehensive Guide to Trading
Methods and Appiications, John J. Murphy.

Fine, broad coverage of technical indicators; a good foundation and reference
source.

Stock Trader’s Almanac, published annually, Yale Hirsch and Jeffrey A, Hirsch.

The 38th edition was published in 2005. Probably the best source of information
on seasonal factors in the stock market.

. Profit Magic of Stock Transaction Timing, ].M. Hurst, 25th anniversary edition.

A classic discussion of stock market timing cycles and ways to profit from them.
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Chapter 8 Michael Brenke

Books in order of importance:

I

T
H

Trading for a Living: Psychology, Trading Tactics, Moniey Management, Dr. Alexander Elder.
Useful information that helped me get started, with rules that limited my losses

during the early years. Without this book I would probably still be struggling and
more than likely would have had to consider another line of work.

How I’ve Achieved Triple-Digit Returns Day-trading: 4 Hours a Day, David Floyd.
I learned a very valuable lesson about staying in tune with the market.

The Master Swing Trader: Tools and Techniques to Profit from Outstanding Short-
Term Trading Opportunities, Alan S. Farley.

I learned to watch daily and intraday charts together, and this, combined with the

Impulse system from Come info My Trading Room, had a serious impact on my
results.

. Technical Analysis of the Financial Markets: A Comprehensive Guide to Trading

Methods and Applications, John ]. Murphy.
A good book for learning the basics of chart patterns.

Chapter 9 Kerry Lovvorn

I,

(3]
H

Trading for a Living: Psychology, Trading Tactics, Money Management and Come into
My Trading Room: A Complete Guide to Trading, Dr. Alexander Elder.

These are must-reads for any trader looking Lo pursue the trading profession. They
cover the entire game in a very enjoyable way. Trading for a Living gave me a jump
start on my path to trading.

12 Habitudes of Highly Successful Traders, Ruth Roosevell.

Preparedness is essential in any profession. Successful traders have a habit of being
prepared.

Except tonal 1 'rmffn_g, Ruth Roosevelt.

I believe knowing yourself has the biggest impact on your trading.

Investor Therapy: A Psychologist and Investing Guru Tells You How to Out-Psych
Wall Street, Dr. Richard Geist.

Trading in the Zone: Master the Market with Confidence, Discipline, and a Winning
Attitude, Mark Douglas.

The Trading Game: Playing by the Numbers to Make Millions, Ryan Jones,

Money management is exceptionally important, second only to the understanding
of one's self.

Market Wizards: Interviews with Top Traders and The New Market Wizards:
Conversations with America’s Top Traders, Jack D. Schwager.

Schwager writes: “I am frequently asked whether writing this volume . .. helped
me become a better trader. The answer is yes, but not in the way peaple expect.
No trader revealed to me any great secrets... The single most important lesson
provided by the interviews is that it is absolutely necessary to adopt a trading
approach precisely suited to one’s personality.”
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Studies in Tape Reading, Rollo Tape.
I keep this classic in my briefcase for regular rereads.

Technical Analysis: Power Tools for Active Investors, Gerald Appel.

[Title Yet Unknown], David Weis.
David, you must complete your book; [ am convinced it will be a classie,

Chapter 10 Dr. Diane Buffalin

L.

Trading for a Living: Psychology, Trading Tactics, Meney Managenient, Dr. Alexander
Elder.

Chapter 11 David Weis

Influential books directly or tangentially related to trading (in no particular erder):

1.

2

3,

10.

Technical Analysis of Stock Trends, Robert D. Edwards and John Magee.

. Studies in Tape Reading, Rollo Tape (Richard Wyckoff’s pseudonym).

Tape Reading and Market Tactics, Humphrey B. Neill.

Prices, George F Warren and Frank A. Pearson.

A History of Interest Rates, Sidney Homer and Richard Eugene Sylla,
Market Wizards: Interviews with Top Traders, Jack S. Schwager.
Profits in the Stock Market, H.M. Gartley.

Freedom from the Known, Jiddu Krishnamurti.

. The Wisdom of Insecurity, Alan W. Wallts.

Siddhartha, Hermann Hesse.

