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« When to enter and exit trades based on Level 2 signals

@ Main Points:

In addition to providing insight regarding market maker activity in a stock, Level 2 should be
used to help you time your "scalp” trade entries and exits

Itis worth mentioning again that you should Not use Level 2 alone for your trading decisions,
@It can Give false Impressions of support and resistance; use Level 2 glongwih Time & .
Sales, 1-minute charts and general market (or sector) direction to make trade decisions

Level 2is more useful for trading sore stocks than it is for other stocks. For example, | find
Level 2 not useful at allfor trading WCOM, AMZN and INTC, but very useful for stocks like
CIEN CMCSK and NOVL. Factors to look at are: how fransparent' are the lead mm's axes in
the level 2 box for the specific stock the ratio of how many mims vs ECN orders are
represerted on the Level 2 (eg the higher the ratio of ECN orders to mm orders the less
useful L2 is; example:eg DCLK heavily traded on ECNs 50 L2 not as useful).

This lesson s designed to help you develop two additional Level 2 daytrading skills: a)

knowing how to time your trade entries in Level 2, and by identifying "high-potential” trading
opportunities that can orlly be Seen in a Level 2 screen

Timing Your Trade Entries/Exits Using Level 2
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Situations to avoid buying into:
RIS TR -
As we mentioned previously, the b 776 10 "
“tape is king", not level 2 bands,

however we can at least identify
danger signs on Level 2 to avoid
buying into.

#1) "Wall of Sellers at the Inside” -
comimon sense, if you have many
sellers to go through and you're
buying long this is a no-no. e o
Conversely, this is a terrific short
opportunity (if you can get an uptick)
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#2) Indeterminateflow-percentage

level 2: IFyour t&:s and charts are not S 9178 b1 asz 10x7 105 W®
giving you a clear direction and L2 [ [5d [elm. (2 ]9

has an approximately equal number [

of buyersfsellers (or within 10% of

being equal), avoid ertering a trade

Again, you orlly wart to enter
daytrades on "high-percentage
opportunities”, not guesses

Keys to Success in Timing Level 2
Trades:
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hun trading with Level 2: let's look at the
mechanics of using it correcly to time
entries and exits

Timing your Entries: Again there's
o times you wart to buy: on breakouts
and on strong bottor bounces. You see
those two on your one-mmintte charts.

Timing entries with level 2 - here's some
tips e found helpful

1. The inside bid/ask ratio of market
makers and ECN is important for
timing when you buy or initiate a short.
Having one or more of the 4
heavyweight mm's (MSCO MLCO
SBSH GSCO) on the inside is a "strong
hand" vs. ECNs only. In this example,
you see both SBSH and GSCO onthe
bid with only ECNs (ISLD/INCA) and a
weak mm bid (MONT at 1) on the ask
This is very bulish

(Unless, of course, TS is telling you
differently due to mm's disquising
orders via ecn routing; eg if you see 30
orders go through at 27 1/4 and INCA
doesrt weaken, then there's a stong
seller, another red flag)

SBSHe 2731610

2. Buying when the lead seller is done selling
for now. Let's say some traders are seling via
INCA, and INCA now disappears off your inside
ask, leaving just ISLD and MONT. This is a good
time to buy stock, but you must be fast, as the ISLD
and MONT sellers willtry to pulltheir offers to sell
as well. Here's an example of where a SOES buyto
MONT would be & good way to take his stock
before he can respond. haha, then the next thing
you know the stock is trading 27 5/16 x 27 3/8 (the
next major "hurdle" for buyers to overcorne); and if
SBSHIGSCO and others join the bid, making the
yellow inside bid width look good, youive got a
winner. Set your stop initially at where you bought
in, and trail your stop up, exiting with 1/4 - 5/8 profit
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offer stock oLt at the ask, or ever hit the
bid toliquidate? Let's look at some
timing indicators. The top L2 NOVL
window would tell youto sell at 21 7/16
if you could, if you were in from earler,
as its highly unlikely that all the sellers
will liquidate their stock at 21 1/2, 5o the
price may drop 1-3 spreads, shrinking
your profit

Again, use level 2 in moderately slow-
paced stocks to buy at the offer, sell at
the ask whenever possible, 5o you're
not giving up 2 spreads of profit every
time you buy and sell. Only pay retail
when the stock s moving against you
quickly, and the speed is most
importart. (in which case you might
even want to preference an outside-of-
the-market mm at a lower bid price 5o
you May be able to exit)

In general, exit when T&S tells you that
there's more sellers than buyers. Look
for these confirmation signals on Level
2

1) The number of market
participants (both mms and ECNs)
starts to shrink on a) the inside bid
and b) the green band (first outside bid

o o= SRBIRE

2) The quantity of the lead bidders' size starts to
shrink: egif GSCO's 10tumsinto a 6 or a 1 then he's
going to disappear if he's really buying then his 10
would've stayed the same through muliple sellers as seen
ont&s, as he refreshes for the fier size.

