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Infroduction

One day back in early 2001, | called an equity salesperson in Chicago to ask whether
he would be interested in meeting to discuss some technical analysis techniques. He quickly
declined, calling technical analysis a "voodoo science™ and arguing that it was fundamental
analysis that truly drives the markets.

Two years later, | received a call from that same salesperson. He had had a major
change of heart. He invited me lo visit him so that we could talk about technical analysis. |
wondered what had made him change his mind. He said that his clients had started
observing charts, and that if he wanted to keep their business he had to learn how to speak
their language.

Traveling around the United States and Canada to discuss technical analysis with
traders, fund managers, analysis, and investors, | have come to two conclusions: Market
participants today are using technical analysis more than ever before, and most of them are
struggling to identity which techniques they should be applying to their markets of interest.

Every year, | find myself spending increasingly more time talking to portfolio managers
who are using a hybrid of fundamental and technical analysis to identify potential
investments. As a result, | get more and more calls from salespeople and sales traders, all
scrambling to understand how to incorporate technical analysis into their conversations.

Here's how | introduce technical analysis to those newly converted to the technical
approach: Fundamental analysis tells you the "what" and the "why," whereas technical
analysis tells you the "when" and the "how." Analyzing a company's financial statements,
the broad economic picture, and other fundamental factors helps investors identify which
securities should be moving based on market environment. But when you look at a price
chart, you're peeking into the minds of millions of traders to gauge their collective
psychology. What's more, you're studying trends and momentum to see how traders have
reacted to historical events and news flow. That's why investing without looking at a chart
puts you at a major disadvantage.

One of the questions | pose at the beginning of seminars is "Does technical analysis
work because people use it, or do people use it because it works?" The first part of that
question positions technical analysis as a self-fulfilling prophecy—if enough people expect a
certain price movement and make trades in anticipation of that movement, then the price will
move as a result of their own actions. The second part suggests that there is in fact value in
technical analysis as a method of breaking down investor sentiment and market psychology
over lime.

All of the authors in this book have developed certain techniques that have helped
them to successfully trade and analyze various global markets. This book is designed to
bring their ideas together and help von draw on their experiences and incorporate their
concepts into your own trading.

In planning the book, | realized that although more and more investors had broadened
their approach to allow for international markets, the existing technical analysis literature
was still quite localized. In meeting with technical analysts and traders from around the
world and from organizations such as the Market Technicians Association, I've learned that
each region has its own experts who have successfully tailored their technical strategies to
the local markets.

The goal for the book was to assemble some of the top minds in the field from all parts
of the world and have them share their insights into how price and volume analysis can help
investors identify profitable trading opportunities. The end result is a powerful illustration of
how interrelated the financial markets really are: it's also a testament to the global reach of
technical analysis as a language of the markets.

Each chapter in Breakthroughs in Technical Analysis is intended to stand
independently. You can study a single chapter, and then apply those concepts to your own
charts and markets before you move on to another. Keep in mind that although the author
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may be writing about, say, Australian index futures or U.S. Treasury spreads, the concepts
discussed can be readily applied to any market, and often on different time periods than
those discussed in the chapter.

We start with Ted Hearne's discussion of a technique called "Drummond Geometry" as
applied to the foreign exchange markets. You'll find it's a great breakdown of how
open/high/low/close data can be used to identify support and resistance, meaning levels at
which the price tends to reverse. His examples demonstrate the value of studying different
lime dames (that is: daily, weekly, monthly, etc.) to see how short-term price moves flit into
the long-term trend.

Tom DeMark goes to great lengths to analyze price trends and ways in which markets
reverse direction. In his chapter, DeMark discusses one of his market-timing techniques, TD
Combo™. Although many traders have worked with TD Sequential”, one of DeMark's other
indicators, this chapter shows when and why TD Combo's more conservative approach to
trend exhaustion can help an investor identity low-risk trading opportunities. He also
presents methods to tweak both these techniques to make them more aggressive, methods
that can often give an early warning of a trend reversal.

Nicole Elliott breaks down a traditional Japanese technique called Ichimoku Kinko Hyo,
in which price data is used to create a series of indicators to measure the strength of a
trend, as well as potential support and resistance areas. This trend-following technique is
used heavily by Japanese investors and has grown in popularity in the United States and
Europe. Many people who see this technique for the first time are overwhelmed by the
amount of information the chart provides. Elliot does an exceptional job of cutting through
that noise to explain the true value of Ichimoku charts.

Yosuke Shimizu takes us through the world of candlestick analysis from a Japanese
perspective. Many of you may have heard of or even used patterns with peculiar names
such as "abandoned baby" or "hanging man." Shimizu-san explains why these names are
used and how they can add great value to your investment approach. His chapter,
translated from Japanese, provides original insight into why traders have used these
techniques for centuries, in a language that evokes the spirit of the region.

We return to a U.S. perspective with Constance Brown, who in her chapter shares with
us her powerful charting acumen. Incorporating Gann analysis, Fibonacci retracements, and
her own proprietary indicators, she has developed a sophisticated methodology for trading
market moves more effectively. Brown graciously includes the formula behind her unique
indicator, the Composite Index, and demonstrates how to efficiently combine technical
approaches.

David Bowden takes us to the Australian markets through his own trading experiences
using Gann analysis—a series of technical indicators that are often misunderstood because
of their mystical nature. Walking us through his successes and failures in anticipating tops
and bottoms, Bowden's discussion of the cyclical nature of the markets is a rare treat.
Reading this chapter, you'll rediscover the value of the relationship between time and price
and its importance in market fluctuation.

Traditional equity investors are increasingly including options in their portfolios as a
way of managing risk and of raising returns by the power of leverage. In his chapter, Bernie
Schaeffer gives a well-written overview of options strategies and then moves on to
analyzing volatility lo identify profitable options plays. If you've been considering
incorporating options into your investment approach, you'll want to read this chapter first.

From Europe, we have Jeremy du Plessis with a chapter on point and figure charts,
which are frequently used in futures and commodities exchanges. Du Plessis shows how
these charts have evolved to better identify support and resistance levels, breakout points,
and price objectives for any market. He wraps up with a discussion on applying conventional
technical indicators to point and figure charts, a concept that even longtime point-and-figure
devotees will find compelling.



Robin Mesch is one of the leading experts on Market Profile™, a method of analyzing
the distribution of trades throughout the day to identify where supply and demand will come
into play. Investors who use this technique are familiar with how price action often forms a
bell curve by the end of the day. Mesch describes how to apply this technique to price
spreads, showing how anyone trading security pairs can effectively gauge when a spread is
poised to widen or lighten.

We conclude with Robin Griffith’s presentation of cycle-related investment strategies,
from multiyear and seasonal cycles in the global equity markets to stop-losses, scaling
trades, and money-management techniques. He presents his ten commandments for
trading, a solid guide to intelligently tackling the game.

The title Breakthroughs in Technical Analysis: New Thinking from the World's Top
Minds truly captures what we tried to accomplish in bringing the insights of these experts
together. The ten contributors are among the leading technical analysts in the world, and
they all demonstrate specific techniques they've used with great success over time. Some of
our contributors present new' techniques that they've developed or refined in the last couple
years. Others take methodologies that have been used for decades and show how they can
be adapted to today's global financial markets. Regardless of their geographical location,
professional background, or preferred trading strategies, these experts make one central
theme clear in every chapter: Technical analysis is a vital component of any trader's tool kit.
An informed investor is defined by his ability to incorporate all available market data into his
daily trading routine, and. most important, he has to take into account the investor
psychology inherent in price charts.

We believe this book is a useful resource for identifying techniques that can add
tremendous value to your investment strategy, and we're convinced that you'll enjoy reading
it too.

—David Keller, CMT

February 21, 2007
New York
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CHAPTER 1

Drummond Geometry: Picking Yearly Highs and Lows in

Interbank Forex Trading
TED HEARNE

What if you could predict the yearly high and the yearly low in a major currency? If, at
the start of the year, you could have a definite idea where the high will form in the Japanese
yen or the Canadian dollar or the euro? Or if you knew where the market was headed many
months ahead of time? Making an educated, accurate forecast of next year's high and low
in every currency is surely the dream of every trader — a fantasy of omniscience and
unlimited power over the markets.

In trading, as in war or building suspension bridges or performing transplant surgery or
creating a new auto design or any complex undertaking, success is a function of many
different elements—a combination of having the proper tools, the necessary knowledge, and
the appropriate personal characteristics. If you would like to be one of the few who make
accurate, high-probability, long-term forecasts about market highs and lows, then read on,
because there are some little-known tools and a coherent body of knowledge that can help
you.

Drummond Geometry

The practice of technical analysis has a few commonly accepted assumptions.
Drummond Geometry builds on these with its own unique point of view:

1. Charts have patterns that can be identified and will reoccur.

2. Similar chart patterns exist in different time frames.

3. Prices in a given time frame will center on a consensus value, and when price moves
away from that consensus, it will tend to revert to a mean. But this mean itself will be
moving and changing as the market unfolds.

4. Support and resistance are real phenomena, and can be measured, predicted, and
projected.

5. Time frame charts are interrelated, move simultaneously, and can be visualized as
existing within each other.

6. Historical price charts of freely traded financial markets are the visual representation
of human crowd psychology in action.

7. Support and resistance in different time frames react to price in predictable ways.
The shorter time frames will react first, and then progressively longer time frames
kick in.

These statements are simple, but when logically applied to the broadest context, using
a coherent set of analytic tools, the implications are staggering. The trading theories and
methodology | discuss here are based on the writings of Charles Drummond, the legendary
Canadian trader who is emerging as one of the major market theorists of the twentieth
century. He is not only a major theorist but also a hugely successful private trader who has
the personal track record to back up the theory.

Drummond s substantial body of writings, privately published and distributed under
nondisclosure agreements to his growing body of students, constitutes a major step forward
in technical analysis. Many aspects of the work remain proprietary and not accessible in a
public medium, but some of the main principles and underlying concepts, as well as their
application to the long-term Forex markets, are free to be discussed in forums such as this
chapter.

The methodology has come to be known as Drummond Geometry and consists of
three main elements, or components:

e The identification of resistance and support and their projection into the future
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e A description of the markets current state and its next anticipated state
e Multiple time period analysis, coordinating the first two elements in two, three, four, or
more time frames

In Drummond Geometry, these three elements are combined into a coherent whole
with specific rides for entries and exits, a methodology for monitoring and evaluating market
moves, and a way to project viable turning points and targets within each time frame.

Projecting Resistance and Support

The idea of resistance and support is a key concept of technical analysis. Resistance
is when buying peters out and selling increases, stopping and reversing an upward move;
support is the reverse, when selling abates and buying begins, forcing price upward.
Conventional technical analysis looks backward at where resistance and support have been
located in the past and suggests that the same levels will be used in the future.

Drummond Geometry takes a different approach. Although it constructs these levels
out of conventional tools such as moving averages and trend lines, it projects constantly
evolving resistance and support areas into the future and watches how price reacts to these
levels as the market moves forward.

The core building block of Drummond Geometry is a short-term moving average called
"the PLdot" (see Figure 1.1). The PLdot was developed in response to the search for a tool
that would distinguish between trend and congestion and run in a straight line sloped
upward or downward in a trend but that would quickly and responsively indicate changes in
market situation. The tool was empirically derived, and investigations resulted in the moving
average known as the "Drummond Dot," or the PLdot.

FIGURE 1.1
The PLdot
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The PLdot (PL stands for point and line) is a short-term moving average based on
three price bars of data, which captures the trend/nontrend activity of the time frame that is
being charted. The PLdot from the last three bars is plotted as a dot, or line, on the space
where the next bar will appear.
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The PLdot has a simple formula: the average of the average of the high, low, and close
of the last three bars.

oLdot {Avg[H(1),L(1).C(1)] + Avg[H(2),L(2),C(2)] + Avg[H(3),L(3).C(3)])
ot =

3

The PLdot can be applied to any chart of any commodity, future, or stock. The first
thing to note is that the dot is always there. It is a polestar in a constantly shifting universe,
something that bears a constant relationship with the immediate past, capturing the recent
energy of the hour, of the day, or of whatever period the trader is looking at.

What is so special about this particular moving average, the PLdot, that sets it apart
from other moving averages? The characteristics of the dot prove to be useful in analysis. It
moves across the chart horizontally in congestion, and when a trend develops, it
immediately changes into a straight line slanted in the direction of the trend with very little
lag. It is extraordinarily sensitive to trending markets; very quick to register the change of a
market out of congestion into trend and sensitive to a trend that is ending, as well.

The PLdot captures the heart of market activity on the last three bars. In Drummond
Geometry, this point would be thought of as the center of energy and represents the
consensus of the crowd. But additional tools are needed to gauge the strength of moves
away from this consensus. For this, other moving averages are added. To give the
methodology greater muscle. Drummond added a simple envelope system constructed of a
constant mathematical relationship based on the components of the dot. The resulting
structure is illustrated in Figure 1.2.

FIGURE 1.2

The PLdot and Envelope in Trends and Congestion
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Unlike many envelope systems, the objective here is not to contain all price activity
within the envelope but to offer a constant, or a matrix, against which market moves can be
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measured. This turns out to be of great value when trying to tailor trading techniques to
different market conditions.

The envelope system is also useful as a constant against which to measure the
strength of recent and current market energy. When the market is in congestion, price tends
to oscillate from one side of the envelope to another; thus, the trader has a pretty good idea
of where the buying and’ selling /ones will be placed in the market. But when the market is
in a strong trend, the envelope functions differently. The PLdot can be seen as "pushing"
price in a trend, and the envelope top or bottom will be broken in the direction of the trend,
with price bats often closing outside the envelope, and the envelope itself functioning as
support or resistance. Price retracements in a trend will not move to the opposite side of the
envelope but instead lend to stop at the level of the PLdot. In a strong trend, the bars will
close outside of the envelope until the trend pauses or has finished, at which point they will
move back inside the envelope.

Both the PLdot and the envelope are useful elements in determining support and
resistance levels, but by themselves they are not sufficient. To these elements, Drummond
analysis adds a series of short-term, two-bar trend lines that flag areas where price is likely
to terminate. In the full methodology, there are a significant number of these lines; here just
a few are shown.

FIGURE 1.3

Short-Term Trend Lines
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In Figure 1.3, we can see how these short-term trend lines contribute to the definition
of nearby support and resistance arras (shown by a gray box) and the further out support
and resistance areas (shown by a black-outlined box). Note also that these lines, along with
the PLdot and the envelope, are projected into the near-term future, so that the trader
always knows where the support and resistance areas are that the market is moving into.
The trader does not focus on areas that existed in the past but is always oriented toward the
developing future.

If we apply these elements to a chart, we see the full envelope system together with
the support and resistance zones established by the envelope, the dot, and the short-term
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trend lines, with these tools all projected into the future, onto the bar that has not yet formed.
This setup constitutes the basic chart framework for any single time frame in Drummond
Geometry. In Figure 1.4 we can see this full set of tools applied to a chart. Note the
resistance and support areas plotted on top of each bar, along with the envelope and the
PLdot. The price bars are plotted using a heavyweight “fat" bar so that the resistance and
support tools can be plotted on top of them without obliterating the price bars themselves.
The critical point is that these elements are projected forward into the future so that the
trader always sees them coming up at him, on the right-hand side of the chart as time ticks
forward and market activity unfolds.

FIGURE 1.4

Computer-Generated “Nearby Support” and Resistance Areas
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Now let's stop and consider these few components of the first major section of
Drummond Geometry. We have the definition of support and resistance; we have a means
of monitoring market energy (placement and movement within and outside of the envelope
system), a means of determining current market direction and future shifts in that direction
(dot direction and slope), and a means of determining where price energy will terminate
(where price is likely to stop for a given bar). All of these elements are extremely valuable to
the trader. But as helpful as these tools are, by themselves they are not enough for success.

Predicting the State of the Market

Now let's look at the second leg of this three-legged stool. We need to know what the
market is doing now, and we need to know what we expect the market to do next. We need
to understand and predict the “state” of the market.

In essence, we must establish the market's internal decision-making tree for possible
future actions. It's as if we could step inside the mind of the market, determine its present
state of mind, and then determine the choices that are available to it for the immediate
future. Applying a bit of logic, we can see that there are only a limited number of actions that
the market can take. If the market is in a trend, for example, it has a very simple choice
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ahead of it. It can do only one of two things: continue that trend or enter congestion. If the
market is in congestion, it can do only two things: continue that congestion or start to exit
congestion into another trend. If you can develop clear and unambiguous definitions of trend
and congestion, then determining the market's present type of trading and its next
anticipated type of trading is a matter of quick and simple analysis. Knowing that the next
type of trading will be one of two choices means that the trader can focus attention on the
specific characteristics of the anticipated next type of trading and thus have a clear
understanding of whether the pattern is actually occurring. And if it is not, then the trader
knows that the alternate choice is occurring. This makes monitoring market action much
more efficient and effective because the checkpoints and checklists to be watched are clear
and easily identified.

Types of Trading

In Drummond Geometry there are only five types of trading:
Trend
Congestion entrance
Congestion action
Congestion exit
Trend reversal

Each type is clearly defined: trend trading, for example, describes a situation in any
given period when three successive price bars close on the same side of the PLdot. Thus,
looking at the market at any point, we know whether that market is in a trend or not.
Congestion entrance trading is characterized by the following: the market has been in a
trend — that is, at least the last three bars have closed on one side of the PLdot — but the
next bar closes on the opposite side of the PLdot. In Figure 1.1, the bar marked T (fifth bar
from the left on the chart) defines the start of a trend because it is the third bar in a row that
closes above the PLdot. The market remains in a trend until it reaches the bar marked CE,
which is the first close on the opposite side of the PLdot; at that point, the market is in
congestion entrance trading. Similar, unambiguous definitions cover congestion action,
congestion exit, and trend reversal trading. These unambiguous definitions put traders in the
driver's seat, because they can watch for exactly the action that will be required to change
the basic orientation or "state" of market action. The trader can monitor for precisely those
elements that are expected to occur.

Multiple Time Period Analysis

The first two major elements of Drummond Geometry — the definition of future support
and resistance and the definition of the anticipated market state, or next type of trading —
give traders a leg up, because with them they can start to identify the potential turning points
at support and resistance levels as the market moves forward. To these major elements
Drummond Geometry adds the concepts of “dot push” and “dot refresh”, which describe
movement away from the dot and market movement returning to the dot, respectively. We
can say that dots push trends, support and resistance areas terminate trends, and the
market moves from one type of trading to another type of trading in a regular, predictable
manner.

In Figure 1.4, we can see how the dots push a strong trend upward and that as the
market moves upward, the dots act as support for the trend, the price bars close over the
top of the envelope, and the price bars can break nearby resistance and move into the
resistance areas further out. When the trend stops, nearby resistance becomes strong and
holds, and the dots start to move sideways as the market churns through its congestion
areas, oscillating between the nearby support and resistance areas, which tend to hold and
not break.
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These are excellent advances, but they are still not enough to provide a successful,
reliable, and consistent approach to trading. To ensure success, we need one more major
enhancement, and that constitutes the third leg of this three-legged stool of Drummond
Geometry.

It is not enough to know where support and resistance lie in the near future. We must
also know whether that support or resistance will be strong or weak. If it is strong, it will
hold, causing the market to change direction and turn back; if it is weak, it will break and
give way, letting the market proceed farther in the same direction.

Determining the relative strength of support or resistance is a bit of a dilemma because
there is nothing on the conventional single time period chart that can tell a trader if
resistance or support will be strong or weak. And yet this is often the most important
information a trader could have, because it commonly is the determining factor in deciding
direction. If a trader has a firm handle on direction, then many of the other challenges fall
into place and steady success is achievable. So if there is nothing that can be derived from
conventional charting to provide this information, it must come from another source. In
Drummond Geometry, that source is the chart of the same symbol viewed in a larger time
resolution—a longer time frame—than the trading chart.

If, for example, the market has been trending upward in an hourly chart and the trader
thinks it may turn around and enter congestion, he may indeed be correct. But without
additional information there is no way to confirm this suspicion until after the market has
made its move. However, if the trader places the hourly chart and its projected future
support and resistance within the matrix of the daily chart's projected support and resistance
areas, the context becomes clear. If the trader can see that hourly resistance has reached
the anticipated daily resistance and daily resistance is anticipated to be strong based on the
daily's position within the weekly and monthly matrix, then he can take action with about
three times the confidence that would otherwise be warranted for this trading situation.
That's a huge advantage.

FIGURE 1.5

Longer Time Period on a Shorter Time Period Chart
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Figure 1.5 shows the same USDJPY Forex monthly chart that is featured in the first
four figures, in which each bar represents one month of market activity. But a new element
has been added, namely the support and resistance areas from the quarterly USDJPY
chart. These areas are represented by the thin white lines behind the price bars. To make
the last two quarters' support and resistance areas more visible, | have made them gray
blocks. Note how useful this can be. Not only do we see where the projected monthly
support and resistance are, we also see the projected quarterly resistance overlaying the
monthly chart. With this information, we can see that for the last bar of this chart, which
represents the month of October 2006, the high formed above the month's nearby
resistance but exactly at the top of the quarterly resistance. A Drummond Geometry trader
looking at this chart at the beginning of October would have a strong indication that selling
at that point would be a very good idea.

Applying Drummond Geometry to a Long-Term Forex Trade

| suggest that charts from all time periods have similar patterns that occur and reoccur,
and all time frames are related. In other words, a market top on an hourly chart will of
necessity be reflected by a market top on the five-minute chart of the same symbol. Traders
generally recognize that it can be useful to look at hourly charts and daily charts of a market,
although the techniques of coordinating the time frames may not be widely understood. But
it is a rare trader indeed who understands that the patterns in long-term charts such as
monthly, quarterly, yearly, two-and-a-half-year, and five-year charts are all similar and can
be profitably included in the trader’s analysis.

If I were to show you a long-time-frame chart but without the time designations on the
horizontal axis or the price designations on the vertical axis, there would be nothing to
indicate whether you were looking at a fifteen-minute chart, an hourly or a daily chart, or a
weekly or monthly chart. By now you can guess where I'm going with this: it could also be a
quarterly chart, in which each bar represents the market activity in one quarter; or a yearly
chart, in which each bar represents one year's market activity; or an even longer-term chart,
in which each bar represent is two and a half years' activity, or five years', or ten. On each of
these charts, we can see trends, congestion, types of trading, dot pushes, terminations, and
so forth. And on each chart the support and resistance levels can be projected into the
future.

Why is this useful? A moment's reflection will make that clear. If we can project resis-
tance and support on a yearly basis, then we have an advantage in predicting and
monitoring market turns in those areas. It, for example, we can determine the market's
yearly high or low in a major Forex market, then we can potentially take advantage of long-
term moves with immense profits built into them. In the currency markets, with the eye-
popping 400-to-1 leverage available even to small traders, very large profits are available.

Let's lake a look at some charts and analyze these yearly charts and their shorter time
frame components—for it is on the shorter time frames that we will first see the evidence of
the yearly low or yearly high setting up and terminating energy in support and resistance.

In the tool chest of Drummond Geometry, there are concepts that can be used to
structure many different kinds of trades. | will detail one entry signal here as an example, so
that we can follow, a sample trade on the long-term charts coming up. In Figure 1.6, we see
a daily chart that shows what we call an "exhaust" and the entry signal that follows it. An
exhaust is a market move of very high energy that breaks through nearby support or
resistance and then reverses, much like a column of water in a fountain that has been
pushed up and then tumbles back on itself when the energy that pushed it up can no longer
hold up the weight of the water. For a trader, the challenge is to identify that exact moment
when the push that sends price in one direction or the other has exhausted itself and the
retracement has begun. Drummond Geometry offers the technical tools to identify this
phenomenon. In Figure 1.6, we see this pattern: First the market breaks the nearby support
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level and the bar closes in that area. Then, in the following bar, the nearby support area
holds and does not break. This pattern is an "exhaust buy" signal, and we will see many
examples of this signal in the following chart analysis.

FIGURE 1.6

The Exhaust Buy Signal
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In Figure 1.7, we see three price charts of the USDJPY, which show how Drummond
Geometry sets up time frame correlation. The support and resistance areas from the longer
time frame chart are overlaid on the chart of the next shorter time frame. The left-hand chart
is a two-year bar chart, in which each bar represents two years of activity. The large arrow
shows how the nearby resistance for that bar is overlaid onto the chart to the right, which is
a one-year bar chart. On the one-year chart, the two-year resistance is plotted as light gray-
bars positioned behind the one-year price bars. Similarly, the nearby resistance and support
areas from the yearly chart are overlaid onto the quarterly char | on the right-hand side of
this figure. At this point, it becomes clear how this correlation of time periods can be
graphically represented. | have also shown on this yearly chart an exhaust buy signal, which
occurred in the USDJPY at the very beginning of 2005. Although the time frame is radically
different—one year bars in Figure 1.7 versus the daily bars of Figure 1.6—the technical
pattern of the exhaust trade is identical.

In addition to the buy signal in Figure 1.7, | have marked two target areas for this long-
term trade. How do | establish these areas? According to Drummond Geometry theory, the
market will move from resistance to support, and when it reaches support, it will move back
to resistance, and that pattern will occur in all time frames. Resistance and support will
either be weak and break through to a secondary level of resistance or support, or they will
hold and be strong, kicking prices back in the opposite direction.
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FIGURE 1.7

Long-Term U.S. Dollar/Japanese Yen Charts
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If we have a yearly low, then what is the target for this currency? Where can we expect
it to go on a yearly basis? The yearly target, like targets in other time frames in Drummond
Geometry, depends on where the market is when it starts.

If the price starts from:

o far above the envelope, then the first target is the envelope top

e at the envelope top, then the target is the other side of the envelope, depending on
what happens to the PLdot

¢ inside the envelope, then the target is the other side of the envelope or lower

In the case of the yearly chart in Figure 1.7, because the close of the price bar for 2001
was near the envelope bottom as projected for 2005, the target for 2005 will be the PLdot,
and if that breaks and the market continues to the upside, then the secondary target would
be the opposite side of the envelope system. Note that these targets are determined far in
advance, at the close of December 2001, and projected out for 2005.

If we can say that it's likely that price, once it goes inside a channel, will go to the
PLdot line or the opposite side of the channel, then we have a target for the year. And when
the market gets to that target, then we reassess and make a judgment about the market's
next goal.

Suppose that at the end of 2004, we were watching the U.S.dollar/Japanese yen
exchange rate and were applying Drummond Geometry analysis to the market. What would
we have been seeing? Figure 1.8 (two-year, yearly, and quarterly charts) and Figure 1.9
(monthly and weekly charts) lay out the basic dynamics, and Figure 1.10 shows the exact
entry points on a daily chart. From two-year bar charts all the way to daily charts—that's
quite a span. But each contributes to the total picture and sets up a compelling case for a
major market turn to the upside starting in December 2004 and January 2005.
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FIGURE 1.8
Trading the 2005 Yearly Bar
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(These last charts contain a lot of information and are a bit difficult to render in the
black-and-white formal necessary for print reproduction; on the computer screen, however,
the use of color makes them easy and quick to read.)

Here is a breakdown of what we would have seen by applying this analysis:

On the two-year chart. The market was in congestion (successive price bars were
dosing on opposite sides of the PLdot), and the PLdot was moving sideways across the
page. We were in the middle of two-year nearby support.

On the one-year chart. The market was in a trend rundown, with the next anticipated
type of trading being congestion entrance to the upside. We were a long way below the
yearly envelope bottom, and so we were looking for a move back up at least to the envelope
bottom, and probably to the yearly PLdot, and possibly to the yearly envelope top. We were
in yearly support and in two-year support, with a significant bias for a move to the upside. In
January 2005, we would be watching to see if nearby yearly support would hold and
become strong, and thus flag a yearly exhaust entry.

On the quarterly chart. We were in yearly support, and in quarterly further-out
support, and a potential exhaust pattern was setting up for a strong return to the quarterly
PLdot. In the first quarter of 2005, we would have been monitoring the move away from
quarterly nearby support to validate the exhaust buy signal.

On the monthly chart. On the left-hand side of Figure 1.9, we see exhaust entry
signals as the market's downtrend stalls in monthly, quarterly, yearly, and two-year support.
Monthly nearby support is holding and is showing to be strong.

On the weekly chart. On the right-hand side of Figure 1.9, we are again seeing
multiple exhaust buy signals as the market tests support, bounces off, comes back for a
retest, and then starts off to the upside with more conviction. The Drummond Geometry
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trader can take action on these exhaust buy signals with some confidence because he can
see that we are in two-year, yearly, quarterly, monthly, and now weekly support, and all with
definite upside targets.

FIGURE 1.9
Trading the 2005 Yearly Bar: Monthly/Weekly Buy Signals
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On the daily chart. Taking all of this information into consideration, we come in the
daily chart (Figure 1.10) and again see multiple exhaust buy signals as the dollar/yen
exchange rate tests the major bottom that's being put in. If the trader has a long-term
perspective, he could build a large position, buying on the dips. The multiple daily exhausts
into multiple longer lime period support during December 2004 and January 2005 provide
the opportunity.

Of what value is the long-term chart analysis? In 2003, the dollar/yen exchange rate
ran from approximately 101.67 to 121.39. That's a huge move in these markets, and
Drummond Geometry had a set of indicators that helped the trader get in near the very start
of this move. What's more, the methodology provides tools that help establish reasonable
targets and monitor the position. The trader knows at all times what the market has to do if
this trade is going to work out.

Monitoring
How do we know if our predictions and analysis are correct: The possibility of being

wrong is always present because we're human, and so we need to have some means of
monitoring the market activity to tell us if our predictions are on target and accurate or not.
The element of monitoring is essential to Drummond Geometry trading. To monitor
effectively, we need to recognize the quality of market flow and to understand what the
market looks like when it's moving successfully toward a goal, and what it looks like when
that progress has slowed or changed. Flow can be defined in a number of ways. The
simplest way is to note how the market is dealing with resistance and support on a shorter
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time frame. If resistance is holding and support giving way on the shorter time period, then
the flow is down. If the reverse is true, the market is headed up. The methodology also
includes more sophisticated definitions of flow using range, position of close relative to the
high and low, progress through the envelope system, and advance/decline measures. But
the bottom line is how the shorter time period handles resistance and support; if the weekly
and monthly consistently break resistance and hold nearby support, then the quarterly and
yearly bars are headed up, and the quarterly and yearly upside targets should be kept in
sight.