Chapter 12 Bill Doane

1.

How Charts Can Help You in the Stock Market, William L. Jiler.
A much easier read than Technical Analysis of Stock Trends by Edwards and Magee,
which is the bible of technical analysis.

Jesse Livermore Speculator King, Paul Sarnoff; and Reminiscences of a Stock Operator,
Edward Lefevre.

Anyone wishing to become a successful trader must read about the life of Jesse
Livermore.

Trading for a Livina: Psychology, Trading Tactics, Money Management, Dr. Alexander
Elder.

On the top-10 list of any experienced investor or trader.

The Crowd, Gustave LeBon and Extraordinary Popular Delusions and the Madness
of Crowds, Charles Mackay.

These two classic books on crowd psychology can help one understand the manias
of the Japanese market in the "80s, the run-up of gold to $880/ounce, and the bub-
bles of Internet stocks and house prices.



-
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Reading Lists

The Battle for Investment Survival, Gerald M. Loeb.

An investment primer that has withstood the test of time; chock-full of helpful
observations gathered from hands-on experience,

Chapter 13  Peter Tatarnikov

1.

Intraday Trading Systeni: Five Points for Success, V.1. Safin.
A manual by the chief trading instructor of our firm, rating each trade on a five-
point scale; the book is being translated into English.

Chapter 14 Damir Makhmudov

1.

Trading for a Living: Psycholagy, Trading Tactics, Money Management and Come mto
My Trading Roont: A Complete Guide to Trading, Dr. Alexander Elder.
These books cover all the major aspects of trading the markets. Their study guides
test you and provide feedback on your understanding of the material.

Recommended courses:

Technical Analysis and Specialized Techniques in Technical Analysis, Securities
Institute of Australia, www.securities.edi.an

Technical analysis is covered in a very organized way, with lectures, assignments,
examinations, Q&A, etc. Optional certification in Technical Analysis from the
Australian Technical Analysis Association is possible after completing these courses.

Chapter 15 Pascal Willain

[ suggest reading the following books in the proposed order:

I-d

The Four Pillars of Investing: Lessons for Building a Winning Portfolio, William |.
Bernstein,

First, you need to understand the very large picture: asset allocation. This book is a
great help in deciding what percentage of your assets to put in cash, stocks, real
estate, etc. It advocates diversified index funds instcad of specialized, managed
funds, particularly addressing the bad returns of the former compared to the latter.

How to Make Money in Stocks: A Winning System in Good Times or Bad, William .
O'Neil.

You need a good stack-picking strategy for the money you decide to put in the
stock markel.

. Fire Your Stock Analyst: Analyzing Stocks on Your Own, Harry Domash

The third step is to analyze stocks you select for investing. This is a must-read for
those who are not accustomed to reading balance sheets; enables you to perform
your own fundamental stock analysis.

Trading for a Living and Come into My Trading Rooni, Dr. Alexander Elder.
Then come Dr. Elder’s technical analysis books that show how to build your
entry/fexit strategy and money management policy.

Portfolio Managenent Fornulas: Mathematical Trading Methods for the Futures,
Optians, and Stock Markets, Ralph Vince,

Finally, for math lovers and those who have already developed a winning strategy,
this book on money management will help you optimize your method and maxi-
mize your capital growth while reducing your risk.
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Chapter 16 Martin Knapp

1. Trading for a Living: Psychology, Trading Tactics, Money Management, Dr. Alexander
Elder.

My all-time favorite, without which I would not be where I am today.

[ B

Come into My Trading Room; A Complete Guide to Trading, Dr. Alexander Elder,
No book in my library has more mark-ups.

3. How I Found Freedom in an Unfree World: A Handbook for Persanal Liberty, Harry
Browne.

Great views on living a life of freedom.

4, Jesse Livermore: The World’s Greatest Stock Trader, Richard Smitten.
I prefer it to the more famous Reminiscences of a Stock Operator.