3) A "wall of sellers" starts to build, for exarmple if you
see either the number of mrm's increase by 2-3in either
the yellow or green ask column, you should get out for
now. Rernermber, you can always buy back in later when it
looks safe
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participants as a leading indicator. 4) You see the "ax" or other major mm flip from the

Example: if (for the SBUX L2 window) bid to the ask. Example: if GSCO jumps over to the
both BRUT and STRK disappear and yellow ask and 2 more people join him at the bid, you
show up down at 27 1/2 should hit the bid at 27 5/8 and get outta there now.

Always remember: When in Doubt, Get OUT! Shakes notwithstanding, you can always re-enter

your position at maybe 1/16th or so higher if you were wrong and it was going your way. | frequently
find myself getting out a "bit sooner” than the crowd does, before the stock drops 1/4 poit or

more..its an instinct that says "nah, they're not buying anymore, it's "ify", I'm outta there "

Identifying High-Potential Daytrades using Level 2

Remember to use Level 2 as a secondary decision
support tool to help youtime exact entries and exits to
within 1/16th; it's a "microscope”

Don'tuse Level 2 alone to decide whether or notto
buy or sell stock, but rather when (within a 2-minute
timeframe) to buy or sell, after making your initial
decision using T&S, 1-minute chart and overal
market (or sector) strength and direction. Many
traders misuse level 2
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IF the stockis "breaking out" of a trading range,
naking a new high, trading actively in one direction,
or making a bounce off a hard sellof

Last seller on inside ask about to |||
disappear, buy it ard watch the pric
It's usually safe to buy if t8 shows all buyers and e

yoiTe one of the last ones to buy right before an ask [ 1D [ Bid L Bfirmeimor a—sespe
price level disappears off the L2. II

How it Works: Lets say this NETA used to have 4
sellers at 24 3/8, and now traders have bought so
ruch that there's only the instinet (INCA) seller left,
showing an ask size of one or so. If youre fast, you
can "jump on board the last train at the spread” and
buy from INCA before the L2 inside goes up a spread
(to 24 3/8 bid, 24 7/16 ask). f you time these right,
they are usually good for a fast 1-3 spreads profit.(For
active traders with daytrading brokers only-ype

play)

Msco 24346 10

10

(As | mentioned before, for moderate or slow-paced
stocks you always want to buy at the bid, sell at the
ask: this fip is for fast moving stocks)



[image: image8.png]This usually works when you're buying ahead of a
major support level (usually at 1/4 1/2 3/4 and whole
numbers) that has  lot of people bidding for the
stock

Inthe QWST example to the right you see a wall of
buyers at 34 1/2. Thus, making a bid at 34 9/16 (or 34
19/32to frontrun DLJP haha) is probably smart

Secret fo Scalping wSupport in Level 2 Daytrading.

When | scalp, (most of my trades are scalps within a
20-minte rounclrip) | will use Level 2 walls of support
atthe first oLtside bid (green band) to set my stop.

For example, if| buy at 34 9/16, | would trade this as
follows: ry stop is at "Il sell i the wall of buyers at 34
112115 almost gone”. In other words, if | bought at 34
9/16 and it tradles down, the inside now becomes 34
112 34 /16 and then the green (now yellow) wall of
bidders shrinks down to say 4-5 bidders from it's
current 17 then Il get nervous and probably hit the
bid

This is because the stock didn't do what | thought it
would, namely bounce off the 34 1/2 support and
climb higher, to a next resistance of 35. Make sense?

So, my downside is maybe 1/8th of a poirt. My target
is 718, or about a 3/8 profit. 11l be smart enough to ext
the trade ifto the buying strength, before it reaches
15/16 and fades back to 3/4
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[image: image9.png]So, my downside is maybe 1/8th of a poirt. My target
is 718, or about a 3/8 profit. 11l be smart enough to ext
the trade ifto the buying strength, before it reaches
15/16 and fades back to 3/4

Of course, if volure picks Up a lot then it may
continue on strongly through whole number resitance,
but | don't bet on . Rermermber, you can atways buy
backin later. So, il buy here, sell up at 7/8, wait for a
shake off 35, then buy back in at 35 118, if it goes up
there. That's how to daytrade, folks

Ok, time to practice: try papertrading with the above tips; perhaps print this page or summarize the
i points and see how itworks for the stocks you trade. Remernber to keep an eye on the ratio of
'S to ECN's on the inside bidfask as a key indicator, and that Level 2 is much less useful for
stocks that do most of their trading through ECNs

Level 25 a secondary indicator to use for scalping and precision timing for entries and exits, not a
major decision support tool as to whether you should be buying or selling the stock in the first place.