FIGURE 1,10

Trading the 2005 Yearly Bar: Daily Buy Signals

2008 | | oro
December January February | Maf

™,

- 101.00

T'ed Hearne Assochase

Chant created on TrdeStation 8.2 vang Drummond Geometry Long- Term Overlays
Coprright ©2007 Ted Hearne Associates, Tise, Al rghis reserved
&

The world is a complicated place. Huge geopolitical forces shape the global currency
markets. Exchange-rate charts are the graphic reflection of massive changes as the
fortunes of countries and peoples rise and fall. When major shifts occur—changes in
interest rate policies, wars, shifts in national priorities, or changes in regimes—the relative
values of the currencies of different countries can be on the move in a major trend for a
significant period of time. Although it's not possible for the individual trader to know or
understand all possible fundamental information, it is possible to make reasonable
predictions about the extremes of yearly price action, to monitor those assumptions, and to
trade them successfully, picking off the yearly highs and lows and thus preserving capital or
building wealth, depending on your goals.

Trading is a difficult business. It requires both on-target perceptions and mental
strength. First you have to see the opportunity. Then you have to take the opportunity. You
have to stick with your decisions through thick and thin as you monitor the trade, knowing
exactly what has to happen if you are wrong and what has to happen if you are right.

Trading the Forex with an eye on long-term Drummond Geometry charts can help the
trader keep the market in context and withstand the many wide countertrend oscillations that
will shake out the trader who is not equipped with the long-term perspective that yearly and
quarterly charts provide. Seeing the vyearly bar develop lets the trader watch the
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background, not just focus on the foreground. To be better than the rest in trading, as in so
many fields, we have to do something different from the rest. In trading the global currency
markets, one tool that can make a real difference is a careful analysis of the big picture,
using the multiple time period analysis of Drummond Geometry.
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CHAPTER 2

Trend Spotting With TD Combo
TOM DeMARK

Most traders are trend followers. They accept the widespread belief that the trend is a
trader's friend. Many years of exhaustive research and trading experience have convinced
us that this notion is flawed. For the sake of completeness, we have added a corollary to
this premise—the trend is your friend, unless the trend is about to end.

Human nature is such that we are inclined to extrapolate current events into the future.
Some expectations have outcomes that are immutable and universally applicable: The sun
rises in the morning and sets in the evening. Cut your hand with a knife and you will bleed.
Fall from an elevated level and gravity will pull you down. There are no exceptions. Other
expectations may be disappointed: Flip a light switch and a dark room becomes bright—but
what happens if the electricity is not in service?

Similarly, in terms of trading markets, as long as buying pressure is greater than selling
pressure, a market's trend is up, and, conversely, as long as selling pressure is greater than
buying pressure, a market's trend is down. To expect that buying pressure will continue to
exceed selling pressure and extend an uptrend indefinitely or that selling pressure will
continue to exceed buying pressure and extend a downtrend indefinitely is foolhardy. No
market trend continues forever, just as no tree grows to the sky. Market dynamics are not
dictated by the forces that govern human nature. Most traders are content to trade comfort-
ably and with a trend, but what happens when buying and selling pressure move into
equilibrium or when buying pressure overcomes selling pressure or when selling pressure
overcomes buying pressure? During these transition periods of buying and selling pressure,
market fundamentals, news, and expectations usually remain intact. However, under this
veneer, the supply/demand dynamics are in fact being redefined. Maintaining a trading edge
by anticipating these internal market changes is imperative to ensuring a trader's good
mental and financial health.

Opposing the Marketplace

Contrary to the widely accepted notion that markets bottom due to smart, informed
buyers having inside information and therefore accumulating positions prior to a rally, our
research has shown that markets reverse a downtrend because of a lack of selling, and by
default price moves sideways or higher. Similarly, a market top is not produced by savvy
sellers learning of negative news prior to a decline and then coordinating their efforts and
forcing price down. Rather, price peaks are made when the number of buyers diminishes
and eventually disappears, and by default price moves sideways and then down. At these
junctures, unless the pool of buyers or sellers increases, the lack of intensity creates a trend
change. To extend or regenerate a trend, it is necessary for an entirely new pool of buyers
in an uptrend and sellers in a down trend to emerge. In other words, the fundamentals that
dictate and define long-term price movements must be sufficiently attractive to entice a new
group of adherents willing to commit funds to their beliefs. Trading the markets is not a
game of lip service. Regardless of how vocal you may be in professing your market forecast
or how convincing your arguments, the litmus test and the determinant of price movement is
money.

It is human nature to seek approval for one's actions. This is ingrained in most. To
contradict the majority is socially unacceptable. You risk being ostracized if you fail to
conform to the rules and the values of society. Unfortunately, such behavior does not
necessarily serve you well when trading the markets.
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Having been involved exclusively with large financial institutions for more than thirty-
five years, we know it's impossible for them to commit significant amounts of funds after a
trend has been established. The competition is too intense and too many price concessions
have to be made. Consequently, we had to be prepared to anticipate trend changes. In
other words, we had to oppose the psychology of the marketplace and be prepared to buy
weakness and sell strength. It was often difficult given the overall sentiment. But it was the
only way to make large-scale commitments and to do so at propitious price levels. Trading
discipline and objectivity were essential to this counterintuitive approach. TD Sequential was
the first trading method developed to accomplish this goal. TD Combo is a related approach
with more requirements and greater precision.

Markets advance and decline in a natural price rhythm that is often definable. Although
the market does not always conform to this price pattern prescription, even when it deviates,
the price pattern is still valuable because it forces a trader to buy into price weakness and to
sell into price strength.

Determining Market Direction

FIGURE 2.1

The Buy Setup
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Before committing to a trade, you must define the market environment. Is the market
vulnerable to an advance or to a decline, or is it locked into a trading ranger. Much research
and analysis have shown that a simple basic mathematical exercise, which we call TD
Setup, will provide a clue to whether the market is likely to rally or decline. By comparing the
market's close on the current price bar with the close four price bars earlier and then
recording a series of similar consecutive price-comparison closes, one can draw highly
probable conclusions regarding future price behavior. Specifically, by recording nine
consecutive closes lower than the close four price bars earlier, a buy setup is formed; and
by recording nine consecutive closes higher than the close four price bars earlier, a sell
setup is formed. Often, the completion of these TD Setup series is associated with minor
areas of price exhaustion—particularly when the TD Setups are properly price “perfected”.
Specifically, for a TD Buy Setup to be perfected and qualified for a short-term rally, either
the low of buy setup price bar eight or the low of buy setup price bar nine must be lower
than both lows of buy price bars six and seven. If neither price bar eight's nor price bar
nine's low meets this requirement, then you must await the first subsequent low that fulfills
this requirement before the price "perfection" is met. Figure 2.1 illustrates just such a
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deferral. Note in Figure 2.1 that once a low was recorded that exceeded the lows of TD Buy
Setup price bars six and seven, the market experienced an advance of a few trading days.

Conversely, in Figure 2.2, once a high was recorded that exceeded the highs of TD
Sell Setup price bars six and seven, the market experienced a decline of a few trading days,
Granted, TD Setup price perfections are often preludes to speculative trades of an
indeterminable duration; nevertheless, their value may be to forewarn of a likely interruption
of an ongoing trend.

FIGURE 2.2
The Sell Setup
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Once the minimum requirement of nine consecutive closes lower than the close four
price bars earlier is recorded, the TD Buy Setup is complete. Similarly, once the minimum
requirement of nine consecutive closes higher than the close four price bars earlier is
recorded, the TD Sell Setup is complete. These setups serve to provide the trader with the
market's likely trading environment. Most often they are preambles to countdown series
that, once completed, identify zones of price-trend exhaustion. TD Combo is designed to
select only those price bars of relevance and to ignore those that fail to adhere to rigid
selection criteria regarding price relationships. Specifically, it) addition to the setup phase, a
subsequent and more onerous process is followed.

The Buy or Sell Countdown

Once a TD Buy Setup of nine consecutive closes lower than the close four price bars
earlier is recorded, the buy countdown process begins by referring back to the first price bar
of the buy setup and making the following comparisons:

1. The close of that price bar must be lower than or equal to the price bar's low two
price bars earlier.

2. The close of that price bar must be lower than the prior price bar's close.

3. The close of that price bar must be lower than the close of the prior countdown price
bar's close (note that the first price bar in the countdown series has no prior price bar
close).

4. The low of that price bar must be lower than the prior price bars low.

Because countdown consists of a total of thirteen price bars that conform to the
aforementioned prerequisites, or slight variations of them, one can readily see that the
conditions necessary for countdown completion are strict and exacting. The same
requirements, in reverse, apply to sell countdown.

27



Once a TD Sell Setup of nine consecutive closes higher than the close four price bars
earlier is recorded, the sell countdown process begins by referring back to the first price bar
of the sell setup and making the following comparisons:

1. The close of that price bar must be higher than or equal to the price bar's high two
price bars earlier.

2. The close of that price bar must be higher than the prior price bars close.

3. The close of that price bar must be higher than the close of the prior countdown price
bar's dose (note that the first price* bar in the countdown series has no prior price bar
close).

4. The high of that price bar must be higher than the prior price bar's high.

Figure 2.3, the Philadelphia Gold and Silver Index (XAU), illustrates examples of both
TD Combo low-risk bottoms and tops. Beginning December 21, 2005, and continuing the
next eight consecutive trading days, the minimum TD Sell Setup requirement of consecutive
price comparisons of closes higher than the close four price bars earlier was fulfilled. The
numbers for the sell setup appear above each price bar, and the series stops at nine
because that is the minimum number of consecutive price comparisons to complete a sell
setup. Upon completion of the sell setup, countdown commences. Unlike with TD
Sequential, the countdown process of TD Combo refers back to the first price bar of the sell
setup. The lour prerequisites described earlier are then applied to each successive price
bar.

FIGURE 2.3
TD Combo Low-Risk Bottoms and Tops
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Figure 2.4 provides a closer look at the same chart. Note that the close of day one of
the sell setup failed to fulfill qualifier No. 1. It was not higher than or equal to the high two
price bars earlier. Consequently, sell countdown is deferred until possibly the next trading
day. The close of sell setup day two is higher than or equal to the high two days earlier.
Also, the close is above the previous day's close, and the high is above the prior price bar's
high. The requirement of a close above the prior countdown close is not applicable because
there was no prior countdown close. Sell setup days three and four do not qualify as
countdown days because both have down closes and qualifier No. 2 requires that the close
be higher than the prior price bar's close. Sell setup days five and six meet all the sell
countdown qualifications. Sell setup day seven does not qualify because its close is lower
than the prior price bar's close. Sell setup price bars eight and nine do meet the
requirements of sell countdown. At the time of completion of sell setup, there are already
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five sell countdown days. For the sake of comparison, note that TD Sequential would only
now begin its countdown process, but at the same time, the countdown requirements for TD
Sequential are less restrictive—in fact, TD Combo has four times the number of rules that
TD Sequential has. Moving the process forward, two days after the sell setup is completed,
the sell countdown series increases to six, and the next four trading days do not meet all the
requirements. January 13 and 14 do meet the requirements, and the countdown proceeds
to seven and eight. After a five-trading-day interruption, the countdown quickly records five
consecutive trading days that meet all the countdown rules, and on countdown day thirteen
the rally high is recorded and price declines.

FIGURE 2.4
Sell Setup Is Complete, Countdown Commences
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Price Exhaustion and Reversal

TD Combo is designed to anticipate areas of price exhaustion. It is the exception rather
than the rule that TD Combo countdown day thirteen will coincide with the precise price
exhaustion peak or trough price bar, but often it will occur within a couple of price bars of
peak or trough, and it will alert a trader to a market's vulnerability to a price reversal. Once
countdown completion has been recorded, at a minimum, one can expect price to undergo a
trading range before it is able to resume its trend. However, if there is no meaningful price
response after twelve price bars have lapsed, the likelihood of a price reversal upon TD
Combo countdown completion diminishes. Consequently, in these instances, often the
market is undergoing an interruption in the prevailing trend. In either case, TD Combo
inserts a level of discipline into a trader's methodology. As is evident in Figure 2.3, the peak
price day and volatile trading day of the entire sell setup and countdown period coincided
with completion of sell countdown and the expectation of price exhaustion and a price
decline. Very optimistic news regarding precious metals was more than likely associated
with this trading, and that information served to entice traders into the market and exhaust
the near-term upside.
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FIGURE 2.5

Market Decline Culminates in a Buy Setup, Followed by Reflex Rally
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The subsequent market decline did culminate in the formation of a buy setup and, as
you can see in Figure 2.5, because price perfection was fulfilled on February 15, the same
day as the completion of the buy setup, there was a reflex rally of four trading days. Then
the decline resumed as did the countdown process. As is often the case, the countdown
series did not quite reach thirteen completions, rather only ten price bars fulfilled the
countdown criteria. Once the March low was made, price rallied and the TD Combo sell
setup series commenced, reaching the minimum requirement for completion. The
countdown process was then activated, making comparisons starting with the first day of
sell setup on March 24 (see Figure 2.6). Days one and two of sell setup were countdown
days one and two, as well, because their respective closes were higher than both the highs
two days earlier and each prior day's close. Additionally, each day's high was above the
previous day's high, and each close was above the previous countdown day's close. Just as
the prior sell countdown series recorded its thirteenth completion on its high day of January
31, so too this time, on May 11, the upside stopped precisely on the peak price day.
However, note that the dose of countdown price bar thirteen was neither above the high two
price bars earlier, a higher close than the prior day's dose, nor above the prior countdown
close. Why did a thirteen appear above this price bar? Because TD Combo countdown has
an alternative for the thirteenth price bar, which is referred to as the termination count.
Specifically, countdown thirteen can be recorded with the closing price relationships as are
the other price bars from countdowns one through twelve, but an alternative option exists for
the open to serve as a proxy for the closing price. As you can see, by replacing the closing
with the opening of the price bar, the countdown series meets the requirement for
completion thirteen.
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FIGURE 2.6

TD Combo Countdown and the Termination Count
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Once the peak is recorded, price declines and records the minimum requirement for a
buy setup—nine consecutive closes lower than the close four days earlier. The subsequent
buy setup series was unusually steep (see Figure 2.3). As a result, a high number of price
bars met the requirements for buy countdown. Buy setup days one through seven were TD
Combo countdown price bars as well. Each requirement is identical to those applied to TD
Combo sell countdown but in reverse. In other words, the close of each was lower than the
low seen two price bars earlier and also lower than the prior price bars close, and each
countdown close was successively lower than the previous countdown day's close. Finally,
each low was lower than the prior price bars low. This comparison was applied to the
subsequent countdown series, but notice that after countdown ten was recorded and
specifically countdowns eleven and twelve, the previous rules were not adhered to. TD
Combo version No. 2 is more liberal than version No. 1 and allows for the rules of
countdown price bars eleven, twelve, and thirteen to be more liberally qualified. Specifically,
the closes of countdowns eleven, twelve, and thirteen must be successively lower than one
another to fulfill completion. Once again, but in reverse, see that price exhaustion thirteen
was successful in identifying when a trend is about to exhaust itself and result in a price
reversal.

In the previous examples, TD Combo thirteen sell and buy countdown completions
coincided exactly with each trend's price exhaustion. Obviously, this is not what one should
expect. The accuracy of TD Combo is just not this high, and to believe that this methodology
will produce such precision in other instances is a presumptuous and serious mistake
because you will be sorely disappointed. Consider such events to be exceptions to the ride
and yourself fortunate just to have TD Combo successfully identify price zones where price
might exhaust itself.

Just as the buy setup in February did, the sell setup in May, the buy setup in June, and
the sell setup in August all identified likely short-term price reversals. All setups were
“‘perfected”, that is, the buy setups were accompanied by a low for price bar eight or price
bar nine that was lower than the price lows for bars six and seven, and the sell setups were
accompanied by a high for price bar eight or price bar nine that was higher than the highs
for price bars six and seven. Although in each instance the price reversals were short term
and the buy setup lows and the sell setup highs subsequently were exceeded, the trading

31



opportunities existed. We do not recommend concentrating on setups, because the
countdown completions are more likely to coincide with more significant price exhaustions
and turning points. But price setups do provide context for trend followers, who can use
them to add to positions subsequent to these reactions, or for traders who want to operate
against the prevailing trends.

Aggressive Settings for TD Combo and TD Sequential

Figure 2.3 demonstrates how effective price-exhaustion techniques can be in
identifying market tops and bottoms. The bane of trend followers has always been lack of
liquidity, price gaps, and slippage. By anticipating price-exhaustion zones, one is both
prepared and able to sell into market strength and buy into market weakness, which
provides a trader a distinct timing advantage. It is difficult psychologically to act against the
prevailing trend, but at the same time it is more rewarding because there is no lack of supply
when the market is declining, just as there is no shortage of demand when the market is
advancing. Although TD Sequential and TD Combo are capable of identifying areas of likely
price-trend exhaustion, when they are silent and give no indication of likely price reversal, it
behooves a trader to apply the aggressive versions of both to gain an enhanced trading
edge, because their more liberal requirements make them more sensitive.

Both TD Aggressive Sequential™ and TD Aggressive Combo™ possess the same
core parameters as their respective parents, TD Sequential and TD Combo. However, their
countdown requirements are less restrictive and consequently identify price-exhaustion
opportunities more frequently. Specifically, instead of relying on TD Sequential’s strict
comparison of a close versus the high two price bars earlier to identify upside price
exhaustion and, conversely, a close versus the low two price bars earlier to identify
downside price exhaustion, the aggressive version merely compares highs to identity a
likely top and lows to do likewise at a prospective bottom. Figure 2.7 shows the Philadelphia
Gold and Silver Index (XAU) from August 1, 2005, through May 30, 2006, and illustrates the
advantage of applying TD Aggressive Sequential vis-a-vis standard TD Sequential—the
frequency of price-exhaustion occurrences increases as do potential trading opportunities at
extreme price tops and bottoms.

FIGURE 2.7

TD Aggressive Sequential
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Although the setup series are identical for both TD Sequential and TD Aggressive
Sequential, the countdown comparison requirements are different. As a result, the
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countdown completions are different for each. This would become readily apparent were
you to compare the location of the thirteen on the TD Aggressive Sequential chart with
those for TD Sequential over the same period. Note that TD Aggressive Sequential
recorded a single thirteen top — in October 2005 — and a single thirteen bottom — in
March 2006 — and that TD Sequential failed to record a thirteen price-exhaustion indication
during the entire period. That's because the more liberal construction of TD Aggressive
Sequential allows for speedier countdowns, and the completion of its countdown almost
always precedes the completion of conventional TD Sequential countdown. Obviously,
times when both versions of TD Sequential speak simultaneously have greater import than
when one occurs without the other. Nevertheless, expect to see the aggressive version if
the conventional TD Sequential is there. In fact, count on seeing the aggressive version at
or near the extreme price-exhaustion level, although the basic version is more likely to occur
when the extreme exhaustion levels are tested.

What to Do Next

Sufficiently often, markets have responded to both perfected setups as well as
completed countdowns to justify their use. As we discussed and demonstrated earlier,
markets usually react immediately to perfected setups. The extent of the response depends
on whether that setup has exceeded the extreme level of the opposite setup—the TD Setup
Trend (TDST) level in the other direction. Figure 2.8 is yet another chart of XAU showing
declines in August and October 2005 that held above the TDST lines associated with the
sell setups begun in May and September 2005. When the buy setups fail to penetrate the
sell setup TDST levels such as in these two instances, the declines are usually pullbacks
within the context of an uptrend. As these two examples illustrate, the market often supplies
insight as to when to expect the setup to be succeeded by a resumption of the prior move
and a price reversal and when to expect the trend to continue.

When a countdown thirteen has been recorded, some markets respond immediately,
whereas others meander in a trading range only to resume the prior trend. How does one
distinguish between the two expectations? Typically, if there is no appreciable response to a
thirteen within twelve price bars, the likelihood of a failure increases. However, if then is a
close above the close four price bars earlier and additional price-range follow-through
occurs with next the price bar, the chance of a trend enhances considerably.

FIGURE 2.8

TD Setup Trend (TDST) Lines
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Many will question the ability of TD Combo to identify levels of price exhaustion and
consider it voodoo analysis to try to do so; that is their prerogative. This reaction is not
unexpected. However, we believe that to dismiss such a timing device is a mistake they
make at their own peril. This approach is intended to provide fundamentalists and
technicians alike with a timing device and, if nothing else, an element of trading discipline.
Granted, the indicator is by no means a substitute for sound fundamental analysis and
trading experience, but it certainty is a viable adjunct to a trading regimen. Its beauty is its
versatility and application globally to all markets and time periods. Once fundamental
screens have identified attractive trading opportunities and conventional technical analysis
has confirmed them, installing TD Combo as an overlay serves to fine-tune trading activity
and ideally should enhance trading results. If TD Sequential or other DeMark Indicators,
particularly short-term indicators, are introduced, you should be able to improve timing
trading opportunities even further.
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CHAPTER 3

Charting With Candles and Clouds
NICOLE ELLIOTT

Ten years ago when | joined a Japanese bank as an experienced technical analyst, |
arrived armed with my bar charts, now conveniently drawn by computers and displayed on
computer screens. The traders there asked me why | did not use candle charts, a tool they
considered much more effective. An English dealer kindly lent me his copy of Steve Nison's
Beyond Candlesticks (Wiley & Sons, 1994). | read it surreptitiously, at home, and
discovered what the more enlightened British, European, and U.S. chartists had already
seen. Bars and candles are actually one and the same; what varies slightly is the display
format. Candles are clear, easy, and above all fast. This is precisely what makes them so
superior.

Their advantages are clear: speed, speed, speed. | look at between 200 and 400
charts per day, so speed is of the essence, dandles inform faster than bar charts, and they
also provide more detail and use more of the available information.

Candle Basics

First, a candle has a skinny bit: high to low points as in a bar; and a fat bit (the real
body): the difference between the opening price and the closing price. In official markets it is
easy to know exactly at what price an instrument started trading. In over-the-counter
markets it is a lot more difficult, as it is with markets that trade twenty-four hours a day. |
tend to use the Wellington (New Zealand)/Tokyo opening prices and the New York/Chicago
closes. If the opening is above the close, the candle is colored in—black if you are using a
pencil, any of fourteen different colors if you are using the Bloomberg terminals GPC charts.
| like to use the "house colors" (which for us is dark blue) as do many other professionals
because it links the research and the institution. If the closing price is above the open, the
real body is left white—based on white graph paper.

Second, as the hours, days, and weeks progress, the candles change shape. In the
morning on the first of the month, the week, or at the top of the hour it can be very difficult to
imagine how the candle might look thirty days later. What may look extremely bullish at the
start of the time frame can, of course, fizzle out into something inconclusive or even become
a reversal candle.

For example, prices kick off in the morning at X (a horizontal line). They then rally 2
percent, and the candle now has a large white body and is looking pretty bullish. The market
then collapses in the afternoon by 2.5 percent, so you now have a long thin bit above a
squat black candle. That produces quite a different picture, a very bearish one. The point is
to look at the candles at the end of the time period. This is why, in ascending order, daily,
weekly, monthly, and quarterly closes above or below key chart levels are important.
Imagine getting gung-ho with some share you tipped, earning brownie points as it breaks to
a new all-time high. Then, by the end of the month the stocks value retreats to just below
the point at which you bought it. The candle would look like the one with bearish
implications, which is known as an evening star or reverse hammer (picture a mallet). Think
again about this company's shares. If you had recommended it to colleagues, friends, and
family, how would you feel? Gutted probably, or at least disappointed. And would you buy
more? Probably not, as your instinct would suggest sitting it out for a while to see if things
improve.

There is one downside to candlesticks: their larger size. Each candle is fatter than a
bar; therefore they use more space on a page and, more important, more width on a
computer screen. This means you see less of the hourly, daily, weekly, or monthly data and
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therefore lose some of the footprints and meanderings of prior moves. With markets you fol-
low closely, this is not too much of a problem as you have the road map in your head. With
instruments you look at only occasionally, it can be trickier.

FIGURE 3.1
Last Night's Closing Price
Plotted 26 Days Ago
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Reversal candles are another substantial type of market indicator. Important reversal
candles have lovely names, including shooting star, bearish engulfing, three black crows,
abandoned baby, and my favorite, hanging man. The rest are mere foot soldiers. Look at
the shapes carefully and try to imagine what happened on that day or week, how-price
action evolved over the period, the implications for buyers and sellers and how they might
be thinking at the time. As well as these single, double, or triple candle reversal formations,
note that the Japanese also use traditional patterns as we do in the West: rounded bottom,
double tops and triangles, head-and-shoulders, and rectangles.

Cloud charting is the second Japanese technique | have incorporated into my method.
Ichimoku Kinko Hyo—the correct name for cloud charting—was invented by a Japanese
journalist, Goichi Hosoda (1926-1983), who wrote under the pseudonym Ichimoku Sanijin.
(The Chinese characters that make up his name translate roughly as "at one glance...of a
man standing on a mountain.") On the Bloomberg terminal, cloud charts are called General
Overview Charts (type in an instrument code and then GOC), which gives a much better feel
for what these charts can do. The method was revived by Hidenobu Sasaki (1950- ) who
updated it in the very successful book Ichimoku Kinko Studies (Toshi Raider Publishing,
1996). For the mathematically minded, or for those who would like to set this up on a PC,
the formula for the different lines is detailed in Figure 3.2. For those like me with a
pathological fear of algebra, whose eyes glaze as soon as they see a Greek letter, we shall
work through step-by-step in plain English how these charts are set up and how they work.
(Also, remember that the Bloomberg terminal will draw all the lines for you.)

What follows are the five steps necessary to set up these charts.

1. Plot daily candlesticks of your chosen instrument. Because the Tokyo stock
exchange closes for lunch, some traders plot morning and afternoon sessions separately.
Although traditional theory says only daily candles can be used, many bend the rules and
use hourly and weekly candles. One reason to try and follow the conventions is that if you
don't you may be the only trader whose averages have crossed (and you will be wondering
why all the others have not leapt into action). In fact, if you are too clever and tinker
excessively, you may be very precise, but you will miss the crowd psychology.

2. Look at the shapes of the candles first to see if there are any reversal formations.
These are easier to spot before you start drawing in all the other lines.
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3. Next, add nine-day and twenty-six-day averages. These averages are based on
mean price (high minus low divided by two), not closing price.

ficure 3.2 Formula for Ichimoku Kinko Hyo
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Where:
highest; (High,/)

maxihigh; high-1,...,high;—;)

lowest; (Low,/) = min(low;low;-,..., low;-4)

max (a.b,....z} maximum of a,b,....and z

min (a,b,...,z) minimum of a,b,....and z

high; = highest value over the ith interval

low; = lowest value over the ith interval

close; = close value of the ith interval
Parameters

Tenkan-sen period k  1-400 (default 9)

Kijun-sen period I 1-400 (default 26)

Senkou Span B period m 1-400 (default 52)
Chikou Span period n  1-400 (default 26)
The default settings are the values that Goichi Hosoda (a.k.a. Ichimoku Sanjin)
determined to be the best for the Nikkei Index. Other instruments may work

better with different values.

Through extrusive manual back-testing, Ichimoku Sanjin decided that these two time
frames worked best. It may have something to do with the fact that in his day everyone
worked a five-and-a-half-day week and each month contained twenty-six working days.
Many have suggested changing the number of days in the averages, perhaps to ten and
twenty. | would, if most other people had, but as they haven't, | won’t. Again, you are trying
to tune in to the mind-set of other investors. There is no point being ahead of my time; |
want to know when the thundering herd will react.

The averages are employed as in conventional Western methods. The shorter one
(known as die Conversion Line) whips around the longer one (called the Base Line). When
the nine-day average drops below the Base Line, it is time to convert from a long position to
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a short one. On the way up, the opposite action is called for so the trader always has an
open position in the market. (Obviously this strategy only applies to situations in which one
can go short.) The crucial insight about all moving averages is that they work well in
trending markets but are hopeless for sideways moves. The tricky bit is deciding whether
and when the market has switched from one mode to another, and for how long might it last.
Sometimes the individual candles can help with this—say a doji (a candle in which the
opening price and the closing price were the same, forming a crossbar figure) appears at
the edge of a current horizontal move; this suggests that the range will hold even if the
averages have crossed. More often than not | would wait for confirmation with a weekly or
monthly close outside the previous congestion zone to conclude that there is indeed a new
trend.

FIGURE 3.3

Daily Nikkei Chart
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4. After plotting the candles, move on to the clouds. Clouds are defined by an upper
edge and a lower one, both called Span, which, as in English, means length of time.
Leading Span 1 also known as Senkou Span A, is the sum of today's values of the moving
averages divided by two, plotted twenty-six days ahead of the last complete candle. Leading
Span 2, or Senkou Span B, is the highest price of the last fifty-two days, minus the lowest
price of that period, divided by two and again plotted twenty-six days ahead of the last
complete days trading. The space between these two is shaded, or cross-hatched as in the
figures in this chapter, but may be rendered in any color or combination of colors your heart
desires. Even though the upper edge and the lower edge have similar names, they are
constructed very differently. Like the Conversion Line and the Base Line. Leading Span 1
and Leading Span 2 work together. Span 1 is faster, providing the arias, whereas the slower
Span 2 provides die underlying beat. When these two march in the same direction, the
market is clearly trending: bullish when Span 1 is above Span 2 or bearish when Span 2 is
above Span 1.

5. The final line to plot is the Lagging Span, called Chikou Span in Japanese. In the
figures in this chapter, the lagging Span is the thickest, darkest line. It is last nights closing
price, not the current price, plotted twenty-six days ago.
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Lagging Span is a line chart that has been displaced back in time, hence the name.
Some computers have trouble with this one and plot the current price twenty-five days ago.
If this is the case, the line will bob up and down during the day as the current price changes.
This is irritating, but not an enormous problem. However, the reason for using the closing
price is sound. As | pointed out earlier, today’s price action can take all sorts of shapes
during the day. The goal is to work with what it eventually ended up looking like. Learn to be
patient.

FIGURE 3.4

Daily Japanese Government Bond Chart
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These lines identify support, resistance, and the trend. Ichimoku Kinko Hyo is a system
designed for trending markets and is not useful for anything that is crawling across the
page. Because it relies on daily candlestick charts, day traders and very active market-
makers won't find it too valuable. On the other end of the spectrum, it is a little too short
term for pension funds looking to invest for very long time horizons. | have found that this
last problem can be overcome by using weekly candles, and that these often work
exceeding well. Monthly charts are not much good because Leading Span B uses data of up
to fifty-two prior time periods. Fifty-two months is more than four years, meaning that the
slower span hardly changes (and therefore the cloud does not move much) and may be a
million miles from current prices. My Japanese colleagues bend the rules of this system by
working with hourly and five-minute charts. They have been trying it with weekly ones for a
long time. Feel free to fiddle and experiment.

To recap quickly, the six most useful elements are:

e the candles themselves, individually and in groups and patterns

e two moving averages, nine-day (Conversion Line) and twenty-six-day (Base Line)
simple ones

e two Leading Spans, which make up the cloud itself

e one Lagging Span
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FIGURE 3.5
Daily Crude Oil

.........................................................................................................................