5. The hmer Game of Tennis, W. Timothy Gallwey.
A different approach to “doing a martin.”
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A

advisory services, 120, 138, 210

age, 116, 238, 310

Appel, Gerald, 9, 118-135

arbitrage, 120

asymmetrical tolerance for profits
and losses, 239

Australian Technical Analysts
Association, 242, 257

Autoenvelope. See envelopes

B

back-testing, 32, 47, 99, 102, 236, 309

bar height, 126

Bollinger bands (standard deviation
channels). See envelopes

bottom fishing, 23

breakout, 9, 13, 16, 51, 54, 86, 127,
195, 206, 209

false breakout, 96, 184

Brenke, Michael, 136-157
Briese, Steve, 50
brokers, 68, 86, 120, 159-160
Bruns, John, 10, 247
bubble, financial, 68, 129
Buffalin, Dr. Diane, 176-191
bulls and bears, 206
bear market, 17, 55, 73, 86, 103,
120, 135
bull market, 17, 20, 73, 86, 89, 210,
231, 235
buy-and-hold, 69, 98

C

Cameron, Peter, 329

campers meetings, 4, 13, 85, 99, 137,
277, 280

candlestick charts, 15, 16, 26, 52, 105,
142

casino, 29
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channels. See envelopes Doane, William, 208-223
charting, 81-82, 129, 193, 207, 209, Douglas, Mark, 54
223 drawdown, 40, 308
base, 209-210
chart patterns, 173 E
classical charting, 64 earnings announcement, 139, 178
double bottom, 53, 95, 150 eccentricity, 106
double top, 153 Eckhardt, William, 200
fish-hook pattern, 294-295 education, 125, 155
head-and-shoulders top, 87, 88 Efficient Market theory, 222
reversals, 226 Elliott Wave theory, 194, 207
triangle, 59 emotions in trading, 47, 107, 122,
wedge, 123 135, 157, 202, 222, 317
Conze into My Trading Room, 7, 45, emotional maturity, 222, 310
56, 116, 155, 255, 280 fear of pulling the trigger, 138,
Commitments of Traders (COT), 50, 308
56, 227 hope, 23
Commodities. See futures engineers, 101, 102, 106, 107
computerized analysis, 64 envelopes (or channels), 9, 98,
conspiracy theory, 271 123-125
contrary opinion, 211 Autoenvelope, 243, 283
Cook, Wade, 103 Bollinger bands (standard
crowd, behavior, 64, 81, 98 deviation channels), 9, 34, 35,
currencies, 39, 316 41,98, 142, 163
cycles, 223 Donchian channel, 35, 41
price targets, 97, 98, 114, 149,
D 254
damaged account, 308. See also expenses of trading, 121
trader’s rehab commissions and fees, 82
dealing, 225-226
DeMarco, Jr., Paul (Bucky), 32, 40, F
91, 290 “Fallen Angels”, 215, 219, 294
developing a system, 29, 121, 157 Fibonacci numbers, 51, 207
discipline, 29, 32, 40, 65, 75, 80, 83, Force Index (FIL), 10.
173,195 (Almost every daily chart by
discretionary trading, 37, 38, 41, 43, Dr. Elder includes FIL)
45, 82, 98, 242, See also system forecasting, 77, 81
trading freedom. See alse impulsivity, 65, 79
divergences, 9, 10, 18, 24, 36, 53, 56, front running, 68

59, 73, 95, 126, 132 fun, 79



fundamental and technical analysis,
8, 44, 51, 82, 241, 247, 267
futures, 20, 25-26, 50-51, 69, 210
commercial traders, 51
futures featured in trading
examples
British pound, 233-237
coffee, 27-28
corn, 52-57
cotton, 41—44, 243-255
euro, 35-38, 211, 229-233
gold, 129
silver, 58-63
sugar, 196-200
Treasury bonds, 201-205

G

gamblers, 179

games of chance or skill, 82
Granville, Joseph, 290

Greater Fool theory trades, 9, 24, 98
Grove, Nig, 280, 291

gurus, 53, §2

H

Haskell, Sherri, 12-29

hedge fund, 32, 45-46, 211

hedging, 241, 242, 248

homeworlk, 14, 280281, 291,
312-314

Hound of the Baskervilles signal, 173

I
Impulse system, 10, 11, 110, 296
(All charts by Dr. Elder include
the Impulse systen.)
impulsivity, 79
independence, 65, 79
indicators,

confirmation, 128

Index

hard and soft signs, 80

MACD (Moving Average
Convergence-Divergence), 9,
16, 119

MACD-Histogram, 9, 15, 21, 22,
35, 53, 58, 104-106, 110-112,
142. (Almost every chart
by Dr. Elder includes
MACD-Histogram.)