S0

Lasst

High 0711408 T840
Awrage 7043
Lo TUWI36 R4S T 75
COMESOn LNE = = == 612150
Bag Ling eaasss 853150
Lajging Span - - - 61.0000
Ledding Span 1 = = 632650
Leading Span 2=+ =+ = 67 3400

.,70

F 65

+ 60

3M8 &25 64 &3 621 629 Th0 T8 726 23 811 &21 829 47 a15 425 1043
2006

Working With the Elements

The candles, as mentioned, are used in exactly the same way as bar charts. First look
for clusters of support and resistance, patterns, congestion /ones, and trendlines. Then look
for reversal candles, which usually appear either singly (easy to spot because they are often
the biggest) or in clusters of twos and threes. Gaps in the price action, especially if
associated with a reversal candle, are also important, rather like Western "island reversals."

Use the moving averages in the usual way. Take a long position when the nine-day
one is higher than the longer average; switch to a short position when the nine-day drops
below the twenty-six-day average. The Base Line is a sort of drumbeat, keeping the pace,
while the Conversion Line forces you to act, shifting between long and short positions. This
is not necessarily noise, but worth keeping in mind when deciding whether the Conversion
Line's moves are significant. This method of trading keeps you in the market 100 percent of
the time, not necessarily a good idea (vast losses pile up in sideways markets) and perhaps
not even an achievable one — for example, if you cannot borrow shares that you have sold
short. The averages themselves are used as support and resistance levels for today's price
action. In a bull trend the averages move northeast more slowly than the candles. If there
was a small downward correction, the nine-day average would be the first support level, the
twenty-six-day average the next. The value of the instrument might drop below the nine-day
one and hold somewhere between there and the lower average. At that point, scrutinize the
candles themselves for signs of a reversal. At this stage the averages should not cross. If
they do, at least cut the position. And never forget: moving averages work well only in
trending markets.

The edges of the cloud also act as support and resistance, both for trending and
sideways markets. In an ideal bull market, leading Span 1 will be below the nine-day and
twenty-six-day averages and above the Leading Span 2. These support you all the way up
and everything is plain sailing. The opposite happens in a perfect bear market: all the lines
feel top-heavy and grind the market down. This is a series of four lines which should limit
any collective move. Picture them as two pairs. In the first pair, the longer moving average is
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more important than the short one. In the second pair, Span 2 is of critical importance,
whereas Span 1 may or may not stem the move. | think of this as an advance force versus
rearguard action. If prices move through leading Span 2, then any position should be cut
and probably reversed. If this one goes, watch out! As always, at support and resistance
levels watch for reversal-type candles which will hint that the level will hold. These often
break through Span 2 intraday and then close back inside the cloud, forming a good
reversal pattern.

The most interesting thing about the clouds is that they are plotted twenty-six days
ahead of today's prices. They therefore indicate where support and resistance levels will lie
over the coming month. The thicker the cloud, the more likely it will contain price action. If it
is thin, and if the lines cross from bull to bear, then the odds increase that the trend will
change. So looking forward, the cloud gives you some idea whether to consider reversing
tactics. In this situation, price action will be nonexistent. If coupled with a reversal candle at
this point, whether it confirms that the trend will hold or hints that it will change, extra
attention to detail and willingness to go with the move is warranted. The distance between
the current price and the cloud is not considered important. It does not indicate whether the
trend is overstretched, as the relative strength index (RSI) or other oscillators that try and
measure market excesses would do. However, if the price had say shot up suddenly and far
faster than usual, meaning the clouds were an awful long way down, and an evening star or
a hanging man candle formed, then it may be worth taking profits as the corrective decline
might not stop until a very long way down.

| tend to give infinitely more weight to the clouds than | give the averages. Am | correct
in doing so? To be honest | still use conventional Western techniques—classic Dow Theory
is how | would describe my methods. Therefore, patterns are the most important, followed
by trendlines and retracements, averages, and a couple of oscillators. Volume and open
interest can also contribute if available. As to averages, | have done extensive back-testing
(with a computer) and know that no single set of averages works consistently well over time.
The nine-day and twenty-six-day moving averages of Ichimoku are not superior to the
traditional Western ten-day and twenty-day combination.

Over the last ten years | have added Ichimoku clouds because they have completely
new elements—including their position today and their position at the end of a month. Their
thickness or lack thereof indicates whether prices will break through and when a topping or
bottoming formation may occur. Let's say, for example, a congestion pattern has been
apparent for some time. Is it a double top? If the cloud thins, it is indeed quite possible that
the market is reaching an interim high. As with conventional methods, only a decisive break
below the lower edge of the pattern and a break below the lower edge of the cloud can
confirm this. If, on the other hand, the cloud gets thicker, then chances are that price action
is consolidating in a "rectangle" and not a major top.

The Lagging Span, or Chikou Span, which is last nights closing price plotted twenty-six
days ago, is a bit of a dark horse. It is also difficult to review the chart and decide whether it
worked. This line is yet another in the series that indicates where today's support and
resistance levels lie.

If this thick black line is above the candles of twenty-six days ago, in a bull market,
then the real body of the candles should ensure that today’s closing price will be above the
twenty-six-day-old low point. It is a bit tricky and conceptually very different from Western
analysis. Playing with time lines, shifting things forward and back again, is certainly not the
usual Western approach. This is precisely why the method adds something to the body of
knowledge. At the very least it is a lot more than a repetition of traditional methods or a
simple tweaking of conventional technical analysis. Interpreting this line is a bit like surfing a
wave — anticipating both the arrival of a good one and when it might collapse, allowing for a
graceful exit rather than crash and bang.
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On the way down, the indicators are exactly the opposite of what they were on the way
up. In a bear market, if the Lagging Span is below the candles of twenty-six days ago
(ideally a cluster of tightly grouped ones), the real bodies will act as resistance. Often the
lagging Span weaves itself slowly through a pattern of candles, a rectangle for example.
Then, when it breaks out of the congestion zone, it soars or plummets dramatically. In other
words, once the Lagging Span has been set free, today's market gathers momentum and
manages a big move. The clouds of twenty-six days ago also act as support and resistance
for this black line, which often grinds prices lower if it is trapped below a fat cloud. When the
cloud thins, the chances of the Lagging Span's breaking out increase significantly. | realize
this is a difficult concept to grasp. The twenty-six-day lag time is particularly mysterious.
Why should what happened then affect here and now? Nonetheless, experience has
convinced me that all these lines do work well together, reinforcing trends and underlining
where the key levels lie. It pays to bide your time, respect the lines and patterns, and rid
yourself of too many preconceptions.

| look at the Lagging Span (Chikou Span) very closely because it is not available in a
conventional tool kit. (This one is a lot easier to spot when working in color.) Some feel that
using a displaced price (twenty-six days ago) to understand today's market is far-fetched. It
is a little like being a time traveler: now, tomorrow, yesterday, back-and-forward juggling
with a total fifty-two-day period. It's a bit like watching a seesaw, wondering which way it will
tip next. | find this a truly fascinating idea that probably warrants further investigation,
Ichimoku Kinko Hyo's key concept is that price and time are inextricably linked. Just as with
today's candles, the elements that provide support and resistance act in the same way with
this Lagging Span. So, nine-day and twenty-six-day averages, then the two edges of the
cloud, and finally the candle of twenty-six days ago also provide support for Chikou Span
(not all day long, but for the closing price of today, the only data plotted). This is especially
strong support if the elements cluster together. Interestingly, if the market was moving into a
congestion zone twenty-six days ago, then probably today's, tomorrow's, and the next
week's worth of price action will be range-bound, halting, and difficult. This is because the
old candles (especially their real bodies) limit current price action as the Lagging Span
snakes its way through them. | don't actually know how or why this works. This is what the
theory says and, having used the method extensively, | can say that it really does work quite
often. Additionally, this is a theory that Mr. Hosoda back-tested extensively before sharing it
with the world.

Could this be a self-fulfilling theory? Do so many people use this method that they
actually create it by their actions? The evidence is against this. First, comparatively
speaking, only a few of the world's technical analysts use Ichimoku Kinko Hyo. However, in
Japan, the situation is reversed. So many Japanese dealers constantly refer to screens with
this type of chart that | would be negligent if | were to ignore the clouds in these sectors and
markets.

Since January 2004, as demonstrated in Figure 3.6, the U.S. dollar/pound currency
pair has been moving sideways in a very broad band between 1.7000 and 1.9200 (most of
the time). From April 2006 to date it has been trending higher, with a lengthy consolidation
period from mid-May to late July.

Here's how the different Ichimoku Kinko tools work in this chart.

Moving average crossovers have captured the significant moves throughout but are
mixed at the moment. The Base Line is often flat.

The cloud, which was incredibly thin until early April, nevertheless manages to keep
the cable (a nickname for the exchange rate between the U.S. dollar and British pound)
below it. Note the hammer candle on April 3. A clear break and daily close above the top of
the cloud on April 17 kicks off a strong rally with the nine-day average limiting the lows of
the candles on the way up.
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FIGURE 3.6
Daily $/GBP
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The moving averages cross over on June 7, and prices slide suddenly to their lowest
levels in a month. The top of the cloud supports the candles in mid-June, but they then drop
to the lower edge of what is by then a fat cloud with an almost horizontal Leading Span 2.
For the next month (until July 26) the cable snakes its way sideways limited both on the
upside and on the downside by the Leading Spans. Midway through this period the
averages turn bullish, and both of these then limit daily lows until September 5, by which
time the Leading Spans cross.

Septembers dip to 1.8600 was again stopped by the bottom of the cloud, and the last
prices on the chart are just above the top of it. The cloud gets fatter, again with a horizontal
lower edge, and this may allow the pound to creep higher even if the moving averages
continue to flip around each other.

The lagging Span, not surprisingly, was not very helpful when prices were moving
broadly sideways. Note however that on June 12 the cloud pushed this black line decidedly
higher, acting as support for prices on July 17. Also look at August 7, where the twenty-six-
day average pushes the Lagging Span up again. At the time of writing (mid-September
2006), the Lagging Span is under the candles of twenty-six days ago, suggesting we may
snake slowly sideways under these for another two weeks.

The outlook, according to this chart: Generally we expect the cable to move very slowly
higher over the next month, possibly more quickly if the averages turn clearly bullish.

Support levels:

1.8770 (top of the cloud but note this moves higher until mid-October)

1.8660 (twenty-six-day average twenty-six days ago for the Lagging Span)

1.8600 (the bottom of the cloud)

Figure 3.7 charts the S&P 500. Since March 2003, the trend has been decidedly
bullish, with lengthy periods of consolidation along the way. A moving average crossover
trading strategy would have kept you invested most of the time, except for a fairly long spell
from June to October 2004. The averages also switched briefly to a short position between
April and July 2005 and in June 2006.
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FIGURE 3.7
Weekly S&P 500
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The clouds have worked admirably, the index clinging to the top edge of these on most
pullbacks. Since February 2005 the cloud has been a lot thinner than in previous years, but
even so has provided support. Note that the Leading Spans have never crossed over.

The Lagging Span has held above the twenty-six-week moving average throughout,
bouncing strongly from it in February 2004, April 2005, and January 2006.

Looking ahead to September 2006, the nine-week average crossed over the twenty-
six-week one, so perhaps the S&F 500 will start to climb higher again, helped along by the
top of the cloud which is also rising slightly. However, prices might initially drop to or into the
cloud, meaning that the averages will turn down again. The reality is that these two might
whip around each other for quite some time, which suggests that the moving average
crossover system should go on the back burner for now. The Lagging Span is just above the
top of the candles themselves, and so may provide support for current prices. To conclude,
there will be very gently rising prices, but watch out in January 2007 as the cloud becomes
thin.

Compared to most so-called trending systems, Ichimoku Kinko Hyo can work very well
in a congestion zone (with minor adaptations). As Figure 3.8 shows, the $/Yen has been in
a bull market. In September 2006, it started moving sideways. The upper edge of the cloud
is the first support (after the nine-day and twenty-six-day averages), and the lower edge of
the cloud is the key support. Leading Span 1 (the upper edge of the cloud) will hold dips
most, but not all, of the time. Prices will dip into the shaded area and then rally ahead of
Leading Span 2. The market will often then creep erratically within the cloud, moving slowly
between its two edges. | included this fairly recent chart here so you can judge the
usefulness of these techniques for yourself. Had | included only historical charts, | would
have given the impression that the system always works, | hope you will discover how well
the system works as events unfold.
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FIGURE 3.8
Daily $/Yen
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Taking a larger perspective on the markets, I've found that while it may be useful to
have some sort of road map and some idea of how far along you have come, it's smart to be
flexible. Do not get obsessed with terrorist threats, economic slowdown, and house-price
bubbles. Look also at information and chart patterns that contradict your view, not just the
ones that support it. Also try to find as many parts of the puzzle that fit together as you can,
but think more carefully about the ones that do not. Look at similar and related instruments
to see if the moves confirm each other. So if the cable looks as though it is going up, then
$/Yen should be on its way down. If copper is at a record high, then other base metals
should be on the expensive side. Do not try to force a piece of the puzzle in, but try to look
at it from a different perspective. Being a bit of a contrarian myself, | enjoy questioning
conventional wisdom and often trade against prevailing views. This often works well, as too
much has been priced into the market way ahead of the expected date.

I will conclude with some advice.

Charts are all about reading psychology and smelling raw emotion. Do not forget this.

Do not think that you can move into or out of any financial instrument with-out causing
ripples (or tidal waves at times). Everything you think, do, and feel makes the market. Alter
all, any market is the sum total of our actions, hopes, and fears.

Some markets, like foreign exchange, are huge. Changing money for your holiday will
have practically zero effect. But consider that there are hundreds of thousands of these
small transactions going on every day and the cumulative amounts do matter. In tiny
markets—tightly owned shares in a small company, for example—the impact is far greater
and more immediate. Say private equity company X has decided to amass a significant
stake in Y at fifty pence—the chart will have a horizontal at 50 because the bid is there. And
if the bid is upped to sixty pence, the lows will immediately be limited at this point.

Look at charts, imagine what people are thinking. Remember: They are voting with
their pockets.
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The name technical analysis sounds very scientific and rational. It isn't. Nor are the
markets we endeavor to follow. Like classic cars and golf club memberships, there is a lot
more to the value at which these change hands than purely financial considerations.

The more confident you grow with any new technique, the more likely you are to tinker
with it. Confidence begets creativity. Think of Renaissance painters and Greek
philosophers. When working within very tight constraints, the truly gifted can and will come
up with something stunning and original. My Japanese colleagues astonishingly use hourly
candles, particularly with things like $/Yen and the Nikkei 225. Try these and see what you
think. | have had fifty-fifty results with this so far, not nearly close to my usual standards.
Often it can be worth sticking with the crowd.

When dealing with financial markets, self-knowledge and a sense of perspective are
the most difficult things to master, as is knowing when to pounce and when to stand back
and be patient. With technical analysis, you'll come to distinguish between unnecessary
"noise" and indications the market is about to move.

As you can see, this chapter is a mix of new (to us Westerners) technical analysis and
down-home advice. Which is the most important? The basics, of course. But | have added
Ichimoku Kinko Hyo to my armory, and | hope you will too.

46



CHAPTER 4

Reading Candlestick Charts

YOSUKh SHIMIZU

T

here are many different kinds of stock charts in use, but candlesticks are probably the
most common form in Japan. The name candlesticks comes from the practice of
representing price movements with white and black sticks that look like candles, particularly
the form with a white box on the bottom and a thin line extending upward.

This style of charting is considered to have its roots in the Edo-period rice markets of
Dojima (near modern-day Osaka). Historians estimate that they took their present form in
the latter half of the Meiji period (late 1800s). Originally, they were just sticks drawn in red or
black.

What Are Candlesticks?

Let’s start by looking at how candlesticks are drawn. Figure 4.1 is a list of fictitious

intraday stock price movements.

FIGURE 4.1
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If prices move in order from 1 to 30, they produce a line graph like the one marked No.
1 in Figure 4.2, which we can express as a candlestick, as shown by No. 2.

If the movement were like the chart in Figure 4.3, the candlestick would be colored
black. A black candlestick indicates that the opening price was higher than the closing price.
In other words, prices spent the day more or less sliding downward. This is called a black
candlestick. The same charting technique can be applied to yearly price movements as well.

The difference between a white candlestick and a black candlestick is whether the
opening price (the first price of the session) was higher than the closing price (the last price
of the session). As Figure 4.4 shows, if the closing price is lower than the opening price, a
black candlestick is used; if it is higher, a white candlestick. The lines extending out from the
black or white bodies are called shadows and represent the price extremes (highest and
lowest prices) during the day.

In a daily chart, a single black or white candle expresses price movements for a single
day; in a weekly chart, a single candle expresses price movements for an entire week; in a
monthly chart, for an entire month. Chart* can be drawn in almost any increment. Some
traders even use one-minute and live-minute charts.

Regardless of the time frame, the form of the candlestick and its combination with
other candlesticks can be used to identify the market's direction and its relative strength or
weakness. That is the main purpose of candlestick charts.
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FIGURE 4.2
Price Movement for a White Candlestick

FIGURE 4.3
Price Movement for a Black Candlestick

How to Read Candlesticks
Candlesticks express stock price movements over a set period of time (ordinarily either
one day or one week). Each stick will have a different shape and color (black equals a
downtrend; white equals an uptrend), and each means something different. For example, if
there is a long white box, one might surmise that the same price trend will continue and

prices will rise even higher the next day.
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FIGURE 4.4

Openings, Closings, and Extremes
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If a stock experiences selling after it opens, later rises higher, but closes the day at the
same price as the opening price (the very first price of the day), one might conclude that the
market is having difficulty deciding on a direction.

In other words, each candlestick has a meaning and tells a story. There are twelve
basic types of candlesticks (see Figure 4.5). Let's look closer at their meanings and what
their combinations have to say about market direction.

The twelve types of candlesticks break down into three basic categories.

e While candlesticks. The closing price was higher than the opening price (Nos. 1-
4 in Figure 4.5).

e Black candlesticks. The opening price was higher than the closing price (Nos. 5-
8 in Figure 4.5).

e Doji. The opening price and the closing price were the same, forming a crossbar
figure (Nos. 9-12 in Figure 4.5).
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Within these categories, there are many different shapes. For example, a large white
box with no shadows, called a marubozu (shaved) candlestick (No. 1 in Figure 4.5),
indicates that the closing price was far higher than the opening price.

Candlesticks also can differ in the length of their shadows, whether they have shadows
or not, and in the size of the real body itself. Each candlestick offers a hint about what is
likely to happen next.

FIGURE 4.6

Bearish and Bullish Signals
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Ordinarily, a while candlestick indicates that prices may be higher the next day and is
therefore bullish, whereas a black candlestick is bearish and indicates that prices may fall
(see Figure 4.6). Other shapes indicate reversal points. Examples include doji and spinning
tops, that is, very narrow real bodies, indicating a narrow range between the opening and
closing prices (see Figure 4.7). However, you have to be careful. Candlestick meanings are
contextual. The meanings of candlestick shapes differ depending on whether they appear
near the top of the range or the bottom. Meanings will also differ if several candlesticks are
clustered together. In other words, a specific group of candlesticks can indicate either an
extremely bullish market or an extremely bearish one.
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FIGURE 4.7

Reversals
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Reversal Patterns

It is possible to use candlestick analysis to discover market turning points—the tops
and the bottoms. One approach is to look for distinctive, easily seen patterns that mark a top
or bottom. The other is to examine whether tops and bottoms have predictable patterns. In
practice, its difficult to make judgments from a single pattern. A single* pattern may have*
two, opposite, meanings, depending on whether it comes after the market has made a
substantial rise or a substantial fall (in fact, the meaning is the same in that the pattern
indicates a market reversal, but it means the opposite in the sense of going up or going
down). The key, therefore, is to examine not only the shape but also the timing of the
pattern.

Takuri and Hanging Man Shapes

Takuri and hanging man shapes, with a small real body (the rectangular portion) and
an extremely long lower shadow, are often seen at the bottom of the market. Some
examples are found in Figure 4.8. They can be quickly spotted in real charts. The point to
watch is the lower shadow. The relative size of the real body is not that important, nor is the
color—white or black—or the presence of a short upper shadow. As long as the lower
shadow is noticeably long, it fits the pattern. Takuri. Strictly speaking, takuri refers to a black
candlestick that opens low and has a long lower shadow and a small real body, but it can
also be a white candlestick and can have a bit of an upper shadow or a large real body, as
long as the lower shadow is substantially longer than the real body. Takuri also covers doji
shapes like the dragonfly and the hammer, in which the open and close are the same, as
long as the lower shadow is of sufficient length. Takuri shapes are usually seen after the
market has experienced a substantial drop, and they represent an opportune buying signal,
especially if they are accompanied by high volume (see Figure 4.9).

A white takuri accompanied by volume (far greater trading volume than the previous
day's) very likely marks a bottom. The reason for that is quite simple. Consider the
psychology of investors when a takuri is formed. If the market has been in a prolonged
decline, investors begin to wonder why it hasn't stopped and when it eventually will. The
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psychology flips back and forth between "Hurry up and stop already!” and "Could the market
go down any farther?"

FIGURE 4.8

Takuri and Hanging Man Candles

FIGURE 4.9 FIGURE 4.10
Takuri Usually Occur at Market The Hanging Man
Bottoms
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In a situation like this, if the market opens with more selling than usual, it means that
investors have become desperate and think that the stock will drop oven farther. More
people decide to dump their shares (cut their losses and run), so the price declines. Other
investors see this and jump aboard the selling bandwagon. Once the desperation selling
and dumping are over, however, few shares are left for sale, and even a small amount of
buying will push the price back up. By the end of the session, the closing price is at or very
near the open. In other words, a takuri means that all the sellers have sold and there is no
more selling to come. The bears have seen their supply lines cut, which makes the bulls
stronger, and that is why this shape often means that the market has bottomed out

Hanging Man. The hanging man has the same shape as an ordinary takuri, but it's a
white candlestick that occurs at the top and is often the precursor of a steep decline (see
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Figure 4.10). The name comes from the market wisdom that you'll end up hanging yourself
if you buy on this shape. Here too, it does not really matter whether the shape's real body is
black or white or whether it's a doji or still a takuri.

The hanging man does not appear often and so should be watched carefully when it
does. You're far less likely to see a hanging man appear at the top than you are a takuri at
the bottom or an inverted takuri at the peak. Nor does the hanging man generally appear by
itself.

Once again, investor psychology explains why this shape indicates a peak. Unlike the
takuri, in this case the shape would appear at first glance to be bullish. The bears have been
in charge and pushed the price down, but the bulls were able to push it back up during the
day, and they appear to be quite strong. But if the bulls were really that strong, they would
have taken the sharp drop at the open, pushed back up, and kept going quite a bit farther.
It's a question of "Is that all you can do?” If that is as far as the bulls can go, then they are
weak and about to be hung.

FIGURE 4.11
Shooting Star and Gravestone Candles, With Long Upper Shadows

Shooting Star and Gravestone Shapes

Like the long lower shadow shapes, there are also shapes with long upper shadows,
which are illustrated in Figure 4.11. And like those with long lower shadows, long upper
shadow shapes indicate a top when they appear in a rising market and a bottom when they
appear in a falling market. Similarly, it's not that important whether the real body is white or
black, or whether the shape is a doji, or whether there is a slight lower shadow. A long
upper shadow is considered either a shooting star or a gravestone.

Shooting Star. When a shape with a small teal body (expressing the spread between
the open and close) and a long upper shadow appears after a significant rise, it's called a
shooting star and indicates a top. In other words, until the previous session, the rising trend
was moving along nicely and prices were being bid up, but the bulls' supply lines have now
collapsed. Traders looking to buy have bought pretty much all they want and there are no
more buyers left, so the market has peaked.

Gravestone. Strictly speaking, a gravestone (Figure 4.12) is a doji with a long upper
shadow, and when it appears near a bottom or after a sharp decline, it usually indicates that
the market has bottomed out. As with the shooting star, the gravestone can be interpreted
more loosely to be any shape with a long upper shadow that appears near a bottom.

The gravestone is interpreted the same way as a hanging man is near the top.
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The boars have sold the stork back down but have been unable to break very far
through the low, which indicates that a bottom has been reached.

FIGURE 4.12

The Gravestone

after the market has sufficiently declined. However, any shape with a long
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The Logic Behind the Shooting Star and Gravestone

In contrast to takuri and hanging man, these patterns have long upper shadows and
small or no real bodies (doji). If the real body is small, it is a shooting star because the long
upper shadow looks like a comet's tail; if it's a doji, the shape is called a gravestone
because the long upper shadow looks like a gravestone extending upward from the ground.
Both indicate reversal points. Generally, a shooting star near the top indicates that the price
has peaked, while a gravestone near the bottom indicates that it has bottomed out.
However, in practice, the distinction is not that important. What is important is the price
movement in the next session, the same as for a spinning top or harami.

If a shooting star appears near the top of an uptrend and the next day produces a large
black candlestick, it is a shooting star on the eve of three rivers—and a decisive top signal; if
it is followed by an engulfing pattern (tsutsumi), it is also a top reversal signal because the
stock is being "carried for the last time”. Similarly, alter a downtrend, a gravestone followed
by a three rivers pattern would be a decisive bottom signal, whereas an engulfing pattern
means that the stock is being "picked straight up”.

Both upper shadows and lower shadows can indicate tops or bottoms. It's more
common for a long lower shadow to appear after a downtrend than an uptrend, and likewise
a long upper shadow is more common alter an uptrend than a downtrend. In other words, a
takuri is more common than a hanging man and a shooting star is more common than a
gravestone.

Another classic pattern near the top of a trend is the dark cloud cover (kabuse). This
pattern often is seen when the market is in an uptrend and thought to be continuing upward
but when it appears near the top, it should be interpreted as a warning sign. The inversion of
a dark cloud cover is the piercing pattern (kirikomi) which appears near the bottom and
indicates the market is bottoming out. Although they differ in their bullish and bearish
indications, these patterns have exactly the same psychology at work in their production.

Dark Cloud Cover

In this pattern, a comparatively large white candlestick is followed by a black
candlestick that opens higher than the white candlestick's close (higher than the top of its
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real body and resembling a dark cloud on top of the white candlestick). If a large black
candlestick is formed near the top and extends below the median price for the previous day.
it usually indicates a reversal. However, if the next day's price exceeds the black
candlestick's high, the dark cloud cover has broken and the uptrend commonly accelerates.
(Figure 4.13)

FIGURE 4,13
Dark Cloud Cover
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There are other variations on dark cloud cover, depending on the degree of coverage.
Some examples include atekubi, sashikomi, and irikubi, but they can be considered to have
the same basic meaning.

A fairly convincing argument can be made about the formation of dark cloud cover and
the reason the psychological state among market participants leading to it results in the
formation of a top. Here's what happens: The market is in an uptrend, and a fairly large
white candlestick is formed. If the session closes at or near the high, most people believe
that there will be more gains the next day because this stock still has a long way to go. If it
does indeed open higher the next day, it would not be uncommon to think that the bulls will
crowd in because their anticipation has been confirmed. In some cases, there is a window
or gap (see Figure 4.22) that is opened and the price continues to soar. But what if that
doesn't happen? The stock has gapped significantly higher, but at (or near) the high, it
begins to slide. More investors decide that this must be the end, and the decline
accelerates. If the market is indeed still bullish, the decline should stop at the previous day's
high or close, but if it breaks through the previous day's close and still does not stop, more
selling piles on. At the end of the day, the stock closes far below the previous day's close
and investors ask themselves, "What were yesterday's gains all about anyway?" A top has
formed. If, on the third day, the stock opens even lower, then the worst has been confirmed
and more shares are dumped, as it to corroborate the peak.

If these two days of movement were compressed into one, it would produce an upper
shadow or a lower shadow—the same shape as a shooting star or hanging man. This is yet
another and very convincing reason why dark cloud cover is a pattern that indicates a top.

The Piercing Pattern

In this pattern, the first day has a large black candlestick followed on the second day
by a large white candlestick, extending above the middle of the black candlestick. Often the
pattern indicates that the selling is over; a long downtrend has come to an end and an
upward reversal has begun.
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FIGURE 4.14

Piercing Pattern
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This pattern is exactly the opposite of dark cloud cover. The price has been sliding
downward, and there is a large black candlestick causing most people to think that the stock
has even farther to drop. If, in the midst of this market sentiment, the stock opens
significantly lower, most people might think that it's heading farther down and become
bearish. However, if the opening is actually at (or near) the bottom and the price starts to
rebound, investors who sold short begin to buy back their positions, and bargain hunters
decide that they had better jump in quickly, amplifying the rebound so that the stork closes
significantly higher than it did the previous day and participants perceive it to have bottomed
out.

It may be easier to understand this if the two days’ movement is compressed into one.
A large decline followed by a higher close will produce a long lower shadow, and this
shape—appearing at or near the bottom—is the same as a takuri and usually marks the
bottom of the trend. (Figure 4.14)

In a piercing pattern, the first day hits a large black candlestick, followed on the next
day by a large while candlestick that extends above the middle of the black candlestick. An
inverse to dark cloud cover, the pattern often indicates that the selling is over; a long
downtrend has come to an end and an upward reversal has begun.

The Engulfing Pattern

This pattern is sometimes referred to as tsutsumi or daki (hug). A candlestick with a
small real body is engulfed by a larger candlestick, resembling a mother hugging her child.
In other words, the first day is white and the second day is also white, and the second day
has opened below the first day's open and closed above the first day's close. Regardless of
whether white or black candlesticks are involved, the key characteristic of the engulfing
pattern is that the real body of the second day is larger on both the top and bottom than the
real body of the first. Were the two days’ movement compressed into one, it would form a
long upper shadow or lower shadow, which makes it easy to understand why it is a top or
bottom reversal.

If, at or near the top, a large black candlestick engulfs the previous day's smaller can-
dlestick, it's not surprising that this would mark the peak, but a large black candlestick near
the bottom of a downtrend, which would seem to indicate further declines, often marks the
bottoming-out point. Similarly, a large engulfing white candlestick at or near the bottom of a
downtrend is easily taken as an indication that prices have bottomed out, but it is
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surprisingly common for this same engulfing white candlestick to mark the top in an uptrend
(see Figure 4.15).

FIGURE 4.15
The Engulfing Pattern
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Harami

In the harami pattern, a large candlestick of either color is followed by a smaller
candlestick, resulting in a shape that resembles a pregnant woman (which is the meaning of
harami). Harami is another reversal pattern; the child is seen as separating from the mother
(see Figure 4.16). When this pattern appears at or near the top of an uptrend and consists
of a large white candlestick followed by a small white candlestick (white/white harami), it is
common for the trend to break downward, marking a peak. Conversely, when this pattern
appears at or near the bottom of a downtrend and consists of a large black candlestick
followed by a small black candlestick (black/black harami), it is common for the trend to
break upward, marking a trough.

Harami pattern is the opposite of an engulfing pattern. Price movements are entirely
within the range of the previous day. The question is not really whether they are white
candlesticks or black candlesticks. The decision to sell or buy depends on where the pattern
is seen (near the top or near the bottom). The first day's candlestick is considered the
mother; the second day’s is the child she carries. A reversal in the trend is very common
when the child is a doji. Market wisdom says to follow the break with a harami. If either the
previous day's high or low is exceeded, the trend usually continues in that direction.

Whether the shadows are included in the large candlestick is disputed. Some argue
that the shadows should not be included in either the mother or the child; others believe that
for the mother (the large candlestick), the shadows should be included, whereas for the
child (the smaller candlestick), they should not be included.
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FIGURE 4.16

The Harami Pattern
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FIGURE 4.17

The Harami Triangle or Pennant

\ !

Figure 4.17 shows the kind of price movements likely to produce a harami pattern,
which is the same as the triangle, or pennant pattern in other forms of technical analysis.
The lop is flat and the bottoms keep moving higher, or the bottom is Hat and the tops keep
moving lower, or the bottoms rise and the tops fall at the same time within a limited range of
movement. In the triangle pattern like that in Figure 4.17, the break comes when the price
breaks through either the upper resistance line or lower resistance line.

Therefore, if a harami appears in an uptrend and breaks downward the next day, the
price tends to keep falling and a bear market ensues. On the other hand, if it opens higher,
it's highly likely that further gains will follow. By contrast, a harami in a downtrend followed
by a lower open the next day indicates that the market is still far from bottoming out (except
in cases in which there is a sharp rise after the open), whereas a higher open the next day
makes it likely that the bottom has been reached.

White/white harami and black/black harami. Market wisdom says to follow the break
with a harami pattern, but if the market has already had a good rise (and is at or near the
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top), a large white candlestick followed by a small white candlestick in a harami pattern
tends to indicate a peak (in other words, the harami tends to break downward). On the other
hand, if there has already been a significant drop (prices are at or near the bottom) and a
large black candlestick is followed by a small black candlestick in a harami pattern, it's
highly likely that a major bottom has been reached. Nonetheless, market wisdom says to
follow the break. If you have a long position when there is a white/white harami, it may be
wise to sell—at least temporarily. If the price breaks upward, you can buy back your shares;
if it breaks downward, you can sell short. Likewise, if you have a short position and there is
a black/black harami, its probably wise to buy back the position and wait for the break. If the
pattern breaks downward, you sell short again; upward, you go long (see Figure 4.18).

FIGURE 4.18
White/White Harami; Black/Black Harami
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Harami presumably has its source in an indecision pattern like a spinning top, with a small real body and

small shadows. When there is a break in an indecisive market, investors suddenly have direction and they

all tend to move the same wav,

The Tweezers Top

Sometimes referred to in English as a double top, the tweezers top forms when the first
day’s high and the second day's high are the same, resembling a pair of tweezers (see
Figure 4.19). The highs do not need to come on consecutive days. The pattern can form
over a period of several days or even several weeks. With the exception of a narabi aka (a
continuation pattern of two white candlesticks at the top, which is discussed later in the
chapter), tweezers usually indicate that a peak has been reached, and the important point to
watch is whether the previous peak can be exceeded. Ordinarily, it is not just the close but
the intraday high (corresponding to the shadow) that must be taken into account. It is also
not necessary that prices be exactly the same. If they are roughly the same, it is still a
tweezers pattern.
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FIGURE 4.19

The Tweezers Top

The Tweezers Bottom

This pattern is the inverse of the tweezers top. In English it is sometimes referred to as
a double bottom. The first day’s low and the second day's low are the same, resembling a
pair of tweezers. The lows do not need to come on consecutive days. The pattern can form
over a period of several days or even several weeks. The important point is that the
previous low was not exceeded, which indicates that the bottom is solid (see Figure 4.20).
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FIGURE 4.20

The Tweezers Bottom

The Window

In the window, or gap, pattern, there is no overlap between the first day's and the
second day's candlesticks. The gap between the two is referred to as a window (see Figure
4.21). If a trend is setting new prices or breaking out of a holding pattern (moving
significantly in either direction alter a period of narrow- moves), market wisdom says to
follow the break. It's generally easier for the price to move in the direction of the window. In
the case of holding patterns, the window is often closed (trading is active at the gap), and it
is common for prices to return to their original levels.

The Reversal to the Window

If a market is in an uptrend and produces a rising window (gap), the next minor
reversal will often return prices to the gap, effectively closing the window (see Figure 4.22).
Once the window is closed, it is common for the trend to reverse upward; if it fails to do so, it
is common for the price to return to where it originally was (called going home). Likewise, a
downtrend that has a falling window will also often see the window closed on the next minor
reversal, providing an extremely effective opportunity for additional buying or selling.
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FIGURE 4.21
The Window

FIGURE 4.22
The Reversal to the Window

Indecision Patterns

The Star, Cross, and Spinning Top

The star, cross, and spinning top arc considered indicators of indecision and potential
reversal. However, one should not simplistically conclude that the market has peaked when
one of these shapes appears near the top or that it has bottomed out when one of the
shapes appears near the bottom. The important points are how the shape appears and how
prices move afterward. In other words, the shapes say that the market is indecisive and has
not yet determined whether it wants to go higher or lower. It will follow the next direction for
which there is significant momentum. A large black candle after an indecision shape or an
open that is significantly lower will often be followed by further declines, whereas an open
that is significantly higher is often followed by further advances.
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FIGURE 4.23

Indecision Patterns

. Small candlesticks like the ones shown here are variations
on the Spinning Top and indicate indecision.

FIGURE 4.24

The Star, Cross, and Spinning Top
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Example 1 in Figure 4.24 shows a case in which there is indecision at the top of the
range, indicating resistance to going any farther. This is very likely to be the peak. Example
2 resembles an evening star on three rivers occurring in conjunction with a pattern indicating
the top. There was a relatively large white candlestick, followed by an indecision shape
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(star, cross, spinning top). If on the third day there is a relatively large black candlestick that
opens lower than day two's close, it's called evening star on three rivers, or evening cross,
and considered an indication of a peak. However, if this pattern occurs after a relatively
large white candlestick and the next day opens higher and produces another white
candlestick, it's common for the gains to accelerate, so the star cannot blindly be taken as
an indicator of the peak.

Example 3 shows the inverse of Example 1. The market is holding at or near the
bottom, and this figure indicates that downward resistance has solidified and prices are
likely to bottom out. Example 4 is the inverse of Example 2. If this pattern occurs after a
fairly large black candlestick, it would appear that prices are bottoming out. If the final day
opens higher than the previous day's close and produces a relatively large white
candlestick, it is a morning star on three rivers, or morning cross, and indicates a bottom.
However, if the next day's open is lower than the previous day's low and a fairly large black
candlestick is produced, it's common for selling to accelerate. In other words, there may be
an opposite buy or sell signal, depending on the next day's opening.

FIGURE 4.25 FIGURE 4.26
The Belt Hold Side-by-Side White Lines (Narabi
Aka)

Figure 3: Side-by-Side
J_ White Lines (Narabi Aka)
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Special Patterns Worth Noting

So far we have looked at patterns and shapes that indicate peaks, troughs, and
indecision. Other special, more complex patterns provide the same indications.

The Belt Hold

A belt hold is a white candlestick that opens at the low or a black candlestick that
opens at the high (see Figure 4.25). A white belt hold can also be called a white opening
marubozu and is a bullish pattern indicating further rises; a black belt hold can be called a
black opening marubozu and is a bearish shape indicating further declines.

In either case, the candlestick must be relatively long. A bearish belt hold appearing
near the top of a range indicates a decisive selling opportunity; a bullish belt hold near the
bottom of the range indicates an excellent buying opportunity. Belt holds are considered to
be extremely important patterns. The proverb says, “Belt holds are Sakata's lifeline” in
reference to the birthplace of legendary trader Munehisa Homma.

Side-by-Side White Lines (Narabi Aka)

Aka means red, and the name narabi aka goes back to the premodern convention of
drawing bullish candlesticks in red and bearish ones in black. The market gaps higher to
produce two very similar white candlesticks (see Figure 4.26). When this pattern is seen
during an uptrend, it indicates a break upward and bullish sentiment, providing an
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opportunity for further buying; in a downtrend, it indicates a break downward and a great
opportunity to sell.

Side-by-Side Black Lines (Narabi Kuro)

The inverse of side-by-side white lines, side-by-side black lines, occurs alter a gap
(Figure 4.27). 1l the pattern occurs in an uptrend, it means that the bears are strong and
there will be a reversal downward; in a downtrend, it means that selling will accelerate.
Unlike side-by-side white lines, side-by-side black lines always indicate bearishness.

Some chartists distinguish side-by-side black lines occurring in a downtrend from those
occurring elsewhere, but the indication is the same.

FIGURE 4.27 FIGURE 4.29
Side-by-Side Black Lines (Narabi Dark Cloud Cover, Upward Break
Kuro)
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FIGURE 4.28
Osaekomi, Three Black Crows, Dark Cloud Cover
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Osaekomi

The osaekomi pattern is similar to three black crows or dark cloud cover, but it is
distinguished by a gap between the first black candlestick and the previous candle (see
Figure 4.28). If, during an uptrend there are three consecutive black candlesticks (or
sometimes four, or even two) followed by a white candlestick that exceeds the previous
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day's high, market wisdom says that there will be a break upward the next day. This is a
buying opportunity. The key with the osaekomi pattern is the gap before the first black
candle; in the three black crows pattern, the first black candlestick starts below the white
candlestick; in the dark cloud cover pattern, the first black candlestick begins above the
white candlestick. Either way it is a sell signal. The three patterns are compared in Figure
4.28.

Dark Cloud Cover, With Upward Break

Market wisdom says that a dark cloud cover occurring at the top of the range may push
prices down, but if the market can break out of it, there will be a reversal upward. Therefore,
even if there is dark cloud cover in a rising market, if prices can return and set a new high
(generally within five moves), the proper course of action is to buy (see Figure 4.29).

Five Consecutive White and Five Consecutive Black Candlesticks

There are times when a series of short white candlesticks is produced after the market
has experienced a significant decline (see Figure 4.30). Convention says that five of these
candlesticks confirm the bottom and are a buying signal. The converse is also true. A series
of five consecutive short black candlesticks near the top of the range is considered to
confirm the top and be a selling signal.

FIGURE 4.30

Five Consecutive White and Five Consecutive Black Candlesticks
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Sakata's Five Tactics

We've examined the shapes of individual candlesticks and combinations of two or
more. Sakata-style tactics take these patterns and turn them into techniques. They were
developed by Sakata's celebrated trader Munehisa Homma, who made his fortune in the
Edo-period rice market. (One song from the time goes, “I may never be a Homma, but
maybe | can be a lord”).

There are five basic stratagems in Sakata-style tactics: three mountains, three rivers,
three gaps, three soldiers, and three methods. There are many variations on each. We will
look at some of the more common ones.

Three Mountains, Inverse Three Mountains

Three mountains (three Buddhas) indicates a major peak. The market has peaked and
fallen three times, and the second peak was particularly high. This corresponds to the triple
top or head-and-shoulders pattern used in Western charting that's also considered to be an
indication of the top. The "neckline" is formed by connecting the low points of the three
valleys. The three mountains pattern is completed after the third mountain is formed and the
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price breaks downward from the neckline. This is sometimes called three Buddhas because
of the resemblance to Buddhist statuary—Syakamuni is often flanked by two bodhisattvas.
Traders will sometimes refer to this as the three Buddha top. This is considered a classic
topping pattern, especially if volume declines over time (as the chart moves to the right)

(see Figure 4.31).

FIGURE 4.3 1
Three Mountains, With Neckline Sell Signal
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Inverse Three Mountain Bottom
In the inverse of three mountains, or inverse three Buddhas, the mountains appear

upside down. Like three mountains, the inverse three mountains pattern is completed only
after the price breaks through the neckline. Once it does so, it can be considered a buy
signal. Alter a buy signal has been given, the neckline is the target for any reversals (see

Figure 4.32).

FIGURE 4.32
Inverse Three Mountain Bottom, With Neckline and Buy Signal
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Three Rivers
Three rivers indicates a small white or black candlestick called star, or indecision line,

or doji (called a cross), between large white and black candlesticks. This is generally
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considered to be an indication of reversal. If the market has had a significant rise and then
produces a large white candlestick, followed by a gap upward the next day to produce a star
of white or black (or cross), and then on the third day gaps downward to produce a large
black candlestick, it is called a morning star (cross, shooting star) on three rivers and is a
selling decision line. On the opposite side, a large black candlestick followed by a gap
downward to an indecision pattern in the form of a small white or black candlestick, or cross,
with a large gap upward to form a white candlestick on the third day indicates that the
market has bottomed out and is a buying signal. This is considered a classic pattern,
indicating either the peak or trough.

It's easy to understand why the three rivers is taken to signify a top or bottom if one
considers the process of its formation. The market has experienced a strong rise and
produced a large white candlestick, but the next day it struggles to make further gains or
actually loses a little ground. It is indecisive, and this indecision followed by a large black
candlestick on the third day shows that the market has decided to turn down. The downward
momentum is confirmed, further downward pressure is exerted, and prices drop sharply. In
other words, the interpretation is basically the same as following the break for a harami
pattern (see Figure 4.33).
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Evening Star/Evening Cross

An evening star on three rivers is a strong signal indicating a reversal downward when
it occurs in the process of an uptrend. When the market is stalled or trading in a narrow
range, the proverb says to "look for abandoned children." There may be times when the
window is closed on the star (pricing at the gap where the price has jumped higher), but this
pattern coming in an area of new highs is a precursor to a fall (see Figure 4.34).

Morning Star/Morning Cross

The morning star, or morning cross, is the inverse of the evening star, or evening
cross. If the star candlestick represents a new low, it's highly likely that a bottom has been
reached. However, a star, or cross, does not necessarily indicate a bottom. Confirmation of
a bottom comes only with the completion of the three rivers pattern (see Figure 4.35).

Three Soldiers

Three soldiers occurs when there are three white or black candlesticks all moving in
the same direction. Three white soldiers is a pattern of three white candlesticks that do not
open higher but consistently close higher. It's considered a precursor to a major uptrend.
The inverse, in which three consecutive black candlesticks produce declining highs, is called
three black soldiers (also three black crows) and predicts a significant decline. The

FIGURE 4.33

Three Rivers
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Japanese have traditionally considered the crow to be an unlucky bird, and the black of the
candlesticks, corresponding to the black of the crows, is considered bad luck for the
markets, the beginning of a decline.
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On the other hand, three white soldiers appearing in an uptrend signals resistance to
higher prices. If the white candlesticks become progressively smaller, the soldiers are "at a
dead end" and the market is likely to peak.

Three Black Crows

Three black crows is a classic indication that a bear market has begun. This pattern
occurs in an uptrend when there are three consecutive and contiguous (no gaps) black
candlesticks. It's considered to signal the start of a prolonged bear market, but must occur
at a relatively high point for the pattern to hold. Note also that if the first black candlestick
gaps upward, it is an osaekomi pattern and a buy signal (see Figure 4.36).
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Three White Soldiers

This pattern is the inverse of three black crows, or three black soldiers. It commonly
occurs when prices have been sliding downward and the market is searching for a bottom.
The three consecutive white candlesticks are relatively small, but indicate that the market is
on better footing and has bottomed out. The bottom is confirmed only if prices do not fall
below the first white candlestick (see Figure 4.37).

Three Gaps

As the name implies, three gaps is a series of three consecutive gaps. Market wisdom
says that in an uptrend you should **sell into three jumps up,” whereas in a downtrend, you
should "buy on three poundings" because this often signals a major trough. Pounding refers
to a selling climax after the third gap downward, because the bears have sold all they have
to sell.

When there is no overlap between the first days and the second day's candlesticks, the
gap between the two is referred to as a window. If a trend is breaking out of a holding
pattern (moving significantly in either direction after a period of narrow moves), market
wisdom says to follow the break. It's generally easier for the market to move in the direction
of the break. The holding pattern will often close the window (actively trade at the gap), and
it is common for prices to return to their original levels. This is considered a turning point in
the market. The occurrence of three of these turning point gaps in a row is considered
extremely significant (see Figure 4.38).

FIGURE 4.3 8
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Three Methods

The legends of Munehisa Homma (and there are many) say that he had a third method
he emphasized in addition to selling and buying: resting. If the market is trading in a narrow
range, frequent buying and selling is unlikely to increase earnings. The more often you
trade, the higher your costs (in the form of trading commissions) and the more likely you will
take a loss. It's important at these times to rest—and knowing when to time your rests is just
as important as knowing when to time your buying and selling.

The three methods pattern shown in Figure 4.39 is the candlestick combination that
tells you to rest. Three methods is also referred to as three rules and refers to the three
choices of selling, buying, or resting.

In the top pattern of Figure 4.39, an uptrend has produced a large white candlestick
followed by harami patterns (either white or black). There is then the large white marubozu
that exceeds the previous high to form a classic breakout from a holding pattern. The small
harami patterns indicate a break in the action. The bottom of the large white candlestick has
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become a support line and the top a resistance line. Having broken through the resistance
line, the pattern appears very bullish, but the important thing according to the three methods
is to forgo either buying or selling until the price breaks out. The same is true of the inverse
pattern. The bottom pattern in Figure 4.39 occurs in a downtrend and appears to be bearish,
but you refrain from trading until the downward break.

FIGURE 4.39
Three Methods

Over a century has passed since candlesticks took their present form. The fact that
traders still use techniques that were pioneered in the Dojima rice markets is a testament to
their value in illustrating the dynamic movements of price. While many technical indicators
have been developed to measure trends, gauge momentum, and identify price targets,
candlesticks serve as the foundation to which other techniques are applied. With a solid
understanding of candle patterns, you will find that you are able to use conventional
indicators with more precision and confidence. From Munehisa Homma's handmade candle
charts to the sophisticated charting software we now enjoy, candlesticks continue to jump
off the screen and let traders truly feel the rhythm of the markets.
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CHAPTER 5

Price and Time
CONSTANCE BROWN

Price projection accuracy is possible when the concept of confluence is clearly
understood. Confluence is a precise target zone derived from multiple price projections
utilizing the natural expansion and contraction of price movement found in all markets and
time horizons. The results form a mathematical grid that allows precise entry and exit
strategies prior to any trade, with measurable risk-reward ratios. The concept of price
confluence is then developed further to study confluence targets on the diagonal and
vertical axes to determine time projections as developed by W.D, Gann. Gann accurately
timed the start, magnitude, and duration of the crash of 1929.

Oil will be key to global equity indexes into the year 2012. These global equity indexes
are being set up right now, allowing us to use the current market data in November 2006 to
consider the implications before us.

Fibonacci Price Targets

To determine support or resistance price levels, many favor the use of Fibonacci
retracements. But this method of subdividing a range is not used to its full potential. Basic
applications simply define a market swing and subdivide the range between a selected price
high and a price low into the ratios 0.618, 0.50, and 0.382. Unfortunately, this method
overlooks the fact that markets have a natural expansion and contraction cycle. To traders,
this means their Fibonacci targets will work in markets producing equality swings only;
however, they will fail when the market is expanding or contracting relative to the range first
selected.

When a contraction cycle influences a rally or a decline, the Fibonacci targets derived
from a maijor price high and low will be exceeded. In a contracting cycle, traders are stopped
out by entering the market too early, only to see the market reverse and take off without
them. In an expansion cycle, the trader's entry level is never achieved. The market
reverses, forcing a chase that increases the capital risk and compels the trader to establish
a smaller position as the opportunity slips away. For this reason many abandon the use of
Fibonacci ratios; they feel they work only some of the time. In essence, they are right. But
Fibonacci retracements are not the problem; it's their application that needs to be changed.

Figure 5.1 displays the current monthly continuous futures contract for crude oil. The
monthly chart shows the recent market decline into November of 2006 and raises the first
question: how far will this decline carry the market? Although sharp, this is a correction only
if the scenario into 2012 is correct. This is the important pullback for the long-term horizon;
therefore, we need precise targets to monitor. This can be done using multiple Fibonacci
retracements.

When defining support for a correction in a rallying market, always start at the top and
only then select a low. The first point selected should be zero. The first calculation within the
range below zero should be a value of 38.2 percent, followed by 50 percent and 61.8
percent. The price low selected at the bottom of the range is 100 percent. Bloomberg does
these calculations correctly, but TradeStation defines the first point selected as 100 and
reverses the order. Recognizing a 38.2 percent and 61.8 percent ratio will fall on the same
price levels within the range, it becomes understandable why different quote vendors have
different opinions about how this should be programmed. However, most vendors force the
user to remain generic and take away the user's ability to use the geometric proportions that
develop within the market's data swings. Study the charts in this chapter and compare the
steps to your vendor's tools, and it will become clear whether the vendor is backward.
TradeStation does correct its logic in the Fibonacci expansion tool. CQC will draw its
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Fibonacci levels backward, away from the newest data in your chart. Setting the default to

extend the lines across the entire screen will fix this.
start [ 80.00
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FIGURE 5.1
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You may find some vendors have a default value of 75 percent. Turn this off, as well as
any other range offered as a default. Just use the primary three listed. It doesn't matter
whether you add, subtract, multiply, or divide a Fibonacci value, because it will always
product another Fibonacci ratio. Therefore, we will calculate the other ratios by using
multiple ranges. You'll see how this becomes important in Figure 5.4.

In Figure 5.1, the same price high is used for two different Fibonacci retracement
calculations from different ranges. The lows selected are internal pivot points within the
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larger swing. Each is selected for a reason. Look for reversals that develop directional
signals such as key reversals, gaps, and secondary retracements that begin strong swings
within the larger trend. These internal milestones are markers, revealing the price levels the
market is using to build future price swings. There are discernable mathematical
relationships between one key market pivot and another that tie the pivots together within all
time horizons.

The important price levels can be identified by starting at the "top" and then examining
each pivot price low as a possible new range. In Figure 5.1, bold lines clarify the start, end,
and resulting subdivisions within the range. The 01.8 ratio bisects $50. It is highlighted with
an arrow. With just one Fibonacci grid in place, it's impossible to know whether the levels
within the subdivided range are major or minor support.

Starting from the same high, a second low is selected, just under $30. The resulting
subdivided range produces a 50 percent retracement near $50, which overlaps the 01.8
percent retracement from subdividing the first range. These different Fibonacci ratios that
overlap form a ((influence target, which is major support.

If this chart were inverted to represent a market in a downtrend, producing a sharp
upward retracement, the calculations for resistance would always be started at the bottom,
and then price highs would be selected. Starling retracements in this manner allows the
internal swings to be examined. If you start in reverse, you are always forced to go straight
to the market extreme top or major bottom, and the internal dynamics of the data would
never be considered.

Price Projection Using Geometric Proportion

The monthly chart for crude oil futures in Figure 5.2 includes a third range to the price
low; at the bottom of wave 2. The confluence zones that form define major support for this
current decline at $56, $50, and $44. However, an important change was made in Figure
5.2. All the Fibonacci ranges start from a price high that truncates the spikes into the double
top. That's done to clearly illustrate that the same starting point is always used for each
range selected, but the price high itself is not always the best place to start. Sometimes it
makes sense to truncate spikes when the majority of closing periods fail to record a close
within the range of the spike. To simplify the chart, add a horizontal line at the continence
zones to mark major support targets. The targets in Figure 5.2 are near $56, $50, and $44.
In practice, it is important to be aware of the width of the confluence zone and not just a
single value within the target range.

A 14-period relative strength index (RSI) indicator was added to the bottom of Figure
5.2. An oscillator can confirm the key pivots. In this chart the 14-period RSI has two moving
averages. The averages are calculated from the RSI, not from price. Moving averages serve
as support and resistance levels for the indicator. Points P and Q mark two momentum
extreme lows. Notice the character of these momentum lows. Both form a W pattern before
the market successfully engages in a strong advance. Past character is nearly always
repeated in the time frame being studied. So we know two things from reading points P and
Q: First, this market likes to produce a complex W, so we need not take the reversal
seriously until it does. Second, the market does not have such a pattern in place now. It can
further be said this market may be oversold, but it has not defined a final bottom. Because
the market is at $56, the confluence zone under the market becomes the more likely target
at $50. An extension would allow a move to $44, but just under this zone becomes the
precise area at which the market should not trade if the opinion is correct that this market
will make a full retracement back to the highs. Knowing where the market should not go
gives us a clearly defined risk-reward ratio. It also clearly defines a level at which the
implications for global rates and equities could change. For this reason, the decline is
setting up the long-term picture in financial markets.
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FIGURE 5.2
Crude Oil Monthly Perpetual
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The confluence zone defining a price target at $50 is of particular interest. If you find
the Elliott Wave Principle a challenge, this approach will be invaluable to you. Notice the
swing low marked C, or the bottom of wave C of (2). A box is now drawn from this pivot low
up to the confluence zone near $50.

In Figure 5.3, the box is moved without changing its height to project an equality move
up from $50. The box defines a future market swing projection based on geometric
proportion. There are other geometric proportions that require close study. As an example,
the $50 level also marks the halfway or midpoint between a range from the high, marked iii,
and the low, marked wave 2. This independent observation about a geometric proportion
does not depend on a wave count, but it helps us train the eye to look for balance and
proportion within the chart. The box high produces a price target near $97. Such a move
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would have serious consequences for the strong rallies developing since the 2002 or 2003
price lows in global equities.

FIGURE 5.3
Crude Oil Monthly Perpetual
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In Figure 5.3. the RSI has two formations marked at points R and S. Point R is subtle.
It is the RSI "kiss" just under the crossover point where the short average crosses down
through the longer-period average of RSI. This exact junction should always be monitored
because markets often produce strong moves from this internal momentum signal. At point
S, the market forms a choppy top but breaks down because the RSI fails under the
averages again. Do not look for divergences alone in RSI, because there is a wealth of
information in the details.
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Using RSI to Define Trend

In all time horizons, study the range traveled in the RSI. Notice in Figures 5.2 and 5.3
the RSI momentum highs challenge the 80 level. In November of 2006, the current market
RSI 65 level, whereas
bear market rallies will top within the 60 to 65 range for RSI. Corrections in bull markets
often stay above 40, but the declines in bear markets will break down below the 40 level.

data was moving RSI toward 10. Bull markets track well above the

These range guidelines apply to all time horizons within a 14-period RSI.

FIGURE 5.4
Crude Oil Monthly Perpetual
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It is critical for the analyst to let the market show where these levels of respect form. As
an example, one market may use 12 as support and develop a history at this level. Another
market or time horizon may use 39. Allow a couple points for the market to tell you more
precisely how it wants to operate by reading the chart from right to left closely. More
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information can be found in my book Technical Analysis for the Trading Professional
(McGraw-Hill, 1999); illustrations are included to help detect transitions from bull to bear
markets and vice versa within RSI.

In Figure 5.4, the box created in Figure 5.2 projects an equality swing from $50,
showing a price target at $97.72. If we subdivide the box itself by the Fibonacci retracement
tool, we discover the current highs fall on the 61.8 percent ratio. The fact that the market is
respecting the internal Fibonacci ratios within our box bolsters greatly the confidence that it
will respect our target at $97.72. It also confirms that we correctly used $50 as the midpoint
of the rally. Although this is a target, it does not imply that oil will take a straight path.

FIGURE 5.5
Crude Oil Daily
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The daily futures data for crude oil are shown in Figure 5.5. Using the same method
demonstrated in the monthly data to project a rally target, we can define a midpoint for the
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decline developing in the daily data to project a possible bottom. If you use Elliott Wave
analysis, pick the top of a fourth wave within wave iii down. If you are not familiar with Elliott
Wave jargon, look for the middle swing that's the strongest. Then draw a horizontal line
across the screen that bisects this strong swing into two fairly equal proportions above and
below the data range.

This particular chart uses a small previous fourth wave within the decline, because that
level is further challenged in a subsequent wave 4 bounce. Back-to-back fourth waves are
always critical milestones. Repeat the steps to draw a box from the start of the swing to the
horizontal line, marking a midpoint within the decline. Draw a second box of the same size
and move it so that the top of the box is at the midpoint line to produce an equality price
swing down. The target is again $50. This is the same target as the one derived from the
monthly data taken from entirely different pivot levels. Most assuredly, the $50 area is
extremely important. Further subdivide the box by Fibonacci ratios. We find the current lows
are on a 61.8 percent relationship of the box height at $56. This is a repeating price level
that shows we have a confidence in the price grid this market is defining as support. (Box
width has no meaning and should not be used for time projections.) The reason these
repeating levels form, at exact prices from different internal data, is due to harmonic
intervals forming within the market swings.

The RSI in Figure 5.5 provides additional value. Momentum indicators that have been
normalized, forcing them between a range of zero and one hundred, contribute their own
message about support and resistance. Study the indicator's performance from right to left
within the chart. In this chart, a horizontal band has been drawn around the RSI 45 level.
The last swing up in the indicator near 45 produced the price high marked wave iv up. RSI
tested the same area in August 2006, when the marker defined wave ii up. Often RSI
movement exhibiting similar amplitude displacements will help to confirm that a wave count
is still in the same degree. (Waves ii and iv produced similar momentum swings to the same
45 level in Figure 5.5.) The asterisks show RSI used the 45 level to define support in May,
June, and July 2006. The breakdown and subsequent test and failure under this band was
very significant in August. When the resistance zone in RSI was challenged and failed in
October, this offered a warning that an extension in the decline could form, allowing the
target at $56.76 to be realized. When RSI exceeds this hand at 45 in the daily chart, we will
have confirmation that wave 3 down in the corrective decline is complete. Wave 4 up will not
exceed the midpoint at $66.63 if oil is going to fall further toward $50 in the intermediate
picture.

All three charts—monthly, weekly, and daily—should be given consideration before
forming a strong opinion about a market. The intraday periods of greatest interest will
compare time ratios of one to four. Weigh the evidence in each time horizon independently
and then consider any conflicts or similarities across all the charts. Within each time horizon,
the 14-period RSI can give critical information about the position of the market now relative
to key milestones of the past for the similar time horizon under review. In Figure 5.6,
showing the weekly futures data for crude oil, the decline into November 2006 has formed
an RSI displacement equal to the extremes that developed in 2001. The character in 2001
shows a W formation that was not the final bottom. A bounce developed that was followed
by a decline to pivot P. This was the start of the maijor rally.

The opinion we considered from the daily chart that a bounce up should then lead to a
new low toward $50 is an ideal scenario that fits the RSI position we see at point P in the
weekly chart. The weekly chart is an incomplete decline, adding weight to the earlier
scenarios of the daily chart work.