MACD Lines, 9, 35. (Almost
every chart by Dr. Elder
inicludes MACD Lines.)

Momentum, 142

moving averages (MA), 9, 40, 86

exponential moving average
(EMA), 9, 10, 104-106,
110-112. (Almiost every chart
by Dr. Elder includes an EMA.)
simple moving average (SMA),

34, 41

parameters, 169

RSI (Relative Strength Index), 15,
16,21, 22, 105

Stochastic, 15, 16, 21, 22, 104-106,
110-112, 142

indicators in trading examples

(page numbers refer to the first
chart in the chapter where the
example appears.)

Active Boundaries, 273

Autoenvelope, 243, 283
(also included on most
daily and intraday charts
by Dr. Elder)

Bollinger bands, 35, 142, 163, 181

Candlesticks, 15, 53, 105, 142

Donchian channels, 35

envelope, 104, 123, 163

Effective Ratio, 264

Lifective Volume, 263
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indicators in trading examples,
continued
Force Index, 163, 242, 282
(also included on daily and
intraday charts by Dr. Elder)
Forex Club Sentiment Index
(FCSI), 229
Impulse system, 104, 162, 282
(also included on all charts
by Dr. Elder)
Momentum, 142
moving averages, exponential, 15,
70, 87,104, 162, 242, 282
(also included on all charts
by Dr. Elder)
moving averages, simple, 35, 142,
181, 229
MACD-Histogram, 15, 35, 70, 87,
104, 142, 162, 181, 242, 282
(also included on all charts
by Dr. Elder)
MACD Lines, 15, 35, 70, 87, 104,
123, 162, 181, 242, 282
(also included on all charts
by Dr. Elder)
MACD-Oscillator, 53
RSI, 105
Stochastic, 104, 142, 181
TSV, 15, 87
volume, 15, 52, 163, 197
industry groups, 86, 99, 293
Internet Software & Services, 92
Medical Instruments and
Supplies, 89
insider trading, 271
Intershow (Traders” Expos and
Money Shows), 6-7, 20,
102, 329
intuition, 134
counterintuitive trading, 256

PO (initial public offering), 17

K

key reversal, 44, 214

Keynes, John Maynard, 81, 228
Knapp, Martin, 276-305
Kiyosaki, Robert, 86

L

limit orders, 71

Livermore, Jesse, 25, 29

losses, cutting, 23, 40, 67, 83, 91, 102,
116, 123, 154, 186, 188

Lovvorn, Kerry, 158-175

low-priced stocks, 210

M
Makhmudov, Damir, 240-257
managing other people’s money, 33,
34, 45-46, 120, 122
Market Wizards, 200
mass psychology. See psychology
McMahon, James (Mike),
100-117
money management, 39, 65, 80, 140,
167, 246, 251, 311
the 2% Rule, 7-8, 80, 101, 116,
138-139, 140, 155, 290, 302
the 6% Rule, 8, 80, 101, 116, 250,
304
Morningstar, 86, 121
Murphy, John J., 31
mutual funds, 86, 103, 121

N

Nasdaq, 86, 123—133

New High—New Low Index, 70, 76,
290,314

news, trading, 179, 181, 185, 238



0]
options, 9, 69, 75, 120-121, 177-180,
189-191
in/out-of-the-money, 71, 75
on the S&P, 70-72
versus stocks, 189
writing options, 191
options in the trading examples
on the Nasdaq, 123-125,
129-131
on KLAC, 75
on the S&P, 70
overbought, 43
oversold, 123