The asterisks under the 40 zone in RSI reinforce the RSI range guideline that bull
markets often hold this area in pullbacks. Notice that the market then produced rallies that
failed to let RSI exceed 65. That is the warning to take notice that a bull market is shifting
into a bear market.
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It is important to know when RSI makes a new extreme displacement. In Figure 5.6,
the RSI held the support level near 15 from 2002 through early 2006, Old horizontal support
levels will be retested in the RSI. Knowing this helps paint a picture that a swing up with
another sharp break could be the setup that allows RSI to diverge by holding the old support
zone near 45.

FIGURE 5.6
Crude Oil Weekly
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Using the Composite Index to Detect RSI Divergence Failures
In Figure 5.6, the two Fs over the RSI momentum extremes highlight one of the
weaknesses of RSI. The indicator is prone to fail to develop divergence to the price data at
key market reversals. The cause of this failure is in the normalization of the indicator
formula. A solution is to couple an indicator with the RSI that has not been normalized. The
Composite Index is a formula | developed to identify divergence failures within the RSI. The
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formula is protected by copyright by the Library of Congress, but the time has come to
release the formula because it has unique properties that traders value. The formula warns
when RSI is failing to detect market reversals so that the trader is not caught by the change
in trend. It has been used in all financial markets and time horizons for more than twelve
years.

The Composite Index

The TradeStation Format

Create two functions in Fasylanguage first. The first is a 9-period momentum study
of RSI. This can be written as

RSIDelta = MOMENTUMI(RSIICLOSE, 14),9)
Then a smoothed short period RSI is created,
RSIsma = AVERAGE(RSHCLOSE,3),3)

The indicator can then be created:
INDICATOR: COMPOSITE INDEX
Plot1{RSIldelta+RSIsma,“Plot1”);
Plot2{average((plot1),13),“Plot2");
Plot3(average((plot1),33}),“Plot3");

The MetaStock Format

A = RSI{14)-Ref(RSI(14},-9}+Mov(RSI(3),3,5):
PlotT = MoviA,13,5):

Plot2 = Mov(A,33,5);

A;Plotl:Plot2;

The history behind the development of this formula was recounted in “The
Derivative Oscillator,” which appeared in the Winter 1993-Spring 1994 issue of
the Market Technicians Association’s Journal of Technical Analysis. Copies of the
article can be obtained at my company’s Web site: Aerodynamic Investments Inc,

www.aeroinvest.com.

The Composite Index was developed to solve the divergence failure problem in the
RSI, but its ability to provide specific horizontal levels of support within the indicator adds to
its value. The Composite Index takes the normalized formula of RSI and removes the
normalization range restrictions. In Figure 5.7, the divergence to RSl in the Composite Index
is seen at points N and P. The formula for the Composite Index uses an embedded
momentum calculation with a short-term RSI smoothed. The concept of embedding a
momentum study can be used within MACD (moving average convergence/divergence), but
stochastics should not use this concept in fast formulas. If slow %D is used, this concept
can be applied, but extensive testing is recommended, as this is not how | used the formula
to gain confidence under fire in all financial markets in a real-time environment.

81



FIGURE 5.7
Crude Oil Weekly
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Detrending
Another way to experiment with divergences between normalized formulas and

unrestricted indicators is to detrend simple spreads between moving averages. This method
is not as effective as the Composite Index for detecting RSI divergence failures, but the
spread between averages has properties that should not be overlooked.

In Figure 5.7, the horizontal lines over the market are Fibonacci confluence levels
derived from multiple Fibonacci expansion swings. Selection of a swing from price low to
high defines the range used to create proportional swings of 61.8 percent, 100 percent, and
161.8 percent. These are then projected from a subsequent low that immediately follows the
range selected. Multiple projections derived from different ranges, but projected from the
same pivot low, developed price resistance zones at $84, $90, $92, $94.50, and $97.12.
The latter confirmed the geometric calculation we developed in Figure 5.3. It is important to
notice the spread between these zones. The $84 level would be an ideal spot for oil to fail in

82



a consolidation that needs a complex pattern to develop. But in excess of $84, oil would run
quickly toward $90, because there are few lines of resistance to interfere. It becomes clear
that we need to monitor momentum indicators at these key targets to decipher the actual
path oil will take as it works toward $97.

FIGURE 5.8
Crude Oil Monthly, Weekly, Daily
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In Figure 5.8 the monthly chart is displayed on the far left, with the weekly and daily
data compared in the middle and far right. The oscillator extreme is the difference between
two averages plotted as an oscillator. When the averages cross, the oscillator crosses
through the zero horizontal line. Therefore, the spread differential between the averages is
plotted as a displacement from zero, which is another example of detrending. The three time
horizons are always compared together. The monthly chart displays an extreme negative
displacement. The daily chart shows it is neither overbought nor oversold. The weekly chart
might be suggesting that one will see a new price low after a price rebound. The reasoning
behind this opinion is that a new momentum extreme developed at Y and we should expect
the old extreme, at X, to be retested in the future. The Composite Index is a much better
measure of this type of retesting pattern into old lines of horizontal support or resistance.
Such a retest often produces a new price low.

Everything we monitor its analysts should contribute to our inner barometer or intuitive
gut feeling. It's like having two inner poles: One pole weighs bullish evidence; the other, our
negative pole, measures the mounting evidence to sell. As evidence builds on one side,
conflicts can develop to offset the results. When there's a conflict, we stand aside. This
balance becomes the art of technical analysis. All that we do should contribute to our sense
of probability based on the historical outcome of our technical tools. Therefore, methods that
provide valuable information and use different techniques can enhance our accuracy.

Figure 5.9 shows a one-month chart for the 3-month Eurodollar (bar chart) and an
inverted one-month view of Brent crude oil (line chart). The inverse correlation shows
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periods when the 3-month Eurodollar would lead the oil market or provide significant
divergence to raise questions about the relationship between these two markets. As in
2003, when a highly correlated or inversely correlated market is leading, it's a good
opportunity to examine the leading market to gain a jump on the market of real interest such
as oil. If we could determine the calendar window when a market turn may develop in the
leading market, it would offer an even greater advantage.

FIGURE 5.9
Brent Crude Oil (Inverted) vs. 3-Month Eurodollar Monthly
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W.D. Gann

Defining the dates for high-risk market reversals can be done. However, the methods
are far more sophisticated than the conventional cycle analysis commonly in practice today.
Markets expand and contract along both price and time axes. Most people use fixed-period
cycles in which a constant interval is sought to connect market price lows. This is a method
that depends on finding a correlation after the fact with hope it will repeat in the future. This
method can never reveal the underlying cause of the cycle, and fixed-interval cycles cannot
contend with expansion and contraction phases within the market's natural progression.
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In Figure 5.9, a time study has been added to this intermarket chart to introduce the
cycle analysis of W.D. Gann into the discussion. The analytic work of W.D. Gann (William
Delbert Gann, 1878-1955) is widely misrepresented, causing much confusion for students of
cycle analysis. The man himself wrote in a veiled language all his own, making his work
even more difficult to understand. But he had compelling reasons for writing in such a
manner.

The interest in understanding W.D. Gunn's methods are growing as technical analysis
gains acceptance around the world. In the 1920s, Gann reportedly made $56 million trading
stocks and commodities. He wrote several astonishing public forecasts. His most well
known is the report for 1929 which detailed the timing, duration, and magnitude of the Crash
of 1929. Although his ability to forecast the crash is impressive, it is exceeded by his further
advice to his clients to aggressively buy stocks at the lows of the Great Depression in 1932.

One of the most useful original Gann charts to study is his May Soybeans chart. It is a
hand-drawn chart (posted in the Chart Gallery on my Web site at www.aeroinvest.com)
demonstrating Gann's use of confluence along horizontal, vertical, and diagonal axes.
Confluence further forms from multiple methods along the diagonal, which is rarely applied
or discussed correctly in today’s books concerning W.D. Gann. The start of the downtrend is
not the price high, but the small secondary high that marks the start of the major decline. It
is at this secondary retracement before a significant trend change develops that his
methods converge, forming a confluence target in price, time, and geometry. Gann often
stated that the actual start of a new trend is not at the conclusion of the prior campaign or
trend. He viewed the first retracement that fails to make a new high or low as the start of the
new trend and a safer entry for trading. This realization often occurs to more experienced
traders. Patience and risk management are two reasons Gann was so successful.

Gann was the most sophisticated practitioner of confluence analysis. The Fibonacci
target price zones we explored earlier cannot answer the question of when the target zone
will be realized and which major target is the final pivot. Yet Gann was able to identify the
price, duration of the trend, and timing for the start and end. This level of clarity is
impressive.

The written forecasts prove Gann's methodology, but then the new student faces a
major obstacle to learning his methods of market analysis. Most books on the market today
contain the work of John L. Gann and not the methods of his father. Traders then mistakenly
apply the son's methods with poor results and abandon their desire to learn more.
Confidence was further eroded when John Gann claimed his father was a fraud and did not
have the financial assets to substantiate the trading gains within the United States. These
questions overshadowing W.D. Gann can all be explained.

A closer look reveals that John may have been a bitter man carrying a grudge to his
grave. Gann divorced John’s mother, Sadie, in 1937. When Gann married again in 1944, his
third wife, Londi, was thirty years younger. John apparently never accepted the union. Add
to this the fact that John L. Gann inherited no cash upon his father's passing — it passed to
his surviving wife, Londi — and you have all the motive needed for why the father and son
did not see eye to eye.

The most important question needing clarification is whether Gann's money trail can be
tracked. It was common practice of high-net-worth individuals to take funds out of the United
States to avoid income tax, which was staggering during the Depression. During this period
of high taxation, Gann frequently flew to the Cayman Islands out of Miami. His lifestyle
substantiated his trading success as he maintained his Wall Street office through the Great
Depression and kept his employees on a time-share basis throughout this difficult period.
He was also one of a handful of businessmen able to own two planes and retain a pilot
during this historic economic contraction.

Gann's pilot, Elinor Smith, worked for him for more than twenty years. Their many
flights included Gann's sojourns to the Cayman Islands. Elinor Smith's fascinating stories

85



substantiate and clarify Gann's transfer of funds out of the United Suites. My interview with
Elinor Smith is the most interesting I've ever conducted. She represents the history of
aviation. She was the youngest professional pilot, with a pilot’s license signed by none other
than the father of aviation, Wilbur Wright. Gann and Elinor spent months preparing for her
solo flight attempt to Rome from New York City. Clearly, Gann had hoped to find a route by
air to Egypt to pursue his research (a connection that will be explained more clearly in a
moment). Unfortunately, because of the exorbitant costs during the deepening depression,
the plane was eventually sold, to Amelia Earhart no less. The lost opportunity to break
Charles Lindburgh’s record for the longest solo flight was Elinor's greatest disappointment,
though at one time she held even aviation record within the continental area of the United
States. Gann never forgot this and upon his passing, he gave Elinor a gift of tremendous
value, the significance of which she admitted was hard to fully comprehend. Without even
knowing it, she held the key to Gann’s methods. Some day Smith's full story needs to be
told, but her greatest contribution to the followers of W.D. Gann was the old black leather
suitcase secured by two leather straps, which became a gift to me after the interview.

To understand the chart work of W.D. Gann, one must study the man. As his obituary
states, Gann was a 32nd degree Freemason of the Scottish Rite Order. The suitcase Smith
passed to me was filled with the source graphics taught by the Freemasons that Gann
applied to his chart work. The teachings of the Freemasons are so pivotal to Gann’s market
analysis that he draws the insignia of the Freemasons on the cover of his book The Tunnel
Thru the Air (Lambert-Gann Publishing, 1927). The diving airplanes turn into set squares.
The insignia itself is on the bottom of the front cover at an exact 61.8 percent ratio from the
left corner. Gann’s pool of knowledge from the Freemasons was the source of his market
analysis methodology, and the son would have no part of the years of study required to
master the principles and concepts.

The Scottish Rite has a number of various side orders such as the Royal Arch, Rose-
Croix, Rosicrucian Fellowship, and Knights Templar. The European orders guarded their
secret teachings and Greater Mysteries with punishment of death should one openly reveal
the content. The teachings can be traced back to the Egyptian priests who trained
Pythagoras and Plato, from whom the philosophies of modern-day civilization emerged.
Pythagoras is credited with the discovery, around 580 BC, of the golden mean ratio of 1.618
through sound harmonics.

As a 32nd degree mason, Gann's standing was only one degree less than the leader of
multiple lodges, and he was bound by the ancient custom of secrecy. Therefore, in order to
openly teach his market analysis, which draws on the Freemason teachings, he wrote in a
veiled language and used his son's work to disguise his own. The student armed with this
background can discern in his writings the valiant effort he made to reveal all he knew.
Without this clarification, the market brilliance of W.D. Gann becomes lost in a tangled veil
of mystery and confusion. It is ironic that the material within Gann's suitcase was passed
into Smith's hands and then mine, because the order's teachings are denied to women.

Gann traveled to Egypt not only to study the historical prices of cotton, but also—and
primarily—to further his understanding of the ancient quadrivium. The word is derived from
the Latin roots quad (four) and via (ways, roads): a crossing of four roads of study. In
medieval universities, the quadrivium consisted of the four subjects: arithmetic, astronomy,
geometry, and music. These disciplines remain within the body of knowledge passed on by
the Freemason orders. Gann’s market analysis incorporates all four disciplines.

The subject of mask within the quadrivium was originally the classical subject of
harmonics, in particular the study of the proportions between the musical intervals of a
monochord, which can be translated as the harmonic proportions within a range. In modern
applications, the quadrivium may be considered the study of number and its relationship to
physical space or time: arithmetic is pure number, geometry is number in space, music is
number in time, and astronomy is number in space and time.
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Time Analysis

Gann was a master of confluence cycle analysis. Few students of Gann realize the first
edition of his book How to Make Profits trading in Commodities (W.D. Gann & Son, Inc.,
1941) describes different charts than does his revised 1951 edition (Lambert-Gann
Publishing Company Inc.) in distribution today. There are so few copies of the 1941 edition
that they are hand corrected. Gann's time analysis goes much further than mapping market
turns. His method mapped the social, economic, and geopolitical cycles defining periods of
prosperity and contraction. In the 1941 edition, he wrote a segment titled "Why Hitler Will
Lose the War" about the coming war with Germany before the United States entered WWII.

Gann's 1951 release of How to Make Profits in Commodities not only removed the
commentary with his opinions on the war but also changed some of the charts he used for
his illustrations. Why? The charts he used in the second edition to replace those in the first
proved that the same methods still applied in different examples a decade later.
Furthermore, the advanced student will discover the two books together reveal his
application of sacred geometry to mark inflection dates and that there are measurable
harmonic relationships between significant market turns. Because markets respect the
mathematics of harmonic frequency ratios, it explains why a market can develop a perfect
signal in momentum indicators that becomes a failure. The signals that develop in charts
outside these key confluence points must be ignored as they are out of phase or should be
considered disharmonic signals of low probability. Seeking confirmation of signals across
different charting periods and finding inflection points with target confluences in the same
chart all serve to find the harmonic key the market is respecting whether the trader is aware
of this concept of harmonic relationships or not. Sadly, because of the obscure manner in
which Gann released his methodology, many of the books in print today fail to recognize
these essential concepts that enhance many of today's technical studies.

Gann's methods warn that the years 2008 to 2012 will be difficult ones. There will also
be an economic contraction that will be felt globally between 2019 and 2021. The cycle of
bear markets is actually one of the easier time targets to uncover. But it takes discipline to
master the methods to detect precise target dates at defined price levels. Gann was the
master of the conceptual use of confluence zones. The use of multiple Fibonacci
calculations provided an introduction to the formation of confluence targets. But Gann's use
of confluence was far more sophisticated because his work viewed confluence as the
intersection where horizontal, vertical, and diagonal projections converge. Horizontal is
price, vertical is time, and diagonal is geometric space. In Figure 5.9, the 3-month
Eurodollar displays one type of time cycle Gann used. It's called a retrograde cycle. The
bullet over a price bar does not mean a projected swing high; it denotes a time target. To
understand the cycle displayed in this chart, a description of retrograde is required.

Retrograde Motion

The illustration in Figure 5.10 is a time-lapse photograph of Mars’s motion across the
sky, ending on July 26, 1997—a celestial sphere as seen from a fixed point on Earth. The
constellations are drawn to offer a reference point. Such a discussion fits the quadrivium’s
study of astronomy, which is number in space and time. Keep in mind that this is not
astrology, which has subjective interpretation. We are looking only at the factual scientific
cycle and its repeatable occurrence. The National Astronomical Space Administration
(NASA) Web site is a gold mine of scientific and historical reference data that Gann analysts
can use.

Two observations concerning the planets were very difficult for astronomers of the
Middle Ages to explain. The usual motion of planets as they "wandered" on the celestial
sphere was eastward against the background stars. This is called "direct motion”. However,
it was observed that at times the planets moved westward for a period on the celestial
sphere; this movement was termed "retrograde motion”. The second observation that was
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difficult to explain in the Middle Ages was that planets were brighter at certain times than
others.

FIGURE 5.10
Geocentric Path of Mars (East to West Direct Motion)

A major reason for the difficulty of explaining these phenomena was the influence of
the Greek philosopher Aristotle on medieval thought. His philosophy held that the heavens
were more perfect than Earth and that objects in the heavens were unchanging. The
representative image used to denote heaven and earth is the circle framed within the
square. This is a Gann charting pattern that most equate with his famous squaring of price
and time.

The Copernican system banished the idea that Earth was the center of the solar
system, thereby giving an immediate and simple explanation for both the varying brightness
of the planets and retrograde motion. The planets in such a system naturally vary in
brightness because they are not always the same distance from Earth. The retrograde
motion could be explained in terms of geometry—a planet with a smaller orbit moves faster
and appears to overtake the slower planet. This is similar to two speeding trains heading in
the same direction on parallel tracks. As the faster train catches and passes the slower
train, there is a brief period of time where the slower train appears to be moving backward. It
never actually does.

In Figure 5.10, the perceived path of Mars shifts from tracking cast to west at the point
marked R. This is the astronomical symbol marking Mars's entry into a period of retrograde
motion. When the planet appears to track from east to west again as perceived from Earth,
the point of change is marked "D" to indicate Mars has returned to direct motion.

In Figure 5.9, the planet glyph for Neptune is ¥. When this symbol is notated on the
chart, the planet is returning to direct motion. When Neptune enters a period of retrograde,
the glyph convention is WYR. The time bullets throughout the chart show a correlation to
inflection points within the Eurodollar's history. These are not fixed interval cycles.
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Gann's written astrological discussions always use the phrase “the study of natural
cycles". This is but one simple example to offer a conceptual introduction to the study of
natural cycles. Time, or the vertical line of resistance, was the most important trigger for
Gann. But our discussion is not complete until confluence is detected in the vertical,
horizontal, and diagonal. Before moving on, it's important to notice in Figure 5.10 that a
natural cycle is not a fixed-period cycle. It should also be understood that each component
within vertical, horizontal, and diagonal analyses has its own method of creating confluence
target zones through the use of multiple projections. This in turn serves to increase the
probability of each component.

FIGURE 5.11
Brent Crude Oil Weekly
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In Figure 5.11, we see a different retrograde cycle plotted within a weekly Brent crude
chart. This chart maps the retrograde cycle of Mercury. This chart has the dimensions of
horizontal and diagonal analysis we need to explore next.

Running behind the chart's data are dotted horizontal lines. Focus on these lines as
you compare the price data directly under or above solid black blocks throughout the chart.
These horizontal lines are harmonic inflection points, all radiating from a single price pivot
we will look at more closely in Figure 5.12. At this stage, just study the numerous highlighted
pivot points to observe how this market is respecting the background grid in place. The grid
does not show equal spacing between each line through the range of the chart. Another

&9



trait, which requires an astute eye for geometric proportion to detect, is a repeating pattern
that forms with increased spacing at the higher price levels compared to the grid's spacing
nearer the bottom of the chart. There is a logarithmic function to the grid. For now, accept
diat the market is showing some respect toward the horizontal grid. We will return to the
discussion of these lines.

Figure 5.11 is partially shaded to help emphasize the diagonal lines through the chart.
In the middle of the chart are two parallel lines forming a channel. The price high, near $80,
demonstrates Gann's confluence in all three dimensions of vertical, horizontal, and
diagonal. The vertical is time. We see at the high a Mercury retrograde cycle. The horizontal
is price. The highest rectangular black box is highlighting the price target on the horizontal
dotted line. Diagonal is the geometric measure. The price high is testing the upper diagonal
channel running through this chart. Furthermore, we have the Composite Index forming the
kiss under the rollover of two moving averages following divergence that was discussed
earlier for the RSl in Figure 5.3. Look at points X, Y, and Z, as well, in the Composite Index,
The indicator gives permission to buy or add at the support zones tested by the market on
the dotted lines. Momentum indicators work best when they are studies at specific price
targets to offer permission to take action. In this chart, the price high demonstrates the point
at which everything comes together at the same time and place, providing a high-confidence
sell signal. Understanding how the diagonal lines were created is critical to the Quicame

because these lines are set at precise geometric angles.

Gann Angles

The weekly chart we just examined in Figure 5.11 was actually a close-up of the
weekly Brent crude chart in Figure 5.12. At first glance, it looks extremely complex, but if
you looked at a chart with multiple Fibonacci retracements without guidance, it too would
trigger the same first impression as a Gann chart. Breaking down the components so that
one knows what to focus on changes the entire complexion of these charts.

The diagonal lines are projected Gann angles. Many software vendors offer Gann
angles, but they are only speed lines unless precise angles are used. If you take a price low
for a stock trading under $25 and plot a line with a growth rate of $1 for one unit of time, or
1x1, you would draw a 45° angle within the chart. On a computer screen, it would not look
like a 45° angle, because the number of pixels on the width of your screen versus the height
is not equal. When you use a Gann angle tool without precise angles defined, you are only
creating speed lines that can be used for acceleration analysis. It is not Gann analysis. The
process becomes more difficult when you desire a precise 45° angle in a market like the
Nikkei Stock Index—it is not realistic to use $1 versus one unit of time for the rise.

But there is a way to solve the problem. Figure 5.12 shows a series of boxes whose
corners are connected, creating a cross within each box. Because there are fifty-two weeks
in a year, the weekly chart is using the square of fifty-two. But if you look closely at the price
scale, it is clear that one box does not cover a price range of $52. Multiples or proportional
divisions can be used and the angles within the original square of fifty-two still retained if
only a single box were displayed mapping fifty-two weeks along the horizontal, versus $52
against the vertical. Although one large box is not useful, four boxes and sixteen boxes still
produce the same angled lines across the chart. When the internal corners are connected,
the grid produces both positive and negative true geometric angles of 45°. Therefore, a
simple solution is to draw the Gann boxes, establish a true 45° line, and then remove the
boxes. The outside frame of each box is a fixed cycle. Gann would use the cycle formed by
the Gann boxes in several ways, including further subdivision of the square by thirds or
eighths. However, for this discussion we will not venture down that road.

The Gann angles of interest are the 1x1 (45°), 1x2 (63.75°), 1x4 (75°), and 1x8 (82.5°),
and occasionally we need the 1x16 (86.25°). For declines, we again consider 1x1, then 2x1
(26.25°), 4x1 (15°), 8x1 (7.5°), and, on occasion, 16x1 (3,75°). Sometimes the 1x3 and 3x1
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are used with angles of 71.25° and 18.75° respectively. Gann discusses these angles as
“moving-averages", which can cause confusion in modern context because computers allow
us to chart true moving averages derived from price or indicators. In this discussion,
referencing Gann angles will serve us better.

FIGURE 5.12
Brent Crude Oil Weekly
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The starting placement of the Gann angles in Figure 5.12 will raise a question because
they are not projected from blatant price lows. Gann teaches that a sharp decline, as an
example, does not begin a new trend upward at the price low of the decline. The price low is
the conclusion of the prior bear market campaign. The start of the new trend of greatest
interest is the first secondary pullback. In Figure 5.12, Brent crude was nearly becoming a
parabolic rise, so the Gann angles were projected from pivots marked P and Q. Why?
Notice point Q is on a vertical and horizontal support in reference to the box. But it also has
a Mercury retrograde target in the vertical axis for time. Had you created a Fibonacci
confluence grid in the chart using the methods defined earlier, this area would have been
major support.

We also have one other clue that this is a key price pivot. Scan the horizontal line near
Q to the left. Under this level is a dotted line that becomes visible at the far left with the label
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“180 degrees at $38." The 180° notation is important because point Q is a confluence zone
within the chart. Point P was selected after setting Q, because the radiating line marked P-
1x4 tracked the price trend near m in the first swing up from point P. The Gann angle P-1x1
also supports the minor pivot at point m. The rise is identical from each pivot so a channel
forms. The market high stopped directly under P-1x2, or under the channel capped with a
bold black line. The actual line it fails at is radiating from a start at point P. Gann was right to
say secondary pivots will prove to be of paramount importance later in the trend.

The channel the market is declining toward in the most recent data is formed by the
45° angles radiating from points P and Q. The 45° angles are always of great importance.
Notice that the current market data has not reached the bolder of the nearest underlying box
frame. Then notice that the outer wall of the box coincides with when Mercury returns to
direct motion. This will give confluence in the vertical and horizontal, but not the diagonal, so
it is of lesser importance than the confluence that formed into the data high near $80.

Finally, with respect to Figure 5.12, we made careful note to study the fine horizontal
dotted lines the market was respecting in Figure 5.11. The same lines in soft gray are
present in Figure 5.12 and have labels on the far-left frame of the chart. The most recent
data up to November 2006 show the market is respecting the 45° support line at $62 for
Brent crude. This is a harmonic series of price targets generating upward from a single price
pivot. The calculations are derived from a Harmonic Gann Wheel called the Square of Nine.
It is a calculator with very special properties.

Figure 5.13 displays a monthly chart of Occidental Petroleum (OXY). Cycles other than
retrograde have been added because confluence is being sought. The Gann angles are
again used, but this time one is projected from the zero line, which aligns with a secondary
retracement above in the data series. This is a technique described in Gann's original stock
market course and a good place for a new student to begin. We can see the 1x4 angle (75°)
bisects a horizontal line near $54 at the high. Look to the far left of this line and you will see
the label “360 degrees at $53.89”. The angled degrees we want from the Gann Wheel
calculator are 45°, 90°, 120°, 180°, 240°, 270°, 315° and finally a full cycle at 360°. This is a
harmonic series that contains some of the Fibonacci ratios we first studied. All harmonic
scales contain Fibonacci ratios, but not all Gann projections are Fibonacci numbers.

The reason for this is fully explained in my presentation called Great Market
Technicians of the 21st Century: Galileo, Fibonacci, and Beethoven. This is a multimedia
presentation developed for the Silver Anniversary of the Market Technicians Association.
(The visuals for this presentation can be found at www.aeroinvest.com in our chart gallery.
The full presentation with audio and video was donated to the Market Technicians
Association after 9/11 to help rebuild the library. It can be purchased from them at
www.mta.org.) The taped lecture will not give you better market targets, but it will give a
better understanding of why the Gann Wheel is a harmonic calculator and proves key
market swings have harmonic relationships. The hard angles at 15°, 90°, 180°, 270° and
360° from the wheel are important, but none more so than a full cycle at 360° which will
have a natural logarithm relationship to the first number used to create the series. In Figure
5.13 the market high shows in respect to the 360 projection. It then falls swiftly to the target
line below it at 315°.

These charts demonstrate that the Gann Wheel can be plotted directly on the market
data, making Gann analysis far less labor intensive than it once was by hand. (More
information about the step-by-step methods to obtain price targets from a Gann Wheel is
available without charge on my Web site at www.aeroinvest.com.)

We conclude where we began, because the decline in OXY to the Gann level marked
315° on the far left is also a Fibonacci confluence zone. A multiple overlap developed
confluence with a 38.2 percent and 50 percent retracement forming at $43. The void of
targets between $54 and $44 gave early warning about the character of the decline that
would develop.
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FIGURE 5.13
Occidental Petroleum (OXY) Monthly
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Clearly, the confluence zones we first developed using just Fibonacci ratios were the
conceptual beginnings of something much greater. But the study of Gann is a journey down
many rabbit holes of knowledge. Gann analysts will find a book written by Manly P. Hall The
Secret Teachings of All Ages (Philosophical Research Society, 1998), to be of great interest
in their pursuit of some of the core teachings of Freemasons. We begin to see astounding
results from our charts and beg to understand why this is so. Gann was applying the secret
teachings from all ages that led lo a greater wisdom. When the many fields of study within
the quadrivium become clear within the analytic methods of W.D. Gann, the revelation
becomes humbling, because* we understand win Gann restated the words of Solomon:

"Knowledge is of more value than gold."
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CHAPTER 6

Unlocking Gann
DAVID E. BOWDEN

W.D. Gann made his reputation by making market calls long before the events took
place. Some of these calls proved to be amazingly prescient. Some of them were wrong. To
publish a market top, say, twelve months in advance and have your forecast proved correct
is every bit as thrilling as winning a gold medal at the Olympics—and probably rarer, too. To
know where the market is going presently is hard enough. Is it at a top? Is it a bottom, or is it
in the middle of a run? These questions are difficult enough to answer about the next
several weeks, never mind going twelve months out. Indeed, sometimes it's a big enough
challenge just to have a solid opinion after event without being asked to make projections
that hinge on events that haven't happened yet. In 1989, for example, some twenty-six
years after the fact, Gore Vidal was asked what he believed would have been the outcome
had Khrushchev and not Kennedy been assassinated in 1963. Alter some thought, he
replied, "With history one can never be certain, but | think | can safely say that Aristotle
Onassis would not have married Mrs. Khrushchev."

In this chapter, I'll explain in detail how | constructed—a year in advance— my forecast
for the Australian share market in 1989 and why | went to the trouble of getting it published.
Beyond that, I'll share with you my experiences of being both right and wrong, and of how to
make the most of both.

Choosing Your Path

In trading there are few paths to success and many to failure. In this book, individuals
who have been involved in the markets for a considerable time share their secrets. Each
goes about the business of studying the markets in a different way, but you'll find some
common denominators among all of them.

Many professionals, in their own way, have used the rules laid down by W.D. Gann
before he died in 1955. My own approach to the use of Gann’s rules is essentially a
combination of things I've put together over the last twenty years.

Some of these methods come from authors other than Gann, and some are rules that
I've developed on my own. Everything I'm sharing with you here has worked for me, but
none of it was apparent from the start. | only wish someone had taken the time to explain
these things to me when | first started out.

| started trading late in 1985. My training consisted of trading for two weeks with an old
pro whom | had known for many years. He was my mentor. After that, | was on my own and
I’'ve never had a real job since. During my introduction to trading, my tutor and | spoke about
the works of W.D. Gann, but he had little faith in what Gann had to say. For some reason,
there seems to be a well-above-average number of mathematical and grammatical mistakes
in the lessons left by W.D. Gann. But | focused only on what was right, discarding what was
wrong, and became a convert. The mistakes never bothered me much. They only made it
more of a challenge and made me read the lessons very carefully. | thought that if | could
make sense out of just one section of Gann's lessons, | would be ahead of the crowd and
could move on from there.

Calculating a Range

The first thing | worked out was how to calculate a range by taking the lowest point that
the market had traded from the highest point. That gave me a range. | realize that this can
hardly be called a "breakthrough in technical analysis," but it was all new to me.
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| bought all of the Gann books, and he seemed to be talking a great deal about ranges.
| know that Gann did not have a monopoly in this area of technical analysis. Many authors
based their theories on ranges and still do. It's called price action and reaction. Over time,
my research showed me that these ranges were often repeated, exactly, in both time and
price. So | started to believe that the time range (that is, the elapsed time between, say, a
bottom and a top—often called a wave or a cycle) was even bit as relevant to my decision-
making process as the price range. | began to realize that time was more important than
price.

Time was also more consistent. Being more consistent, my research showed, made
time more tradable. | also found that the time spans from bottom to bottom and top to top
gave me cycles that repeated. That's the information you need to complete a forecast. If
you're going to get your forecasts correct and use them to make trading decisions, you have
to identify cycles that repeat. If and when they repeat, you'll be right. It's as simple as that.

Later, | was to see this confirmed in major trading books like The Major Works of R.N.
Elliott, edited by Robert R. Prechter; The Elliott Wave Principle by Prechter and A.J. Frost;
and in the work of Frank Tubbs and just about everyone else who had written about price
action and reaction. But seldom did | see these masters treat time as an entity. In this, my
inspiration came first from the works of W.D. Gann and what he had to say about ranges.

My next inspiration came from Gann's discussions of "natural time”. Put simply, he
divided the year into the four seasons and the price was divided into 360°. By simply doing
some price action and reaction, | was able to learn the lessons as outlined by Gann. It's best
to master the price lessons first, then move on to time. After you've completed the second
part of the lesson and have gained an understanding of how these things work, you can
combine both lessons and get a time and price forecast. To begin, you may draw a trend
line or a moving average.

Market-Testing a Trading Plan

So far we've talked only about a theory, but you must acquire some data and back-test
your theory on a market. This should result in your developing a trading plan. You'll have a
percentage of winning and losing trades over a set period of time. That's called paper
trading. Next comes the fun part: You must take your trading plan to the market, and the
market will tell you how good you are. Sometimes, as Jesse Livermore so aptly put it,
"When the market moves against you, it is like having an amputation without anaesthetic".
Until you've market-tested your program, you've achieved nothing. Remember, everything
looks good before it's tested. | see this in building race cars. In the shop, everything looks
like a winner. Only out on the track do the defects come to light. In trading—as in racing, or
a business agreement, or a marriage for that matter—it all looks good at the start.

In technical analysis, all players are like sailboats. When the starting gun is fired—in
this case, the start is the opening bell—we're on our way. We may take a different tack,
looking for that magic puff of the wind to take us from point A to point B in the shortest
possible time. But it's not always the shortest course that works best. We're all heading in
different directions to the same finish line.

There is no monopoly in market smarts. The best indicator is usually the checkbook,
but this is not always the case. We enjoy the process of winning, but in most cases we learn
more from losing. Perhaps that's because we ponder our losses more. Never fear change,
but make sure you have a process to discriminate between changes that are for the better
and those for the worse. Then follow up with an unremitting willingness to shoulder
whatever responsibility is required.

You must have a passion for trading. You must love it, or you will never last. | have
found that too many wins usually lead to a false sense of pride, and we all know that "pride
cometh before a fall." You can either learn that lesson at the start or have the market teach
it to you later on.
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Over the years, I've found that many traders are fighting a fear of monetary doom,
some sort of financial Armageddon. But if they do their research carefully enough, they can
neutralize this fear. Many times I've been broke and just had to get back up off the floor. So
it seems reasonable to me that | have lost this "fear of financial insecurity”.

Fears notwithstanding, developing and proving a good trading plan is a must if you
want to arrive at the port called "financial security." Initially, a large proportion of the capital
you have on the table will be your own. If you have all your eggs in one basket, it pays to
watch that basket carefully. | say this because I've done it. In my case, it was necessary.
When you have a win, make sure you retain some of the profit. Don't keep doubling up
against the house, because at some point the house is going to take the lot. Read whatever
you can get on money management. You will be told to risk somewhere between 1 percent
and 10 percent of your capital. The hard part is that you must take the greatest risks when
you start out. It's a learning curve. Is it possible to put an old trader's head on a young
trader's shoulders? I'm afraid not.

Your trading plan is your ticket for the trip. Not that a plan gives you any guarantee of
financial security; the point is far more important than that: It's possible to completely lose
that feeling of impending doom just by doing your homework. Your trading plan is your
security. To paraphrase Ludwig Wittgenstein, "The world of the successful trader is quite
different from that of the unsuccessful trader.*

Technical analysis offers a smorgasbord of alternatives. The object is not to eat the lot.
The idea is to select what you want. The methods used in technical analysis, such as those
presented in this book, have been proven by each individual's success. There is no
guarantee that any of them will work exactly the same way for you, but there is a high
probability that you will find something of value in your journey as a trader. It's often said
that past results are not always indicative of future performance, but in testing a trading
plan, | would rather see it produce a profit than a loss. Past performance means something
to me. | doubt I'm the only one who sees it that way.

Following Gann's [.ead

I'm happy that | took my first cues from W.D. Gann. He started trading on August 15,
1902, and his methods have stood the test of time for more than a century. | have had to
adapt some of his lessons to suit the current markets and, in some cases, I've had to modify
some rides. Not only do we have new financial products that trade twenty-four hours a day,
but also many of the markets he traded so successfully no longer even exist. It's not a
matter of writing new rules; it's more a question of adapting and simplifying the old ones so
that they're workable in the twenty-first century. The process is a bit like deciphering the da
Vinci code, and, to me, W.D. Gann's methods are the holy grail of technical analysis, | think
| am as qualified as the next bloke to make this statement.

From the start, Gann seemed to me to have the answers. Sometimes they were the
wrong answers, but they were the only answers available at that time. So | did not start out
with a grand plan; nor did | have a lot of money, which is an advantage. Heaven help those
who start out trading futures with a lot of money—especially other people's. Since then, I've
made even possible mistake: I've traded with borrowed money. I've often overtraded my
account. I've traded against the trend, and I've traded while under so much pressure that all
| could do was squeak.

| traded on my own from late in 1985 through February 1986. During that time, | made
some money, which | promptly withdrew from the trading account, basically to live on. Of
course, | should have left the profits there as a buffer for the hard times that would surely
come, but | didn't. So when | look a hit, all that | had to show for my six months of work was
a margin call. That nearly ended my trading career, but my broker pointed out that overall |
had not actually made a loss on my trading. | had increased the number of contracts | was
trading, while decreasing the capital.
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As | pondered all of this, my trading account stayed in arrears. Alter a couple of weeks,
| decided to put more money into the account and take one trade based on what I'd learned.
| resolved that if | made money on that trade, | would go back to my research and try to
become a successful trader. If | lost money, | would quit for good. Well, | made back more
than I'd lost. So | returned to my research feeling like a winner. Of course, my victories
weren't enough to keep me from having to collect unemployment benefits to eat.

| thought | could write a trading plan in about six weeks, but it took more than six
months. | borrowed some money to open what | called a specimen account and gave myself
three months to succeed. | had been fighting the tax courts for about four years. In the
middle of my three months of test trading, the court ruled against me and | went bankrupt, |
lost the house, the cars, the works. My family and | had to move to rental accommodation.
So much for timing. Nobody believed that | could trade my way out of trouble, but at the end
of the three-month trial period, | had turned the borrowed $30,000 into more than $100.000,
and it was all systems go.

A Matter of Time

| succeeded by applying Gann's natural time secrets. When | was doing my work on
the Australian Share Price Index (SPI) futures contract it had been trading for only two
years, so | did not feel | had nearly enough history to prove anything. | decided to research
the Australian All Ordinaries cash, which had been in existence in one form or another since
1875. | also broadened my research to include the May soybean contract, because that had
been one of Gann's favorites, and plenty of data could be obtained on it. My plan was to
decipher the soybean contract, then apply what | learned to the Australian markets. | was
doing all this tracking manually and had been trading for fewer than twelve months. | had no
one in Australia to whom | could go for advice. In the long run, that proved to be a good
thing because | was forced to rely on my own work to survive. It was as simple as that. |
believe it was Henry Kissinger who said, "The absence of alternatives clears the mind
marvelously”.

| started out researching the cycles of price and later came to realize that time also ran
in cycles. There is a reason for everything. It all fits together. The rub is that we sometimes
don't work out how until well after the event. These time frames can cover centuries, but |
have found that cyclical patterns work on wars, they work on the weather, and they work
amazingly well on the markets.

When | got a grip on price, | saw the current tops, bottoms, and ranges were only
reflections of previous tops, bottoms, and ranges. It was like looking down a hall of mirrors,
reflecting over and over again. That's how | would get my calls right. (Of course, there were
times when | woke up to what was going on only well after the event.) | found that this
approach worked equally well on both time and price. Sometimes, | found myself working
with both. For example, say the market moved up or down 180 points; | might find there
would be a major change in trend in 179 to 182 days from the start of that cycle.
Sometimes, the market might move up exactly 180 points in 182 days and | would say time
and price were square. | will give you some examples of how | came to grips with that
phenomenon.
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Although Time by Degrees was not a stand-alone indicator at that stage of the game, it
backed up my work on ranges and time frames. | started to count everything. At this time, all
of my charts were done by hand and many of my calculations were written on them. |
started the company called Safety in the Market™ in 1989 because everyone wanted to
know how | was doing my calculations. Originally, the company was no great money-making
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idea. But at least | was getting my trading organized. The lessons | learned from Gann's
work were based on everything | have put into this chapter.

If you want to get this right, the first thing you must accept is that there is an order to
even thing, wars, weather, politics—the lot. But there is no money in wars or weather and |
cannot stand politics, so | stuck to the markets. | started to see that on one side of the
markets everything seemed to revolve around 90°, 180°, and 360° and time frames.
Everything. You just have to look hard enough. | found the market was ever expanding. |
hasten to add that | was not always in front of it. But neither was W.D. Gann. | found that a
one-hour chart was like a sixty-year cycle. One hundred eighty-two days were like 180
months, which in turn were like 180 years. All of this is very relevant both to the market and
to the current war cycle, as I'll explain later.

Forecasting
The chart shown in Figure 6.1 is the point at which | started trading in 1985. The yearly

top came in on October 21. That was the day | took my first trade under my own steam. You
can see, as | did, that a couple of the market turns figured through Time by Degrees worked
quite well. From the November 19, 1985, low the market ran up exactly 168 days to May 6,
1986. The market then did a 50 percent retracement in time by running down for eighty-
three days to July 28, 1986. (Eighty-four days would have been an exact 50 percent
retracement, but that would have put the market out of whack with the important dates).
That is when | first came across the date of July 28, which is one of my "war dates”. The
number of hours in a week is 168. It’s said that God made the world in six days and on the
seventh day He rested. Six days represent 144 hours. Fourteen years equal 168 months. All
of this has meaning in terms of minutes, hours, days, and weeks. In any case, the market
got itself back into balance by running up 169 days till January 13, 1987. This was the first
major top that | had both forecast and traded.

FIGURE 6.1

Share Price Index. My First Experience With Time by Degrees.
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The chart in Figure 6.2 shows equal time frames of eighty-three days and 201 days
working in 2006 and 2007.
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FIGURE 6.2
Share Price Index. Equal Time Frames, 2006 to 2007.
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FIGURE 6.3

Share Price Index. Time by Degrees From November 11, 1987.
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The chart in Figure 6.3 shows us Time by Degrees working after the Crash of ‘87,
which was probably the most volatile market well ever see, | actually raised the money to
buy a new house, the first since | had gone broke in 1986, by trading into that low on
February 10, 1988. It was one of the few times | found trading easy. | had picked the top in
1987 and traded it. A few traders and my broker were aware of this. | used to give all of the
credit to W.D. Gann, but | was using a lot of market smarts that | had picked up in any
number of places.

A fair proportion was my own, but | must give thanks to all of the masters who, along
with Gann, came before me. Thankfully, they left a path, which | was able to recognize and
follow. As can be seen in the chart in Figure 6.4, the technique is even bit as relevant in
2005 as it was in 1987.

Even after the '87 Crash there were some traders still knocking Gann—and me, for that
matter. You might think that people would just rejoice in their good fortune and keep trading
the market. But real life is not that simple. People often don't see things that clearly—
especially when things are not all black and white and especially when ego and emotions
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are involved. But | was learning by doing. | had all of the cycles for the Share Price Index,
from the birth of the contract in 1983, marked on my charts, and in most cases | knew when,
where, how, and why they would repeat. There is no doubt that the trick is to identify the
cycle before it happens. A well-trained monkey on a stick can do an adequate job of
describing something after it has happened.

FIGURE 6.4

Share Price Index. Time by Degrees in 2006.

A trading sequence isn't always as simple as in 1987-88, but this was when everything
came together for me. | had not yet started writing articles or doing presentations at that
time, but traders were beginning to look over my shoulder and, in many cases, follow my
even move. More than a little bit irritating were the phone calls I'd get when | was wrong,
telling me how dumb | was and how this Gann stuff did not work. When | was right, there
would be no calls.

| was living more than well from my trading, so | decided to put a Gann article into a
financial newsletter, just to prove how all this stuff worked. | sent off a one-page article titled
"Safety in the Market" to Research Technology, which was the biggest supplier of market
data in Australia at the time. Plenty of traders knew that | had picked various tops and
bottoms in the markets, but | had no real proof except for my trading statements. | was not
publicizing my work for the money. In the article, which | wrote late in 1988, | decided to go
out on a limb and nominate the day of the top for the Australian Share Price Index contract
in 1989. | was willing to put myself to the test. In the article, | explained how the yearly top
for 1988 had occurred by squaring time in price. | have already said dial a well-trained
monkey on a stick can describe events after they happen. So we can put my 1988 call in
that basket. But for 1989, | said, "So, of course, the next question is what is going to happen
in 1989. | see a volatile year ahead, similar to 1988, with a major top due on October 3, with
the reversal and panic in the market. Short positions should be covered on about November
16 and December 18”. This forecast, along with some notes on the Dow Jones Index, was
published in the United States in the February edition of the Gann and Elliott Wave
magazine. How did | do? You can bet | did pretty well, or | would not be writing this chapter.
The high of the year in Australia came in on October 4, 1989, at a price of exactly 1855,
which was exactly what | had calculated twelve months earlier. That price was the highest
our market traded for a number of years. It was followed by what was called "the crash of
1989," not to be confused with the real Crash of 1987. My dates for November and
December also came in very close. By that time, | was doing a few seminars, called "Safety
in the Market™. After the low of the year came in on April 7, 1989, it reinforced my forecast
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top of October 4, 1989 (see Figure 6.5). This was presented to the attendees of my seminar
and was recorded on video.

FIGURE 6.5
Share Price Index. My Call for the Top of 1989.
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My method for predicting the tops and bottoms was simple and consistent with how |
made my trading decisions, as I've already outlined. | don't regard either Time by Degrees
or price action reaction as a stand-alone indicator. But as can be seen here, when they
independently agree, there can be a window of opportunity.

My decision was based first on my Time by Degrees theory. October 4, the actual day
of the top, came in 180 days from the low of the year, April 7, 1989. It was also 180 weeks
from the high on April 21, 1986. That was the first of the double tops and it came in at
1254.5. It was 180 months from the major low on September 27, 1974, which was felt
worldwide. These time frames indicated a major change in trend.

The process was also based on the theory that time and price ranges repeat. The all-
time low of our Australian Share Price Index contract came in on March 1, 1983, at a price
of 458 exactly. The first major top came in 1,162 days later on May 6, 1986, at a price of
1255 exactly (half a point higher than April 21, 1986, the other date in the double top). The
market at this time was trading in decimal points. So we had a time frame of 1162 days and
a price range of 1255 minus 458, which is 797 points. The next major low, as I've already
mentioned, occurred on July 28, 1986, at a price of 1058. So if we are looking for a future
price target,
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War and Market Cycles
Throughout this chapter, | have made references to wars and their relation to Gann’s
work. | first became interested in the war cycles after reading Gann's 1927 novel Tunnel
Thai the Air, or Looking Back From 1940, in which he wrote that the United States was
about to be involved in an Armageddon-style war, starting in April 1930. He described the
Japanese planes bombing the American fleet in the Pacific as the start of the war. More
than a decade before December 7, 1941, this is how he portrayed the United States being
dragged into the war:
The United States government fearing that Japan would make the first attack on the
Pacific coast, either around Los Angeles or San Francisco, rushed the battle fleet to the
Pacific. As soon as the battleships cruised into the Pacific, Japan attacked from the air with the
noiseless airplanes and began dropping deadly bombs from great heights. The antiaircraft
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guns from the decks of the battleships were powerless to reach the bombing planes at such
great heights. Defeat was swift and severe and only a few of the battleships escaped complete
destruction from the first attack.

His timing was off, but | can understand that because | know how he did his
calculations.

FIGURE 6.6

History repeats. The Nikkei and the Dow.
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This book compelled me in 1988, sixty years later, to look at the relationship between
the United States and Japan and see if this knowledge could give me an advantage in
trading. In 1986, Tunnel Thru the Air led me to natural time because the book contained a
lot of trading examples. | found that the United States led Japan by an exact time frame.
This time frame varied with different situations and industries. For example, in the auto
industry, Japan trails the United States by about twenty years and Taiwan follows Japan.
The American stock market seemed to lead its Japanese counterpart by an approximate
time frame of sixty years. My theory was that after the '87 Crash, when all of the markets
worldwide looked shaky, Japan still had a little more than two years left in the bull market.
As | was doing my work, the Japanese market kept defying the trend and going up. The
Japanese market topped on December 27, 1989. Once that top was in place, | could expect
the same rundown that the United States had experienced between 1929 and 1932. The
American market had run up 95 points in ninety-five days to top out on September 3, 1929;
then it ran down for a period of 1,039 days to July 8, 1932. According to what | had learned
from Gann's book, when the Japanese market topped on December 27, 1989, it seemed to
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make sense that the Japanese market would not bottom out until sometime around October
31, 1992.

| did not trade either side of my call on the Nikkei 225 Stock Average. But | overlaid the
1929 weekly chart of the Dow Jones Industrial Average with the 1989 chart of the Nikkei,
shown in Figure 6.6. In real time, the Nikkei ran down for 966 days to bottom out on August
19, 1992, whereas the Dow ran down for 1,039 days in 1932. The relevance of all this
becomes apparent when you look at the overlaid charts.

The Theory in Practice

Let's take this theory a little further and see what economic advantages we can derive
from some of this knowledge. From 1998, under doctor’s orders, | needed to ration my time
and spend less time working. | had been publishing forecasts since 1988. Often this
included drawing up road maps for the stock market. Now that | had some time on my
hands, | decided to focus on an aspect that had interested me—an analysis of cycles in the
history of the twentieth century—using my own methods and in my own time. The results
are astounding.

| participated in a worldwide traders teleconference on September 7, 2002, which
involved approximately 500 traders. | spent about an hour and a half answering questions.
Early in the conference, | was asked by one trader where | believed the next pressure point
would be on the road map. The first pressure point | mentioned was July 28, 2004. | also
said there was a pressure point somewhere around August 2-5, 2004. | based this on
historical war dates and the fact that 2001 was an election year in the United States.

In November 2002 and again in 2003, | was guest speaker at the annual traders'
conference run in Sydney by Hubb Limited, a trading software developer who was granted a
license to sell my courses after | retired in 2001. At these seminars, | mentioned the date of
May 17, 2004, as a major pressure point on the stock market and referred to this and the
previous pressure points I'd mentioned as war dates”. This took place years after | had
completed my final Safety in the Market trading seminar, and the dates were based on the
research | was conducting on the history of the twentieth century.

The first week of August has often been a critical day in world history—and so it has
been a significant week for the stock market. On July 31, 1914, the London and New York
stock exchanges closed to avoid panic trading. That was almost the case again in 2001,
when an immediate security clampdown occurred in New York and Washington on August
2, 2004. The buildings affected were the New York Stock Exchange and Citigroup Center in
New York as well as the World Bank and the International Monetary Fund in Washington.
Britain declared war on Germany on Tuesday, August 4, 1914. The United States dropped
the first atomic bomb on Japan on August 6, 1945. (It had been scheduled to be dropped on
August 3.) On August 1, 1941, President Roosevelt stopped the export of oil and aviation
fuel from the United States to Japan. Japan had the choice of either changing its foreign
policy or gaining access to the East Indies oil by force. On August 2 and 5, 1964, two U.S.
destroyers were attacked in the Gulf of Tonkin, and they in turn sank two North Vietnamese
patrol boats—leading the United States into the Vietnam War.

To fully illustrate the scope of the pattern, | would need to trace early-August events
through the whole century and give you the time frames, but | think I've made the point.
Here is the main thrust: Britain entered World War |
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CHAPTER 7

Options-Based Technical Indicators for Stock Trading
BERNIE SCHAEFFER

Equity options have come a long way since they were first listed on exchanges in
1973. Beyond the explosive growth in the volume of options trading during this period, which
speaks for itself, options have become a risk-management tool as well as a tool for
speculation for a broad spectrum of market players, from modestly capitalized individual
investors to hedge funds.

In basic terms, the world of listed options consists of call options and put options. The
buyer of an equity call option has the right but not the obligation to buy shares of a
company, referred to as the underlying stork, at a specified price (called the strike price) for
a specific period of time, at the end of which the option “expires”. The call option buyers are
bullish—they're hoping to profit from a rise in the stock price over the life of the option.

Why Options?

Why would a bullish investor choose to pay for a call option with a limited life instead of
buying the underlying stock? The short answer is leverage—the ability to participate in the
upside movement in the underlying stock for a relatively small initial investment. The price of
a call option is most dependent on the price of the underlying stock relative to the strike
price, the stock's volatility, and the amount of time remaining until the option expires. But in
all cases, the call option price will be a fraction of the stock price, and in many cases, this
fraction will be very small indeed.

To illustrate, lets assume Stock A, which does not pay a dividend, is currently trading
for $50 and an investor is expecting the stock to move to $60 during the next three months.
If the annualized volatility of the stock is 25 percent—typical of many of the blue chips—a
three-month call option with a strike price of $50 will trade for about 5 percent of the share
price, or $2.50 in this case. If the stock should in fact reach $60 by the time this call option
expires in three months, the $50-strike call option will have a value of $10 in the listed
options market.

So, in this case, the call option will have quadrupled from $2.50 to $10 on a move by
the underlying from $50 to $60, and thus a gain of 300 percent could have been realized by
the option buyer on just a 20 percent gain in the stock. And the leverage in this case would
have been 15 to 1 (300 percent/20 percent). Put another way, the option holder achieved a
profit of $7.50 with an investment of just $2.50, whereas the $10 gain realized by the stock
holder required a $50 investment.

Needless to say, the scenario described above was on the best-case end of the
spectrum for the call option buyer. Note, for example, that if the stock does not rise above
$50 during the life of the option and the position is held until expiration, the call buyer will
lose 100 percent of his investment. And in the case of the on-the-money option—when the
stock price is equal to the strike price—such total losses can be expected to occur 50
percent of the time.

Based on this quick risk-reward profile, one can reasonably conclude that call option
buyers (those who are said to have long call-option positions) are rather aggressively bullish
in the pursuit of leveraged profits—bullish enough to be risking a total loss of their
investment if they're wrong.

The buyer of an equity put option, however, has the right but not the obligation to sell a
stock at a specified price (the strike price) for a specific period (at the end of which the
option expires). The put option buyer is as aggressively bearish as the call option buyer is
aggressively bullish.
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So in its purest form, the options world consists of two constituencies: the aggressively
bullish call option buyer and the aggressively bearish put option buyer. In addition, the listed
options market provides a treasure trove of information about the activity of call and put
buyers in each of the thousands of underlying stocks on which options are traded. Trading
volume data are available for calls and for puts, as well as option open interest, which
represents the number of option contracts open at any time.

Gauging Investor Sentiment

It should be no surprise, therefore, that technical and quantitative analysts have made
ongoing efforts over the years to measure the relative intensity of put and call activity as a
gauge of the sentiment of aggressive investors. Stocks on which these investors are very
bullish—as indicated by greater call activity than put activity—could be deemed by
contrarians to be vulnerable. An excess of bullish options sentiment could be an indication
of investor exuberance and overcommitment, and the resulting dearth of sideline buying
power could pave the way for a major pullback. Similarly, stocks on which investors are very
bearish—as indicated by greater put activity than call activity—could have significant upside
potential. An excess of bearish options sentiment could indicate investor pessimism and
capitulation, and the resulting buildup of sideline buying power could pave the way for a
major rally.

Surprisingly, the focus on put and call option activity over the years has been pretty
well restricted to:

1. Aggregate options data across all equities rather than an equity-by-equity analysis. A
series commonly quoted by analysts is the “CBOE Equity Put/Call ratio” which
represents the trading volume of all puts and calls listed on the Chicago Board
Options Exchange. This aggregation of equity options data may have made sense
decades ago, when few individual equities had robust markets in their options. But
these days there are many equities with options that trade thousands of contracts
each day and with option open interest equivalent to millions of shares of stock.

2. Option volume, as opposed to open interest. Option open interest is a much more
stable series than option volume. Option volume can vary very significantly from day
to day, whereas open interest adjusts incrementally each day based on the number
of positions that were opened or closed the day before. In addition, option volume
can be subject to all manner of intraday "noise", including the activities of day traders
who hold no position at the end of the day.

Schaeffer's Open Interest Ratio

Schaeffer's Investment Research has attacked the deficiencies of traditional put/call
ratio analysis on each of these two fronts by developing a ratio of put open interest to call
open interest for even optionable stock. This ratio is referred to as the SOIR (Schaeffer's
Open Interest Ratio), and it is wupdated daily in the data presented on
www.SchaeffersResearch.com, as well as for the company's internal analysis. A graph of
the SOIR can tell a very interesting story of the option trader sentiment toward a particular
equity, and this unique perspective can add considerable value to an analysis of a stock's
technical picture. Before delving into some compelling examples of SOIR analysis, consider
the potential pitfalls of this approach.

Again, in its purest form the options world consists of two constituencies: the
aggressively bullish call option buyer and the aggressively bearish put option buyer. For
purposes of maximizing the value to contrarians of put/call ratio analysis, there would be
another element to this "purity," namely, the participants in the options market would be
confined to relatively unsophisticated individual investors. In such a pure options world, we
would know that heavy call activity (or heavy put activity) would be the result of a strongly
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bullish (or strongly bearish) view held by the unsophisticated crowd, and, as such, traders
should consider taking the contrarian approach of fading this activity.

But the real world of options differs significantly from this pure world that would delight

the contrarian.

1.

Options market participants include professionals stub as large money managers
and, particularly in recent years, hedge funds that trade very actively. Many of these
larger investors are quite sophisticated and have access to valuable information well
beyond the scope of the smaller individual investor. To automatically take a position
counter to the option activity of this contingent would be foolish indeed.

Option activity is by no means always initiated by buyers. For example, there is quite
a large constituency that sells call options against stock they own as a tool for
generating additional income, and others who seek a similar objective by selling puts
against cash. And some traders sell uncovered (or "naked") calls, which is a bearish
bet that a stock will not rise above the call strike price. If heavy call activity is the
result of a surge in covered or naked call writing, it certainly would not indicate a
wildly bullish investment view.

Option activity can occur in conjunction with trades (or positions) in the underlying
stock. One example would be when a covered call position is initiated. Another would
be the purchase of put options to protect a long stock position from a major decline,
perhaps ahead of a critical earnings report. Option activity that results from strategies
that involve the underlying stock (or strategies that involve the buying and selling of
other options on that stock) can dilute the value of put call ratio analysis.

. Hedge funds in particular use options as part of "pairs trading" strategies. For

example, a put option on an energy exchange-traded fund (ETF) might be purchased
in conjunction with a long position in Occidental Petroleum (OXY) if the manager
feels that the stock will outperform its sector. So the purchase of the puts in this case
is not a reflection of a bearish view on energy but rather a hedge for a bullish view on
a particular energy stock.

Considering the Extremes
So the perception of a put call ratio as a clear indication of the bullish (or bearish)

sentiment of a crowd of unsophisticated traders is certainly a flawed one. But
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bullish contrarian plays that is turbo-charged from two standpoints:

A trader will bolster the effectiveness of his contrarian conclusion. The major

conundrum of sentiment analysis results from situations in which the sentiment simply
confirms the price action in the stock. So a stock that doubles in price during a one-year
period is very likely to be the object of a fair amount of bullish sentiment simply because the
gains it has registered are likely to have attracted major attention among investors, because
everybody loves a winner. Technical analysts will be drawn to the stock based on the notion
that "the trend is your friend" and even those with a fundamental bent will likely be swayed
by the strength in the shares and will tend to view the company's prospects more positively.
And, as technicians well know, such a powerful move by a stock often indicates that there
have been (or are about to be) some major positive developments in the company's
business. So the task of the contrarian in these situations becomes the extremely difficult

106



one of attempting to determine whether this bullish sentiment has reached a euphoric
extreme that indicates a serious depletion of sideline buying power and thus a potential top.

But if a stock is exhibiting strong price action and the sentiment remains skeptical or
outright bearish, the task for the contrarian is much easier. Bearish sentiment combined with
strong price action is an unusual situation, indicating with great regularity that an uptrend in
a stock is relatively early in the game because there remains major sideline buying power
that can fuel substantial additional gains.

2. A trader will have "structural buying" working for him because of the buildup in
put open interest and its subsequent unwinding. When puts are accumulated on a stock,
those who are on the other side of the trade (those who are selling these puts to the put
buyers) must protect themselves from the open-ended risk they'll incur should the stock
decline substantially. And they generally hedge their short put exposure by shorting the
underlying stock. But should a strongly performing stock continue to post outsize gains,
these short positions will begin to be covered as the put buyers begin to capitulate and close
their positions. And even if the put positions remain open, there will be short covering
because the hedgers need to be short fewer and fewer shares as the puts they've sold
move farther and farther away from the strike price and (as time passes) thus have a
smaller and smaller chance of ever attaining value.