P
paper trading, 7, 138, 157, 205, 308
Perolo, Andrea, 48-65
price
extremes, 150
meaning of, 9
price/earnings ratio, 129
probabilistic versus deterministic
processes, 173
profit, 102, 115, 145, 156, 180
taking, 54-55, 266
target, 18, 94, 114, 287
psychology, 239
individual, 81, 139, 257
mass, 68, 226
pullbacks, 86, 126, 162

R

Rabbani, Sohail, 66-83

range, 162, 196

rating trades, 250, 255-2506
entries and exits, 109, 255-256

real estate, 70, 83, 211

record-keeping, 20, 102, 116, 311

re-entry into a trade, 245-246

Index

risk
limiting, 53, 133, 162
risk/reward, 33, 213, 283, 287, 300
round numbers, 62
Rule of Five, 146
rules for traders, 26, 29, 47, 65, 70,
80, 140, 157, 238, 290, 312

S
Schutzman, Fred, 30-47, 290
Schwager, Jack, 239, 329
seasonals, 51
secrets, 3, 160, 317
Seitz, Clayton, 318
Sentiment Index, 227
short-selling, 125
sideways movement, 70
size of trades, 242, 311
large positions, 197, 223
small positions, 157
software used by interviewees
Charles Schwab, 84
CQG, 118
Effective Volume, 258
Elder-disk, 240, 278
eSignal, 12, 136, 149
Excel, 25, 30, 258
Futuresource, 49
MetaStock, 118, 136, 149, 278, 240
Qcharts, 66, 176, 192
Quicken, 136
Quotelinks, 258
Rugg & Steele, 118
Rumus, 224
Stockcharts, 12
"TC2005, 12, 84, 100, 158, 208, 276
TEC-charts, 49
Trader's Governor, 100, 276
TradeStation, 30, 100, 118, 158, 276
(almost all charts by Dr. Elder)
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Index

S&P, 139, 142-143, 150, 152, 153
Sperandeo, Victor, 53
Spike group, 282, 314-316
sports, 134-135, 141, 223, 241, 256,
294, 300
sports, continued
fishing, 194, 201
squeeze play, 162
squinting at a chart, 108, 132, 184, 187
stocks in trading examples
AMZN, 92-97
ASK], 15-19
BSX, 8791
CECO, 185-189
CKR, 110-115
DRAX, 217-220
DYN, 263-266
GEF, 286-290
GNCMA, 104-109
GRMN, 21-25
KCS, 267-270
KLAC, 75-79
KMRT, 1658-173
LAYN, 162-167
OPWYV, 262
QQQQ, 282-285
RSH, 150-155
SINA, 212-216
TMR, 273-274
TZOO, 28
WEN, 181-184
YHOO, 143-145, 147149
stops, 25, 39, 57, 70, 71, 163, 170, 226,
244
break-even, 79
hard and soft, 80, 134, 284
SafeZone, 80
trailing, 60
support and resistance, 98, 129-130,
206, 248

Surowiecki, James, 315

sweet zone, 111

system trading, (see also
Discretionary trading) 32, 37,
38,41, 42, 43, 45, 47, 99,
227-228

Systems and Forecasts, 119

T
Tatarnikov, Peter, 224-239
taxes, 129
Taylor, Lou, 10, 24, 310
Technical Analysis of Stocks and
Commodities, 278
Testa, Jr., Ray, 84-99
three M’s of trading (Mind, Methad,
Money), 7, 116
tick, 165
time, 109, 129, 191, 210, 310, 316
timeframes, 8, 95
Trader’s Governor, 101, 106, 116
trader’s rehab, 308, 310-312
traders
an average private trader, 79
beginners and amateurs versus
experienced, 3, 7, 102, 116,
128, 168, 173, 202, 227, 233,
238, 307
female and male, 4, 13, 178
individual and institutional,
83
Traders’ Camps, 4, 101, 103, 119,
159, 162, 177, 193, 206, 221,
255, 280
traders’ families, 120, 122
parents, 17, 26-27, 85, 119-120,
134, 137, 159, 179
spouses, 85, 106, 122, 137,
141, 161, 177, 228,
260,317



trading, 167
day-trading, 145
swing trading, 145
trading versus investing, 81
trading diary, 6, 29, 67, 76, 97,
138-139, 155-156
trading manual, 139, 140
trading for a living, 65, 82
Trading for a Living, 7, 10, 46, 95, 103,
138, 146, 155, 160, 278
trendiness, 135
trendlines, 37, 51, 52, 53, 39, 107, 123,
172,214
trendsetters, 261, 271-272
Triple Screen trading system, 8, 95,
257