FIGURE 7.1
Chart of AMR With 50-Day SOIR Moving Average
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Here are some detailed examples of stocks that exhibited outlier put open interest in
combination with strong price action. Figure 7.1 charts the price action in AMR Corporation
(AMR) along with the 50-day moving average of its SOIR. Note the powerful rally in AMR
from late 2004 through mid-2005, along with the skeptical option trader sentiment as
reflected in the 50-day moving average of its SOIR as it crossed above the 1.00 level (as
indicated by the horizontal line). This juxtaposition of strong price action and bearish
sentiment provided a very bullish backdrop for the shares during this period.

The SOIR line crossed with authority above 1.00 in November 2001 and remained in
this zone until June 2006. During this period, AMR shares rallied from the $9.00 area to a
high of $29.32. For more than eighteen months, while the shares were more than tripling,
skeptical option traders were accumulating more AMR put contracts than call contracts.

In addition to the bearish sentiment of option traders, AMR was being played very
heavily on the short side in late 2004. Short interest in excess of 50 million shares equaled
almost 25 percent of the company's total float. Although some of this short interest could be
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attributed to the heavy put option buying, there was a clear overall pattern of negative
expectations for AMR shares.

When might a technician have felt comfortable with buying AMR as a bullish contrarian
play, given this backdrop of bearish sentiment? Figure 7.2 charts the weekly price action of
AMR along with its 10-week moving average and provides a good backdrop for an answer.
The 40-week moving average is a widely used barometer among technicians of whether a
stock is in bullish or bearish territory.

FIGURE 7.2

Weekly Chart of AMR From July 2004 Through November 2006
With 40-Week Moving Average
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FIGURE 7.3

Chart of YHOO With 50-Day SOIR Moving Average
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Figure 7.2 indicates there were a number of junctures in late 2004 and early 2005 for
entering an AMR long position based on a move above the 40-week moving average. Some
of these moves were followed by pullbacks that may have stopped the trader out, but an
entry in the $9 to $10 area in late March 2005 or perhaps an entry in October 2005 in the
$12 area on the successful retest of the 40-week would each have been quite legitimate.
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Using a move back below the 40-week moving average as an exit criterion, the trader
would have exited in July or August 2000 in the $21 to $22 area. So a technician trading
AMR off the bearish sentiment could have achieved something in the area of a double
based on a simple 40-week moving average cross criterion for entry and exit.

Figure 7.3 presents a second example, which charts the price action in Yahoo!
(YHOO) along with the 50-day moving average of its put call open interest ratio (SOIR). The
SOIR for Yahoo! remained above 1.00 for most of the period from mid-2003 through the end
of 2004, during which the shares tripled from $13 to $30. This is once again a juxtaposition
of strong price action and bearish sentiment, and it provided a very bullish backdrop for
Yahoo! shares during this period. What's more, Yahoo! was among the most heavily shorted
Nasdaq shares during this period, with short interest in the neighborhood of 100 million
shares.

Figure 7.4 charts the weekly price action of Yahoo! along with its 40-week moving
average and shows the powerful uptrend in Yahoo! shares during the entire period of
excess put activity from mid-2003 through the end of 2004. A contrarian trader could have
felt comfortable in entering a long position at the beginning of this period and holding it for
the entire 200 percent gain, but a few caveats are in order.

FIGURE 7.4

Weekly Chart of YHOO From January 2003 Through January 2005 With
40-Week Moving Average
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Note in Figure 7,3 that the SOIR for Yahoo! did move below 1.00 for several brief
periods. And although one could argue that Yahoo!'s strong price action would have been
more than sufficient to justify retaining the long position in the shares, there was the
potential for a trader to exit the position based solely on the SOIR above the established
1.00 parameter. Also, the shares did move briefly below the 40-week moving average in
August 2004, although not on a weekly closing basis. Again, there would have been the
potential for a shakeout, but nonetheless at a very hefty profit level.

Immeasurable*

The put/call open interest ratio (SOIR) is one of a number of ways of slicing and dicing
the information a trader can glean from the ebb and flow of option activity. A put/call open
interest ratio that's a consistent outlier may indicate tradable extremes in sentiment on a
particular equity, but there are limitations to the scope of what the ratio can measure.

109



The SOIR is calculated using a ratio of put to call open interest for the three front
expiration months. A stock may exhibit a very high SOIR, but if the level of option activity on
that stock is modest—relative to average trading volume or to share float—the significance
of a high ratio of put to call open interest is radically diminished and may in many cases be
of zero consequence. This option activity would be described as being of "low intensity."

Option pricing would be yet another measure of the intensity of option activity. Options
are priced based on a probabilistic model whose major inputs include the share price, the
strike price of the option, the time remaining until option expiration, and the assumed future
volatility of the underlying stock. Within a group of on-the-money options (options for which
the stock price equals the strike price) on various nondividend-paying stocks with a common
expiration date, the differences in option pricing levels can be explained almost entirely by
the differing assumptions for future volatility.

Although the assumed volatility (known as implied volatility among options traders)
does not coincide precisely with the recent volatility of each stock, it is usually close enough
so that the following example of how option prices can vary more than suffices. Hansen
Natural (HANS) is an energy drink manufacturer whose stock has alternated between very
hot and very cold. The wild gyrations in the share price translate at this stage into an annual
volatility of about 70 percent.

Cisco Systems (CSCO), on the other hand, has become a steadily growing blue-chip
company in the technology space with a market capitalization in excess of $150 billion. It is
widely covered on Wall Street and widely held by institutional investors. So it should be no
surprise that the annual volatility of Cisco shares is modest and in the neighborhood of 25
percent.

How do these varying volatilities translate into the pricing of Hansen and Cisco
options? A three-month, on-the-money call option on Hansen would trade at approximately
14 percent of the share price; a similar option on Cisco would trade at approximately 5
percent of the share price. In other words, the options are priced in direct proportion to the
assumed volatility of the underlying stock.

The Fear Factor

But volatility assumptions are constantly changing for even optionable stock.
Sometimes this is simply the result of a change in the recent volatility of the stock.
Sometimes it's in anticipation of an upcoming event—such as an earnings report—that is
expected to result in increased share volatility. And sometimes it's the result of intense
option buying prompted by greed or, more often, fear. Fear is a potentially strong directional
clue for the trader. At Schaeffer's Investment Research, an "equity VIX" is calculated for
every optionable stock in order to sharpen the focus on such situations.

Most traders are probably familiar with the CBOE Volatility Index (VIX), calculated by
the Chicago Board Options Exchange to measure the implied volatility of the options on the
S&P 500 Index (SPX). The VIX is often referred to as a “fear gauge” because a rising VIX is
almost always associated with increased demand for index put options due to increased
investor fear of a market decline. In fact, major spikes in the VIX have been associated with
major market bottoms, as extremes in fear invariably indicate massive investor capitulation
and liquidation, which denotes that the selling pressure has lifted. Of course, the difficulty
lies in determining when the fear level has reached a true extreme, because taking a bullish
position before the fear has truly peaked is extremely risky and potentially disastrous.

The equity VIX calculated at Schaeffer's is designed to focus attention on stocks
experiencing unusual swings in the implied volatility of their options, and, just as with the
CBOE VIX, spikes in volatility are of particular interest as a directional indicator for stocks.
No stock in recent years has provided traders with more in the way of volatility spikes than
General Motors (GM).
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FIGURE 7.5

Equity VIX Chart for GM
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Figure 7.5 displays the VIX for GM options since 2001. Note that the first major
volatility spike occurred in the fall of 2002. This was not a company-specific spike, because
option volatility was surging across the board in a climax of investor fear as the market
plunged into its major bottom in October 2002, and GM shares bottomed along with the
broad market (see Figure 7.6).

FIGURE 7.6
Weekly Chart of GM From June 1992 Through November 2006
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The next major spike in GM option volatility occurred in the second quarter of 2005, as
serious concerns about the company's financial viability began to reverberate through Wall
Street. Huge positions in long-term GM puts were being accumulated, some as outright bets
on the company's demise and some as part of hedged positions with GM debt.
Accompanying this volatility spike was a pullback in GM shares to the $25 area, a level not
seen since the major bottom in the second half of 1992 (see Figure 7.6). The stock lifted off
these long-standing support levels, and by July 2005, it had rallied by about 50 percent to
just shy of $38.
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This combination of a pullback to a well-defined support level and an extreme in
investor fear as evidenced by a major volatility spike created a good buying opportunity for
nimble contrarian traders.

In terms of the bigger picture, the GM story illustrates the pitfall of trading oil sentiment
extremes—that is, taking a bullish position before the true peak in fear. Figure 7.6 shows
that GM's share price proceeded to get cut in half during the six months following July 2005,
to a low of $18.33 by year-end 2005, while a spike in the VIX for GM comfortably exceeded
the second-quarter 2005 spike (sec Figure 7.5). By the start of 2006, the chances of a GM
bankruptcy had reached coin flip levels, according to many analysts.

By February 2006, a mind-boggling three million put contracts had been accumulated
on GM, equal to 300 million shares, or more than half the company's outstanding shares. Of
course, most of these options were out of the money so this comparison is somewhat
misleading. Still, the sentiment on GM in the options market was extremely bearish, whether
measured by put/call ratios, the intensity of put open interest, or by option volatility levels.

The Contrarians Weigh In

But sometimes the strongest confirming evidence that the bottom is truly in place
comes from outside the quantitative world. From a contrarian perspective, this evidence
arrived in the form of a cover story on GM in Fortune magazine by Carol Loomis in the issue
dated February 20, 2006. Below is an excerpt from my commentary of February 13, 2006,
on www.SchaeffersResearch.com regarding this cover story:

It is the instinctive wish of most American businesspeople, even those unlikely to be directly
affected, that General Motors not go bankrupt. True, some people will say, "They had it coming to
them," But the majority will be more practical, telling themselves that the company is so central to
the economy, so sprawling in its commercial reach, that bankruptcy—"going into chapter" as
restructuring folks say—is ominous almost beyond contemplation. And yet the evidence points, with
increasing certitude, to bankruptcy. Rick Wagoner, GM's 53-year-old chairman and CEO, may say,
as he did in a January interview with Fortune in his aerie of an office high above the Detroit Rivet, "I
know that things will turn around," But he cannot know that. He may not, deep down, even believe it
himself,

— (“The Tragedy of General Motors,” Fortune, February 20, 2000)

Schaeffer's addendum (February 13, 2006): The words quoted above were emblazoned on the
cover of one of Americas most popular business publications. It is the second major negative piece
on General Motors from Fortune in less than a month ("Detroit's Endless Winter,” January 30, 2006).

| point this pattern out not to proclaim that GM does not have the problems that have been well
documented in these articles. But I'll also note that, in my opinion, there is absolutely nothing that
was revealed in this somber and extensive cover piece that has not been thoroughly documented
and discussed on numerous occasions in numerous other media forums.

Calling a bottom in a troubled company is always supremely difficult (I've been thus far way too
early [read: “wrong”] in calling one for GM), as much of the negative sentiment is well deserved and
the weak price action does not provide the "contrarian contrast" between negative sentiment and
strong technicals that is at work in the best of contrarian buy situations. It is only when the sentiment
becomes over-the-top gloomy and almost inescapable in its pervasiveness and totally dismissive of
current and potential positive developments that one can feel somewhat safe in making the bottom
call. And | think with the arrival of this latest GM cover story, we're there, just as we were in
November 1992, when Time magazine’s cover asked, “Can GM Survive in Today's World?"

This does not mean that GM stock has no additional downside. It is certainly possible, even if
bankruptcy were not at all a concern, for the shares to retest the recent lows in the 18 area. And one
cannot completely rule out the worst case. But investing is a probability game and a game of
comparing potential rewards and risks, and in GMs case here and now. | believe the potential upside
is well worth the risk of the potential downside.
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The Volatility Payoff

If an options trader takes away just one concept from this chapter, it would be the
following: When buying options, the trader pays for volatility but the payoff is in directional
price movement. In other words, options are priced from a statisti-
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FIGURE 7.8

Daily Chart of HOG From June 2006 Through November 2006 With
30-Day Historical Volatility
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But Harley-Davidson call buyers received a double benefit: They paid relatively little for
their options because of the stocks modest volatility and their payoff was huge on the big
rally in the shares.

The point here is that there is a sweet spot for the option buyer—a period during which
volatility is low, option prices are cheap (due to the low volatility), and directional movement
is robust. Steady-as-she-goes rallies such as that experienced by Harley-Davidson in Figure
7.8, perversely enough, register as a low volatility input to the option pricing models, which
then spit out low option premiums. In such an environment, the leverage offered to option
buyers for the risk they assume increases substantially, often skewing the risk-reward
equation dramatically in their favor.

In the Harley-Davidson example (assuming a 25 percent annual volatility), a six-month,
50-strike on-the-money call option would have been priced at about $3.50 when the shares
were trading near the $50 level in June and July 2006. Harley-Davidson proceeded to trade
as high as $75 by November 2006 (see Figure 7.8), and this 50-strike call option would
have had a value of $25 ($75 - $50) at that time. The call buyer thus achieved a profit of
$21.50 on a $3.50 investment, for a 611 percent gain, and the options leverage in this
example on the 50 percent gain in the stock was 12.3 to 1 (614 percent 50 percent). But if
the options on Harley-Davidson were priced at the 40 percent volatility level (comparable to
those of Schlumberger during this period), this leverage would have been significantly
reduced to about 7.5 to 1.
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Before the Storm

But does the fact that low volatility can turbo charge the leverage of option buyers have
significance for the stock trader? It does in the sense that major troughs in volatility are often
a signal of the calm before the storm, the storm being a major directional move for an asset.

A funny thing happened in July 2006 as crude oil futures (CL/) were pushing through
the $80 mark amid talk of ever-rising energy prices—the four-week historical volatility for
crude oil reached a three-year low (see Figure 7.9). In fact, crude oil volatility had declined
by 60 percent from its pinnacle in late 2004 and by 50 percent from its September 2005
peak. And this trough in volatility was quickly followed by a 20 percent decline in crude oll
prices.

FIGURE 7.9

Weekly Chart of CL/ From October 2004 Through October 2006 With
4-Week Historical Volatility
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FIGURE 7.10

Daily Chart of NG/ From June 2006 Through October 2006 With 10-Day
Historical Volatility
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The collapse of Amaranth Advisors (which lost half its asset value in September 2006
as a result of trading blowups in the natural gas market) was a tough lesson on the volatility
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of natural gas prices. But in yet another instance of the calm before the storm (see Figure
7.10), by early September 2006 the 10-day historical volatility of natural gas futures (NG/)
had declined to less than half its level of just a month earlier. And natural gas futures then
proceeded to tank to the tune of about 25 percent during the two weeks that followed.

But major troughs in volatility can also be followed by moves to the upside, such as
that which occurred with the stock market in 1995 at the inception of a multiyear bull market.
Note in Figure 7.11 how the 3-month volatility for the S&P 500 Index (SPX) hovered at very
low levels from 1993 to 1995, with most readings below the 10 percent mark. The powerful
bull market that began in 1995 and ended in early 2000 was characterized by steadily rising
volatility.

Note as well that during the period from 2004 through late 2006, the market was
characterized by low volatility readings similar to those registered a decade earlier at the
beginning of a multiyear bull market. Yet what's particularly interesting is the nearly
unanimously bearish conclusion by the investment community regarding the implications of
these low volatility levels. The low VIX has been professed to be an indicator of increasing
investor complacency, which is consistent with a stock market that is fast approaching a
major top.

Troughs in volatility often indicate an upcoming acceleration in directional movement.
In the examples from the crude oil (Figure 7.9) and natural gas (Figure 7.10) markets, this
acceleration was to the downside. In the case of the stock market from 1993 to 1995 (Figure
7.11), the acceleration was to the upside. It appears that the odds favor a similar resolution
of the 2004-2000 low volatility
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that leaves them vulnerable to failure when market environments change or when
some or all of their trading criteria lose effectiveness, often from overuse by competing
traders.

One compromise is to use a screening process to identify potentially tradable
opportunities based on a set of objective criteria. A trader then drills down to extract much
more detail on each name generated by the screen to determine which of these stocks
might be tradable. The operative concept here is that it is impossible to screen for all the
criteria necessary to generate a trade, but without the screening process one will fall prey to
becoming "objectivity challenged” and insufficiently disciplined, and the breadth of ideas
suffers, as well.

What follows is an illustration of a screening process that used criteria based on the
principles discussed in this chapter. The screen is for potential buy candidates and is based
on the general principle that stocks with strong price action combined with evidence of
skeptical or bearish sentiment have a greater-than-average likelihood of posting additional
gains. This approach combines the best features of "trading with the trend" and "avoiding
the crowded trade," that is, the trade that might look good on the chart but is dangerous
because too many players have already committed too much money, causing the stock to
be excessively vulnerable to a reversal.

Our screening criteria are as follows:

e Put/call open interest ratio (SOIR) is in excess of 1.00 (open put positions exceed open
call positions)

e SOIR is in the 75th percentile or greater of all SOIR readings taken during the past
year

e The stock has outperformed the SPX by at least 10 percent during the past fifty trading
days

e The short-interest ratio (short interest average daily trading volume) is above 3.00

e Less than 50 percent of analysts rate the company a buy
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This screen returned 28 names, and Figure 7.12 displays a subset of seven names.

FIGURE

7.12

Table of Filtered Stocks
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FIGURE 7.13
Weekly Chart of DTV From December 2005 Through November 2006
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Investors often fear that focusing on strongly performing stocks on which expectations
are modest or downright low might generate too few actionable trading ideas. After all, they
argue, stocks that have been clearly outperforming the market will very likely have attracted
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significant call buying, the shorts will have covered their positions, and Wall Street analysts
will surely have fallen in love with them. But, in fact, such low-expectation situations are
rather plentiful, as negative opinions often die hard despite being regularly invalidated in
strong stock performance. And the bonus for buying such stocks is that the uptrend is
unlikely to end before there has been at least some capitulation by these skeptics.

Just how persistent a negative sentiment backdrop can be despite powerful price
action is illustrated in Figures 7.13 and 7.14, which show the performance of DirecTV Group
(DTV) and Gymboree (GYMB), respectively, for year-to-date 2006.

As of late 2006, DirecTV had gained 59.9 percent in 2006 and had reached an all-time
high. Yet only 13 percent of Wall Street analysts had buy ratings on the stock, short interest
was 5.3 times the stock's average daily trading volume, and put open interest exceeded tall
open interest by nearly 60 percent.

GYMB had posted an 83 percent year-to-date gain for 2006 and had also traded at all-
time highs. But there was 80 percent more put open interest than call open interest on
GYMB, short interest exceeded three times daily volume, and just 40 percent of analysts
had buy ratings on the stock.

FIGURE 7.14
Weekly Chart of GYMB From December 2005 Through November 2006
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According to Humphrey Neill—the market analyst for whom | have the greatest respect
and from whom I've learned the most over the years—in his classic work, The Art of
Contrary Thinking, “No problem connected with the Theory of Contrary Opinion is more
difficult to solve than: (a) how to know what prevailing general opinions are; and (b) how to
measure their prevalence and intensity."

This chapter on options-based indicators in conjunction with other relevant sentiment
indicators will help traders attack Neill's admittedly difficult problem and lead to more robust
trading results. Being a successful contrarian investor is not about buying at low prices and
buying cheap stocks: the successful contrarian investor is instead a buyer of low
expectations on strong stocks. In fact, as Neill states in The Art of Contrary Thinking, “The
‘crowd’ is most enthusiastic and optimistic when it should be cautious and prudent, and is
most fearful when it should be bold
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CHAPTER 8

Point and Figure Analysis: Modern Developments in an Old Technique
JEREMY DU PLESSIS

One can hardly describe the point and figure chart as a "breakthrough in technical
analysis”, but in its 130-year history, this measure of price changes has had many
breakthroughs. That's because, unlike other chart types, point and figure analysis has not
stood still, but has adapted to the changing times and technology. Even its name changed
during its early development. This chapter highlights the changes to point and figure charts
during their first one hundred years and discusses the new thinking and interpretation of this
veteran strategy.

Point and Figure Charts: One Hundred Years of Change

Point and figure analysis started life on the trading floors and bucket shops of the late
nineteenth and early twentieth centuries, where traders needed a method of recording
prices. They simply wrote down the traded prices in columns; a rising column of numbers as
the price rose and a falling column as the price fell. It served simply as a price record and
ignored any fractions. Eventually traders began to notice patterns in their price records, and
the record became known as a figure chatrt.

Writing down numbers was a tedious business, so traders began to use a vertical scale
and inserted Xs instead of numbers. The resultant chart became known as a point chart. For
thirty years, figure charts and point charts coexisted, with chat lists referring to their point
charts and their figure charts, or their point and figure charts, the name we use today. Figure
charts were eventually dispensed with in the 1930s, and in the late 1940s, a new method of
plotting the charts was proposed, using Xs for the rising columns and Os for falling columns.
Figure 8.1 shows this evolution.

FIGURE 8.1

The Evolution of the Point and Figure Chart
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The plotting method has not remained constant either. As markets and data availability
have changed, so too point and figure construction has adapted and changed. Originally,
point and figure charts were constructed from the tape using every trade. The Xs were
assigned a value—called the box size—of one point, and any price change less than one
point was ignored. When the price reversed by one point, a new column was started. This
became known as a 1-box reversal chart. Because these charts were very sensitive, a more
condensed version was sought, and many traders transferred the data from their 1-box
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charts to their 3-box charts, where the column did not change unless the price reversal had
the value of three boxes. Some even drew 5-box reversal charts to show the longer-term
view, although these are rare nowadays, but 2-box reversal charts are popular. Figure 8.2
shows charts drawn with four different box reversals. Notice how the look of the chart is
transformed as the reversal is changed.

FIGURE 8.2
1-Box, 3-Box, 5-Box, and 2-Box Reversal Charts
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Originally, all these charts were constructed with tick data, which meant that the trader
had to have access to even trade every day. This task was not a problem for anyone
updating a small set of charts by hand each day, but it was an impossible one for anyone
who wanted to start a new chart showing five years of tick data. In the late 1940s, therefore,
A.W. Cohen of Chartcraft proposed a new construction method that ignored the tick data,
taking instead the daily high or low to construct the chart. His method ignored 1-box reversal
charts completely in favor of 3-box, and so 1-box fell out of favor. Because end-of-day data
were bring used to construct the charts, this change turned point and figure into a method
for longer-term analysis.

Today, end-of-day point and figure charts are constructed with either the high or the
low at the end of the day (Cohen's method) or with the close at the end of the day. What's
more, the ability of computers to store vast amounts of data has allowed charts to be
constructed using data at the end of every minute, every hour, or any intraday timeframe
desired. Easy access to tick data has resulted in the original style tick point and figure charts
making a comeback as well, although it is still not practical to draw a five-year point and
figure chart using tick data for the simple reason that there is now too much data to store. All
these changes, however, have made point and figure charts suitable for all time horizons,
from very short term to very long term.

With the popularity of 3-box reversal charts, many common patterns have been
identified and named. Space here precludes a full discussion of point and figure signals and
patterns, but it's important to note that they are mostly based on breakouts. If a column of
Xs rises above the previous column of Xs (see the 3-box chart in Figure 8.2), that is a basic
point and figure buy signal. If a column of Os falls below the previous column of Os, that is a
basic sell signal. All point and figure patterns are built from these two basic patterns. The
wider they are and the more times the price reaches the equilibrium level before breaking
out, the stronger the subsequent signal. Simple patterns combine to make more complex
ones, and point and figure analysts always look to see whether these defined patterns exist
and if a smaller pattern is part of a larger one.

Time Horizons
Before describing some new and innovative point and figure techniques, it's important
to review how time horizon works in point and figure charts. Changing the box size
effectively changes the time horizon of the chart without actually changing the underlying

119



data. To understand this, imagine you are day-trading the Dow Jones Industrial Average.
Would you draw a point and figure chart with a 50 point box? This would mean 50 points in
the direction of the column produces a new box and 150 points against the direction
produces a reversal and a new column. A day trader could not possibly make money with
such an insensitive chart, but a medium-term investor may be quite happy with a chart
drawn with those parameters. A short-term trader would be looking at perhaps a 5 point or
10 point box size. Thus, changing the box size does change the time horizon—though not
the time frame—of the chart. The smaller the box size, the more sensitive the chart, and the
shorter the time horizon. Typically, a point and figure analyst will look at two, perhaps three
point and figure charts of the same instrument but with different box sizes and/or reversals
to get a clearer picture of what is happening.

Internal 45° Trend Lines

Trend lines may be drawn in two ways on point and figure charts: either subjectively by
connecting higher lows for an uptrend or lower highs for a downtrend, or objectively by
drawing trend lines at 45° from highs or lows. These objective lines are most effective on 3-
box reversal charts and are rarely used on 1-box charts. It's a unique feature of point and
figure charts because only point and figure charts are drawn on a squared grid allowing the
45 lines to be drawn in the same position no matter what the aspect ratio of the chart.

The lines are drawn through the corners of the boxes from bottoms and tops, providing
what are called bullish support and bearish resistance lines. They are the lines that show
the last level of support in an uptrend or resistance in a downtrend. Evidence shows that the
price behaves extremely well with these 45° lines, which are therefore used to determine
major trend changes. Consider what is required to remain above a 45° trend line: The price
must rise by at least five boxes for even three that it falls, and if it can't do that, it can’t
maintain a bull trend. Similarly, to maintain a 45° downtrend, the price must fall by at least
five boxes for every three that it rises.
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161

*kkkkkkkkhkkhkkkk

ent reaction points cluster together. This is clearly seen in the current uptrend, in which
four internal lines run close together. This provides a significant and important support area
for the uptrend, which becomes just as important as the main 45° uptrend line 3, if not more
so. The more times an internal line is touched, the more important ii becomes. This is
because the starting point of the line and the 45° angle, not the price action, determine a
45° line position.

The main advantage of 45 trend lines is that they are objective, and no amount of
subjective interpretation or positioning can influence them. As you can see, they cane up the
chart into bull and bear trends and are very effective in showing areas of support and
resistance.

Using Point and Figure Price Targets Effectively

From the earliest days of point and figure analysis, analysts have been establishing
price targets from the charts derived from the width of congestion areas. Initially, the targets
were on 1-box reversal charts, but 1-box price targets are less objective than those obtained
from 3-box charts, which are therefore more popular today.

There are two ways to establish targets with a 3-box reversal chart. The vertical count
is based on the thrust off a low or a high, and the horizontal count is based on the width of a
top or bottom pattern. The vertical count is three times the length of the thrust column,
whereas the horizontal count is three limes the width of the pattern. Because computers
now perform these calculations, the temptation is to count even column and pattern until
one produces the required result. Certain rules, however, should be adhered to. Vertical
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counts should be established only from the first thrust off a low or a high, or the thrust off an
intermediate mini-bottom or mini-top, or the breakout column from a pattern. Horizontal
counts, however, may be established only from a top or bottom pattern where there is a
clear column moving into the pattern and then some sideways congestion and a clear
column moving out of the pattern.

Remember that these are potential targets and cannot be achieved with precision.
Some may not be achieved at all; in fact, the last target in a trend seldom is. However, the
achievement or non-achievement of a target gives important information about the strength
of the trend. In bull trends, all upside targets should be achieved or exceeded, whereas
downside targets should not be reached. In downtrends, all downside targets should be
achieved or exceeded, whereas upside targets should not be reached. So assessing trends
becomes an evidence-gathering process. If, during a bull trend, an upside target is not
achieved or is negated, that is evidence that the uptrend is weakening. If at the same time,
downside targets start to be reached, this is further bearish evidence and an indication that
the uptrend is ending. The converse is true for downtrends, where evidence that a
downtrend is deteriorating can be seen when downside targets are not achieved or
canceled. Combined with the break of internal 45° lines, using point and figure targets this
way allows you to see trend deterioration before the main trend line is broken.

The chart in Figure 8.4, showing the top in the Nasdaq, is a good example of how
targets can provide evidence about the strength of the trend. Upside count (a) of 3,400 from
the July 1999 low was exceeded as was count (b) of 1,920 from the October 1999 low,
indicating a strong bull trend. At this stage, everything is in place for the achievement of the
new target (c) of 5,640 from the January 2000 low. The Nasdaq turned, however, and
allowed the establishment and activation of downside count (d) of 3,720 from the February
2000 top and another count (e) of 3,460 from the second top in March 2000. At this stage
the bull trend is still in place and there seems little likelihood that these downside counts will
be achieved. But in April 2000, both downside counts were achieved, negating the upside
count (c) of 5,640 by passing through the bottom of the column from which that count was
established. Although the main 45° trend line (1) is still intact at this stage, the evidence for
a continuing bull trend is decreasing. An upside count has been negated, two downside
counts have been achieved, and some internal 45° lines have been breached.

Following the price action, notice that two more upside counts (f) and (g) of 4,660 and
5,100 were not achieved but all the downside counts (h), (i), and (j) of 3,280, 3,660, and
3,620 were, which further adds to the bearish evidence. So, long before bullish support line
(1) was breached, there was sufficient bearish evidence available to make a decision about
the end of the bull trend.

Again, you should not expect targets to be achieved with precision, but that does not
mean that targets from important patterns should be ignored if they seem improbable at the
time. For example, horizontal count (k) taken across the large top between the October
1999 column going into the top and the October 2000 column coming out of the top gives a
target of 1,080. When this target was established in October 2000, it seemed unlikely that it
would be achieved; still, it should not be ignored, because the pattern from which it was
established is an important pattern in the chart. In any case, before 1,080 can be achieved,
many other smaller targets will have to be achieved first, helping to reinforce the likelihood
that 1,080 will be achieved. In fact, the October 2002 bottom was within 30 points of the
target.

There are, therefore, two reasons for establishing and analyzing targets, a trend-
evaluation element, determined by the achievement or non-achievement of a target, and a
prediction element, which helps to assess the potential price move. Combining the two is
important. Moreover, clustering targets—when two counts from two different columns or
patterns come in at a similar level—reinforces both the chances of a count in that region
being achieved and the importance of the information, if it is not.
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FIGURE 8.4

20 x 3 Point and Figure Chart of Nasdaq Composite Index, Showing
Targets
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Risk-Reward Ratios From a Point and Figure Chart

The ability to obtain objective targets from a point and figure chart makes the
calculation of risk-reward ratios—or, as some term them, reward-to-risk ratios— much
easier. They are calculated by dividing the potential reward by the known risk, thereby
providing a figure that tells you the number of points of reward for every point of risk you
take on. The risk is the easy part of die calculation; calculating the reward has always been
more difficult, causing many to ignore the ratio completely. The risk is the difference
between your entry price and the price at your proposed exit. In point and figure terms, the
exit price is the level where the first, or sometimes second, point and figure sell signal will
be. The reward in point and figure terms is the difference between the point and figure target
and entry price.