18]
uncertainty, 103, 128, 194, 308
US dollar, 25, 69, 72, 211

A
Value Line, 85

Index

value trades, 9, 24, 43, 126.
(Compare with Greater Fool
Theory trades)

cheap or expensive, 285

rubber band effect, 43, 104, 107,
289

value zone (identified by moving
averages), 9, 19, 24, 39, 43, 90,
220

VIX, 72
volatility, 226

Volume, 10, 13, 16, 162, 164, 206
Active Boundaries, 272
Effective Ratio, 264
Effective Volume formula, 261
Large Effective Volume, 262

w

webinars, 5, 110, 315

Weis, David, 162, 173, 192-207, 283
whipsaws, 39

Willain, Pascal, 258-275

Wyckoff, Richard, 193-194, 198

341



(comtinned from front flap)

Your goal in trading should be to become the best
professional you can be.

We owe a debt of gratitude to the sixteen traders
who opened their trading rooms—helping all of us
become better traders and serving as examples of
kindness, generosity, and drive. They show us that
there is more to life than money, even in a trader’s
life. This book is designed to help you break out of
isolation, learn from others, pick up ideas that suit
your style, and return to your trading room a bet-
ter, more confident trader.

Dr.ALEXANDER ELDER is a professional trader, a
teacher of traders, and a pracricing psychiatrist. He
is the founder of elder.com, an educational firm for
traders worldwide. Dr. Elder is the author of two
international bestsellers, Trading for a Living and
Come Into My Trading Roomn (and their compan-
ion study guides), both published by Wiley. He is an
avid traveler, as chronicled in his book Straying
Sfrom the Flock: Travels in New Zealand (Wiley).
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ENTRIES
& EXITS

Study Guide for Entries & Exits

Entries & Exits takes you behind closed doors, into the trading
rooms of sixteen private traders. They live in different countries,
trade different markets, and use different methods, but all
share a dedication to trading. Your guide on this journey is
Dr. Alexander Elder, a bestselling author, professional trader, and
practicing psychiatrist.

Each visit begins with a description of each trader’s background
and methods. He or she walks you through a winning and a los-
ing trade, showing his or her signals on the charts, and explaining
the reasoning behind them. After studying the entry, you are
invited to decide whether that trade is likely to make or lose
money. After you turn the page and see the exit, you learn how
that trade worked out. Dr. Elder then shows you his charts for
every trade and explains his analysis and decisions. At the end
of each interview, he discusses a key aspect of trading, relevant
to the trades you have just studied.

Entries & Exits provides an up-close and personal look at how
real traders select trades and make decisions. You'll benefit
from their hard-earned insights into trading psychology, analytic
techniques, money management, record-keeping, and other
essential aspects of successful trading. The book delivers a
variety of concepts and techniques that will help you become
a better trader romorrow than you f_nrc'ltuday.

Be sure to work through the companion volume to Entries & Exits before you risk a
dollar in the markets. The Stuedy Gitide contains 101 questions and answers, includ-
ing twenty-five case studies. Each of them challenges you to focus on some essential
aspect of successful trading.

There are seven chapters in this Study Guide—Organization, Psychology, Markets,
Trading Tactics, Money Management and Record-Keeping, Case Studies, and Traders
Speak. Each cavers a major area of trading and offers you a rating scale, allowing you
to measure your competence level. Now you can discover and fill any gaps in your
knowledge without risking any money.

The answers in the back of the book provide detailed explanations of the right and
wrong answers to the multiple-choice questions. A large number of those questions
and the case histories in this Stidy Guide were contributed by traders interviewed
in Entries & Exits, linking both books into a single, powerful tool for developing
trading skills.

Use Dr. Elder’s Stizely Guide together with Enéries & Exits to make the most of your
time s you learn to tike advantage of market opportunities.
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