Risk-reward ratios are calculated at the time a trade is entered. Not only do they tell
you whether the trade is worth taking, on point and figure charts they also tell you where to
place your stop and what the risk-reward ratio is of using that stop. The upper section of
Figure 8.5 shows a progression of charts for Bank of America. The first panel shows a
double-top buy signal at point A activating an upside vertical count of 43. If you place your
stop at 28, the first point and figure sell signal, your risk-reward ratio is 5. If, however, you
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prefer to place your stop below the bottom of the pattern, your risk-reward ratio is only 1.7.
The risk-reward ratio therefore helps you to decide where to place your stop.

The second panel shows the chart a few columns further on. A second pattern
breakout occurs at point B, allowing you to decide the risk-reward ratio of adding to your
position. Stops at 28.5 or 28 give acceptable risk-reward ratios of 3.8 or 3.3, respectively.
The third panel progresses further with another pattern breakout at point C. The risk-reward
ratios of entering a trade at this point are an unacceptable 1.2 and 0.7. The final panel
shows the chart up to date. The breakout at point D activates another vertical count of 46.
The risk-reward ratios of acting on this are 3.4 and 1.5 based on stops at 35 and 32,
respectively. The initial target of 43 is reached, as is the 46 target a few columns later on.
Another vertical count is activated with the breakout at point E. Risk-reward ratios are 2.3
and 1.6 based on stops at 41.5 and 39.5, respectively. Once again, these help you to
assess whether the trade is worth taking and which level you will use for your stop.

Risk-reward ratios work for down counts as well. The lower section of Figure 8.5 shows
a progression of charts for Home Depot, The double-bottom sell at point X activates a
vertical down count of 32.75. The risk-reward ratios are 3.9 and 1.7, indicating that if you
place your stop at 41.25, the trade is worth taking,
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Log Scaling
One of the greatest innovations in point and figure charting has been the development

of log scale point and figure charts. They were introduced in the early 1980s, when technical
analysis software for PCs made the calculations possible. Using a fixed box size of 1 point
or 10 points is fine if the price remains within a reasonable range, but it's of little use when
the price rises or falls by large percentages. To accommodate increasing prices, point and
figure analysts used to (some still do) change the box size—the value of the Xs and Os—at
specific price levels. For example, when the price is between 0 and 5, a box size of 0.25 is
used; when the price is between 5 and 10, a box size of 0.5 is used, and so on, with the box
size changing at certain price levels. Between 50 and 100, the box size would be 1, and
between 100 and 200, it would be 2. This design has the effect of producing a pseudo log
scale chart, but at the same time, it creates problems. First, 45° trend lines, which must
pass through these box size step-up points, are compromised; second, point and figure
targets become more difficult to establish if the box size changes part way through the
counting column.

The computerization of point and figure charts enables true log scale point and figure
charts to be drawn by increasing the value of each box by a fixed percentage. This means
the percentage change throughout the chart is constant, but the box size at each level
varies. So instead of a box size measured in the traditional fixed number of points, the box
size is measured as a percentage. For example, if a box size of 1 percent is chosen, the
size of the box above is 1 percent larger than the box below, or 1.01 times the size of the
box below.

Point and figure construction is about setting a scaling framework before the chart is
drawn. With fixed box size (arithmetic scale) point and figure charts, the box size determines
the chart grid. So a box size of 5 points results in grid values of 5, 10, 15, 20 points,
whereas a box size of 10 points results in grid values of 10, 20, 30, 40 points. With a
percentage box size (log scale) chart, however, the grid is determined by increasing the
value of each grid point by the percentage. Mathematically, it's easier to do this by taking
the natural log of the starting price, as well as the percentage increment, and adding the
logged increment to the logged starting price to achieve the new grid. Once the grid has
been obtained, the chart data are logged as well and the chart plotted using the logged
values. Finally, the logged values and grid levels are anti-logged to bring the chart back to
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real prices. The result is a true log scale point and figure chart in which the box size grows
smoothly as the price rises, thereby catering to the
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example, at $75, the box size is 1.5, whereas at $5 it is 0.1. There is a smooth, not a
stepped, increase in the box value as the price rises and falls.

FIGURE 8.7

2 % x 3 Log Scale Point and Figure Chart of Cisco Systems
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In comparing the two charts, notice the large swings in the arithmetic chart around the
75 level, indicating that the box size is too small. Notice the lack of sensitivity around the 10
level, indicating a box size that is too large. The log scale chart adjusts for this
automatically, because it is a chart of constant percentage change rather than constant
point change. Trend lines are valid on both charts, but they pass through different points.
Point and figure targets (not shown) will also be different because the column lengths and
pattern widths are different as are the values of the boxes within the columns.

The decision whether to use log or arithmetic scale is no different from that with bar or
line charts. Log is better for longer-term analysis and when the price has risen exponentially.
Arithmetic is better for the shorter-term and when the price is within a range. Some
instruments have linear trends, and some have exponential trends. The simple rule is to
look at both, and you will soon see
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are not important, but the level of the target is. A number of targets have been placed
on the chart so you can see the levels predicted and how these help to confirm or reject the
trend. Notice during the uptrend in relative strength that all upside counts are exceeded and
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no downside count is achieved until the top in October 2002, when the upside count of 331
is negated and downside counts are achieved. There is one outstanding downside count of
123, indicating that there is more downside potential on the relative strength.

The chart in Figure 8.8 is a log scale chart using a box size of 1 percent. It is
suggested that you use log scale charts for relative strength so you can match these with
the same percentage box size on the price chart, ensuring that you're looking at the same
time horizon. You may look at a shorter time horizon by changing the box size to 0.5 percent
or even 0.25 percent.

Moving Averages, Parabolic SAR, and Bollinger Bands

Another recent development in point and figure charts is the addition of moving
averages following the technique discussed by Kenneth Tower in his chapter on point and
figure charts in New Thinking in Technical Analysis (Bloomberg Press, 2000). Tower
suggests that the length of the moving average be measured in columns rather than in days
or weeks, allowing moving averages to be used effectively on point and figure charts. The
purpose of using moving averages on point and figure charts is to assist in defining the
trend and therefore in accepting or rejecting point and figure buy and sell signals. Because
signals are more objective on 3-box charts, the use of moving averages tends to be easier,
although there is no reason why 1-box charts can't be used just as effectively. Trend
direction is best defined by two moving averages of different lengths. When the shorter
length crosses above the longer length, the chart is placed on a buy alert. The buy signal
occurs on the next point and figure double-top signal.

Determining the best lengths to use is a trial and error, or optimization process. A good
rule of thumb is to use lengths that are half those you use on line charts, because in
calculating moving averages on point and figure, the average of each column is calculated
before the moving average is calculated. Average lengths can be close to one another
because a crossover is not a signal but rather an alert. Crossovers have to be reconfirmed
by the point and figure signal.

Panel A in Figure 8.9 is a 2% x 3 log scale chart of the Walt Disney Co., with 5- and 8-
column exponential moving averages. When the 5 crosses below the 8,
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Panel B in Figure 8.9 is the same log scale chart of Walt Disney but with a Wilder
parabolic SAR with an acceleration factor of .02. The parabolic is a stop-and-reverse
system, in which the parabolic line starts away from the price but then accelerates toward it
as the trend matures. Its use with point and figure is the same as that for moving averages:
The parabolic switch from long to short places you on alert, and the next double-bottom sell
signal is taken at point (c). The parabolic switch to long places you on alert to take the next
double-top buy at point (d). Notice that immediately after the buy at point (d), the price
retraced but did not trigger the parabolic.

Another innovation in point and figure charts has been the use of Bollinger bands,
because they show a number of things that are not immediately apparent from the plain
point and figure chart. These are trend strength, overbought and oversold situations, as well
as areas of low volatility. The standard Bollinger settings are 20 days and 2 standard
deviations, but with point and figure charts it is suggested that 10 columns and 2 standard
deviations be used.

Panel C in Figure 8.9 shows a 0.5% x 3 log scale of DuPont, with a set of 10-column
Bollinger bands. The strength of the uptrend is indicated by the price remaining above the
moving average and continually touching the upper band. In the same way, the strength of
the downtrend is indicated by the price continually touching the lower band. Failure to cling
to the outer bands is a signal that the trend is weakening as seen at the top when the
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column of Xs fails to reach the upper band. Point and figure shows accumulation or
distribution by congesting sideways. The Bollinger bands emphasize this by converging into
what Bollinger calls "the squeeze," indicating very low volatility and the probability of a sharp
move. The width of the bands during the squeeze is easy to set on a log scale point and
figure chart because the number of boxes between the bands is the percentage difference.
In the chart in panel C, you can clearly see the squeeze occurring during the congestion
after the uptrend, where the bands converge to four boxes, or 2 percent apart.

Sometimes, however, the squeeze is difficult to see in 3-box reversal charts, so if you
see a potential congestion pattern and you're not sure whether a squeeze is taking place,
it's worth looking at it in a 1-box reversal chart. Panel D is a 1% x 1 chart of Medimmune,
Inc. The squeeze of three boxes, or 3 percent, before the sharp uptrend is easy to see. It's
worth noting that 1-box reversal charts are clearer and easier to analyze if they're drawn
using the point method of Xs only.

Indicators of Point and Figure Charts

One of the traditional disadvantages of point and figure charts is that they can't be
used with indicators such as MACD, stochastic, or OBV, and the like, because they don't
have a time scale and consequently won't match up with the indicator. If, however, the
indicator is calculated based on columns rather than time, any indicator can be used with a
point and figure chart. In fact, the indicator becomes an indicator of the point and figure
chart, not of the raw price data. The difference is that the indicator “period” (length) is
measured in_columns rather than days or weeks. This approach opens tip a host of new
point and figure analytical techniques because it allows you to look for overbought or
oversold conditions or for divergence in relation to point and figure charts using volume-
based indicators such as OBV. Remember, however, that the indicator construction is
based not only on the indicator length in columns but also on the number of columns in the
chart, and that varies according to the box size and reversal used. An RSI calculated on a
length of 14 columns can produce_a dozen different RS| charts, depending on which box
and reversal is chosen for the point and figure chart from which the RSI is derived. The
analogy is to changing the time frame of your bar charts to produce different RSIs based on
hourly, daily, or weekly data.

Indicators do not work well on fixed box size arithmetic paint and figure charis becayise
the sensitivity and hence the number of columns is not consistent throughout the chart. Log
scale percentage box charts should, therefore, always be used.

Figure 8.10 is a 1% x 3 log scale point and figure chart of Merck & Co., with an MACD
using column lengths of 26 and 12, with a signal line of 9 columns. Notice how the MACD
indicator adds information to the point and figure chart in a number of ways. It shows when
the point and figure chart is overbought or oversold, when the MACD moves to extremes
away from the zero line. It also shows divergence, or nonconfirmation. For example, the
new price high, marked (a), is not matched by a new high in the MACD, which is bearish.
Similarly, the new price low, marked (b), is not matched by a new low in the MACD, which is
bullish. In addition, in the traditional way, the MACD issues buy or sell alerts when the
MACD crosses above or below its trigger line (moving average). Because point and figure
buy and sell signals come from the point and figure chart itself, the MACD signals put you
on alert to look for the next point and figure signal.
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move to the July high. The price then corrected sharply followed by the OBV. In
December 2005, it rose sharply, but although the OBV followed, it did not have the same
impel us. The price consolidated again and broke out to a new high. Notice that the OBV did
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not do so. Looking at the OBV of a point and figure chart helps you to accept or reject point
and figure signals because a good signal should have volume behind it.
FIGURE 8.12

1% x 3 Log Scale Chart of Black and Decker, With
On-Balance Volume Line

BDK UN Equity Daily Point & Figure (h/1} 1% x 3

Remember, when drawing indicators of point and figure, the box size, the reversal, and
the indicator lengths are all input parameters. In the examples above, the standard indicator
lengths have been used and the point and figure chart parameters have varied. The charts
demonstrate what an important point and figure development this is. In most cases, the
traditional periods can be translated into columns, although there is a fine balance between
the sensitivity of the point and figure chart and the column length of the indicator.

Market Breadth Indicators

Point and figure also has its own measures of market breadth. The most common
calculates on a day-to-day basis the percentage of stocks in an index for which the last
signal was a point and figure double-top buy signal. The indicator is called bullish percent
and has been in use for some fifty years. But there are other ways to calculate point and
figure-based market breadth indicators; for example, the percentage of stocks for which the
relative strength chart against the index is on a buy signal, or the last column is a column of
Xs, or the last plotted box is above a chosen column moving average. These indicators are
normally plotted as point and figure charts but can be plotted as line charts as well. They act
like overbought/oversold oscillators and put you in the right frame of mind when assessing
whether to accumulate or distribute stocks in the index.

Flipping Point and Figure Charts
Technical analysts have been turning printed charts upside down for years to remove
any subconscious bias, but flipping a point and figure chart wasn't as effective because the
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columns of Xs and Os were the wrong way when turned upside down. Computers can,
however, flip the chart and swap the Xs for Os and the Os for Xs to provide a perfect point
and figure chart upside down and “fool" the brain into believing the chart is the right way up.

Most who analyze a chart have a bias. Some are constantly bullish and can't see tops;
others are bearish and can't see bottoms. No matter what bias you have, flipping the chart
tends to remove that bias even though consciously you know the chart is upside down. It's
important that the flipped chart look as natural as possible, so maintaining the original price
scale—even though the numbers don't match the flipped chart—adds to the deception. The
eye and brain must be fooled into thinking that the chart is right side up.

There are two occasions to flip a chart: first, when you just can't make your mind tip
about the state of the chart, and second, when you're so blinded by extreme confidence in
your analysis that you can't see any opposite signs. It's quite amazing how well it works.
Even though you consciously know it's upside down, you'll analyze it as if it's right side up.

FIGURE 8.13

Flipped Chart of Dow Jones Industrial Average
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The chart in Figure 8.13 is a 1% x 3 chart of the Dow flipped upside down. Notice the
price scale is not flipped, thus aiding the deception, but the columns of Xs have become Os
and the columns of Os have become Xs. Some analysts may be looking for a top in the
Dow; some may be talking about new highs. You make up your own mind by looking at the
chart. Do you think it's making a bottom, or do you think it's a continuation of the
downtrend? Whatever you think, the opposite is, in fact, your view, because the chart is
upside down.

Flipping charts is one technique you should not overlook, and you will find the point
and figure version works better than the version for candles or bar charts.

Like no other chart, the point and figure chart has evolved to maintain itself in the
modern world, and there's no doubt that it will continue to do so. Not being bounded by time
allows it to be adapted in more ways than any other chart. This chapter has covered a
number of new and not-so-new point and figure techniques; from internal 45 trend lines to
log scaled point and figure charts; from establishing point and figure targets to calculating
risk-reward ratios from them; from the use of moving averages and parabolic curves on
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point and figure charts to the use of Bollinger bands; from point and figure charts of
indicators

*kkkkkkkkhkkhkkkk

181

*kkkkkkkkhkkhkkkk

129



CHAPTER 9

Deconstructing the Market: The Application of Market Profile to Global
Spreads
ROBIN MESCH

Deconstruction, a method of analysis that emphasizes the relational quality of
meaning, involves discovering, recognizing, and understanding the underlying—and
unspoken and implicit—assumptions, ideas, and frameworks that form the basis for thought
and belief

Most spread traders are accustomed to working with line charts that show the value of
the spread at discrete points in time, connected by lines. For example, Figure 9.1 is a daily
chart of the 10-year U.S. Treasury notes versus the 10-vear EuroGerman Bund spread with
a ratio of 100:55.

FIGURE 9.1

Daily Line Chart for 10-Year U.S. Treasury Notes vs. 10-Year EuroGerman
Bund, March 17-October 4, 2006
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This type of chart is not very conducive to technical analysis. There is a lot of
information here, but it is not organized in a way that is accessible to the trader. How we
organize the data determines how we see the market. Figure 9.2 shows a Market Profile
chart for the same period. (For details on how the Market Profile is constructed, see my
chapter in New Thinking in Technical Analysis [Bloomberg Press, 2000].)

We start with the basic understanding that the market is an auction. The progress of
the auction and where the market spent time (and hence perceived value) become much
clearer on this chart. But the real strength of Market Profile analysis, and the concept on
which this chapter will locus, comes from reorganizing the profiles to reflect complete cycles
of market activity and setting up a framework to guide the trader as the market progresses
through its auction cycle.

Let's preview our approach by looking at a reorganized version of this same data (see
Figure 9.3), showing a complete auction cycle followed by a new directional move.

This final version, created by combining monthly profiles from March through June
2006 and monthly profiles from July through October 2006, provides a structure and
presentation of the data that, as we will see, gives a basis for determining strategy when
trading spreads.
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The strength of Market Profile is its organization of market data into a bell curve,
revealing the underlying auction process that drives price fluctuations. In this chapter we
apply Market Profile analysis to global spreads, as a tool to understand the relationship
between two correlated markets. Well start by reviewing the basic principles of Market
Profile, and then apply those principles to some commonly traded global spread markets.

FIGURE 9.2

Monthly Market Profile Chart for 10-Year U.S. Treasury Notes vs. 10-Year
EuroGerman Bund Spread, March 17-October 4, 2006
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should the non preferred scenario unfold. But if the market was able to climb over the
high-volume ledge of 930, it would confirm the bullish game plan that | was favoring at the
time. Let's see what took place for the remainder of 2003.

For the remainder of the year, from April 2003 to December 2003, the market traded
within the pocket of low volume left by the February 2001-March 2003 profile. Figure 9.6
shows the resulting profile. This is what | would call a perfect fill.

This analysis exemplifies the strengths of Market Profile, which gives us the tools to:

know market direction

establish a target

develop a timeline for the unfolding of our scenario

identify the market activity pattern that confirms were right, and know how to tell if

we're wrong
To recap our example in the light of these four elements of a trading strategy, we knew
coming into April 2003 that the lower bell curve was complete and that the market was
poised for a directional move. With the undeveloped area looming above the market,
chances were good that the auction would return to that territory to fill in volume, and that
the new auction extremes would be from 930 to 1075. This would make a buy over 930 a
major directional play. Market Profile analysis gave us a direction and a target.

We also knew that if our favored scenario was unfolding, the market should not
develop back below the consensus point (most traded price) at 890. Once we saw that the
bullish scenario was under way. we knew a range would develop until the low-volume
pocket was filled, at which point we would know the strategy had run its course, and the
market was ready for a new auction to kick off.
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FIGURE 9.5

S&P 500 Futures, February 2001-April 2003, Expanded view of right-hand
profile of Figure 9.4.
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FIGURE 9.6

S&P 500 Futures, February 2001-December 2003. Two composite profiles
(February 2001-March 2003 and April 2003-December 2003) showing
how larger profiles provide context for current development.
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The Four Stages of Sticker Shock

To develop a deeper level of understanding of the negotiation process, let's talk about
the underlying psychology that drives the auction. As the great trader Jesse Livermore once
said, "l absolutely believe that price movement patterns are repeated and appear over and
over with slight variations. This is because humans drive the stocks and human nature
never changes."

As it builds the bell curve, the auction process tracks the psychology of the negotiation
process in four stages. With a nod to Elisabeth Kiubler-Ross, | call it the four stages of
sticker shock.

1. In stage one (shock denial), a dramatic directional move beyond the well-accepted
value area is halted by a feeling of “sticker shock” on the part of participants. The new price
point stirs feelings of “I can’t believe it; this won't last"

2. In stage two (anger), usage slows down as people search for alternatives or attempt
to change long-standing patterns of behavior, triggering a counter-move that seeks an
opposite end of value. In this stage the extremes of a trading range are first established.
Normally the market retraces a portion of the initial dramatic directional range. The feeling
here is "l won't buy/sell it. I'll take my money/product elsewhere”.

3. Stage three (bargaining) ushers in the beginning of development, which explores
value and builds consensus to determine what is acceptable and unacceptable within the
range established in stage two. During this phase, participants grow used to the price as
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shock and anger wear off. (This phase usually creates either a lowercase b-shape or an
uppercase P-shape profile.) “I'll just use/sell what | need to get by."

4. After a brief or protracted period of bargaining, stage four (acceptance or rejection)
unfolds in one of two ways:

e Acceptance. This represents resignation to the new level of prices and acceptance
that it is fair. The market breaths a sigh that says. "This is the new standard." At this
point, the initial imbalance revives and the cycle begins anew.

e Rejection. The market ultimately rejects the new price and returns to where the move
originated.

Let’s look at the fourth stage and the transition to a new cycle in more detail. If the
market truly accepts the new price level, it will continue in the direction of the initial dramatic
move to stake out a further price territory. Figure 9.7 shows
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FIGURE 9.8

E-Mini S&P 500 Futures, May 5-May 11, 2006. Stage four price rejection.
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the narrow tail of the P or b shape. This creates a large bell tune, ultimately resembling
a capital D.

Application to Spreads
Let's look at an example of this negotiation process as applied to a spread market.
Figure 9.9 is a chart of the 2-year Euro Schatz versus the 5-year Euro Bobl spread for
the period July 25 through August 1, 2006, organized into the Market Profile formal. Coming
out of the mode (widest area) of a well-developed bell curve (D shape), the new auction
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process starts with an initiating directional move. Here, it's a sell-off that opens new territory
to the downside.

FIGURE 9.9

2-Year Euro Schatz vs. 5-Year Euro Bobl Spread, July 25-August 4, 2006.
The start of a new auction process out of a completed D shape.
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As the negotiation (auction) begins, the first stage shuts off the selling, and then the
later stages start to build volume toward the bottom of the dramatic directional move,
forming the lowercase b- shape (Figure 9.10).

FIGURE 9.10

2-Year Euro Schatz vs. 5-Year Euro Bobl Spread, July 25-August 11, 2006.
Formation of the bell curve, creating a b shape.
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Once the b-shape is complete, the market is ready for either price acceptance (a
further move in the same direction) or price rejection (a return to the starting point of the
decline). In this case, the market followed a price-rejection scenario, which resulted in a rally
out of the high-volume level of the b back toward its initiation point. The ultimate result was
the creation of a D-shape bell curve.

135



Figure 9.11 shows how these events unfolded. In typical fashion the market sprang out
of the developing high-volume area, or mode, as it made its way back to the starting point of
the decline.

FIGURE 9.11

2-Year Euro Schatz vs. 5-Year Euro Bobl Spread, July 25-August 14, 2006.
Price rejection and the creation of the D-shape bell curve.
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FIGURE 9.12

2-Year Euro Schatz vs. 5-Year Euro Bobl Spread, July 25-August 14, 2006.
Composite profile of Figure 9.11, which creates a D-shape bell curve. The
composite profile is still not complete.
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Let's put these profiles together, as shown in Figure 9.12. On this composite profile,
the 2-year Euro Schatz versus the 5-year Euro Bobl spread is showing a D shape that is
close to completion of a fully developed bell curve. As often happens, the shape is not a
perfect bell curve. It is rather wide and has a dent of low volume around 9847, between two
completed bell curves. A market will sometimes fill in this type of low-volume area, but in
this case the width of the profile suggests that the market is very near a new directional
move. By putting this smaller bell curve into a larger context of development, we can
determine the next directional move out of the high volume area of 9855.
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In general, as a building bell curve nears completion, the trading strategy is to position
oneself at one end of the developing value area in anticipation of the

FIGURE 9.13

2-Year Euro Schatz vs. 5-Year Euro Bobl Spread, September 2005-
August 14, 2006. The greater context shows the larger-scale
underdeveloped D shape.
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case, we see a large underdeveloped area below the market and would begin to
anticipate a new directional move to the downside.

Figure 9.14 shows the subsequent market action. The market did in fact follow our
expected scenario and begin to build volume in the formerly underdeveloped area. In the
next section, we consider this in light of the four elements of a trading strategy.

Finding a Larger Context

The idea of a larger context is critical to using Market Profile effectively. Recall our four
elements of a trading strategy: determining market direction; establishing a target; knowing
how much time you have in a trade; and recognizing whether you're right or wrong. We now
have tools to support each of these trading decisions. We'll illustrate this process with the
10-year U.S. Treasury notes versus 10-year EuroGerman Bund spread, using a ratio of 100
to 55.

Using the profiles in their default organization (by days) is not the best way to track the
progress of the negotiation process. | like to combine the profiles, as we've been doing here,
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to bring out the bell curves. But how do we know what to combine? In an underdeveloped
value area, the market can spend days trading back and forth within the established
extremes of value. If the range is established in one day, the market might spend three or
four days building volume in that range. We typically combine profiles that are building
within the same value area until the bell curve comes close to completion. When the profile
is ripe and ready to spill directionally, we start to put the nearly developed curve into a
context.

FIGURE 9.15

10-Year U.S. Treasury Notes vs. 10-Year EuroGerman Bund Spread Daily
Profiles, August 23-25, 2006. Learning to combine profiles within the
same value area.
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Wel'll illustrate this with an example. In Figure 9.15, on August 23, the market
established a fairly broad range, but one day was not enough time to fully explore the range
or build consensus within that value area. For two consecutive days, traders could have
taken advantage of that underdeveloped profile in the low-volatility environment of
development. The strategy, then, for August 24 and 25, was to sell the top of value and buy
the bottom of value. We thus have a trade location for modest directional moves within this
bracket. This strategy is valid until the range fully develops a bell curve. The idea of range
trading within the value area is confirmed if you see horizontal price prints (multiple prints at
the same price) at the top and bottom of value, as opposed to single upward prints at the
top or downward ones at the bottom, which would mean the market was no longer range
trading, but initiating a new directional move.

To continue with this theme of trading a broad initial range until the bell curve is
completed, consider Figure 9.16. We combined two profiles to show the outcome of two
consecutive days of rapid rallies. The result is an unexplored range that the market could
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spend multiple days developing. This sets up a framework for a trading strategy. It is very
unusual for a market to sustain a separation from an underdeveloped value area. Based on
our understanding of the psychology of the negotiation process, the market is going to want
to build consensus before rejecting a value as too low or too high. This is the core principle
of Market Profile trading. Traders can take advantage of this consensus-building phase. The
premise is that the market will spend time trading between the projected value area top and
bottom until consensus is reached toward the center of the range. The strategy would be to
sell the top of value and play for a move at least to the bottom of the first pocket of low
volume. Let's see how this strategy would have played out.

FIGURE 9.16
10-Year U.S. Treasury Notes vs. 10-Year EuroGerman Bund Spread,

Composite Profile, August 15-16, 2006. Using the developing bell curve
as the framework for our trading strategy.
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Figure 9.17 shows the market action for the following three days and how the market
slowly declined into the bottom of the pocket of low volume.

A key question emerges from these examples: How do we know when to stop playing
for development and start shifting our strategy to one of looking for direction? The key is to
always be trading from a low-volatility context of development. This can be done by shifting
to a larger context once a bell curve is completed or nearing completion. Let's look at how
this might unfold on our current example.

Figure 9.18 shows the six days leading up to our example in Figure 9.17 as the market
traded in an established range for several days, from August 7 to August 14, 2006. A
multiday strategy of selling the top of value and buying the bottom was appropriate.
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As long as the market continues to spend time in the same value area, we combine
those profiles into a larger developing bell curve. That process draws to a close once the
combined set of profiles reveals a fully developed bell curve.

FIGURE9.18

10-Year U,S. Treasury Notes vs. 10-Year EuroGerman Bund Spread,
August 7-14, 2006. Combined profiles leading up to the scenario in
Figure 9.17. A trading strategy of selling the top of value and buying the
bottom of value was appropriate until a completed bell curve emerged.
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FIGURE 9.19

10-Year U.S. Treasury Notes vs, 10-Year EuroGerman Bund Spread,
Combined Profile, August 7-14, 2006. Consensus has been reached. The
bell curve is ripe and ready to spill directionally, but in which direction?
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Figure 9.19 shows the result of combining the profiles in Figure 9.18. By the end of the
six-day period, consensus has developed around a fair price, and the value area has been
fully explored into a bell curve. This market is ready to move directionally. At this point,
continuing to play for a range trade in the current range is a dangerous proposition.
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When the bell curve is complete, the trader is driven to find a broader context to
determine the next directional move. The context is a larger value area that
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FIGURE 9.21

10-Year U.S. Treasury Notes vs. 10-Year EuroGerman Bund Spread,
August 3-15, 2006. Anticipating the directional move based on the con-
text of the larger bell curve.
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gave us one last chance to buy the bottom of value, and the rally in y-period came out
of that point.

When looking for a directional move, the confirming price activity is a series of single
prints. Anything short of that type of initiating activity tells the trader that the market is not
yet ready to make its move. The typical target for a rally is the initiation point of the prior
decline.

The alternative scenario in this example would have been an initiating move that went
below the bottom of value. If that had happened, you would then have looked for a larger
bell curve below the market that was underdeveloped and set your targets accordingly.

The amount of context to use would be just enough to return us to a situation of
development as opposed to initiation. At times, a huge bell curve on the scale of months or
even years will complete. Usually, though, we are working in a smaller time frame, and
adding a few days or at most weeks of prior market activity will provide the necessary
information. The basic premise is that large moves are built out of smaller bell curves. For a
day trader, knowing what the market is likely to do for the year may not be helpful, because
the price fluctuations in accomplishing the yearly scenario may be far too large for a short-
term strategy to endure.
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Market Profile is a general tool that applies just as well to global spreads as it does to
more traditional instruments. Because Market Profile captures the underlying structure of
the auction, it is an effective way of analyzing any auction-based market.

The main principle is that the market is always building a bell curve on some time
scale. By recognizing this and by matching the scale of the curve we're working with to our
preferred trading interval, we can always be trading in a context of development, moving to
a larger bell curve as a smaller one completes, and back to a smaller one once an initiating
move has established a range for development. This gives us a framework to develop a
trading plan involving the key elements of direction, target, timeline, and confirming events.

142



CHAPTER 10

The Ten Commandments
ROBIN GRIFFITHS
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The product of this approach is a rules-based expert system, and my ten com-
mandments are a by-product.

My approach to market analysis integrates technical and fundamental forces.

| see technical forces as global, macro, top down, and multi-asset-class. This is a
direct result of the work of Harry M. Markowitz, 1990 Nobel Prize winner. He wrote a series
of papers in which he demonstrated that the major part of all share price moves was due to
these macro factors rather than stock-specific information. This is analogous to knowing that
the tide is coming in and will float all boats, or it is going out and will leave them all back on
the beach. This is more important than knowing that this boat is better than that boat. About
85 percent of the movement was due to the tide.

| am not alone in respecting the powerful influence of market trends. Years ago,
however, most market participants believed in the Efficient Market Hypothesis, which gave
rise to the more well-known Random Walk Theory. This theory asserts that market
movements are random. Therefore there is no point in trying to comprehend market trends.
Predictably enough, those who asserted the contrary view—technical analysts, also called
chartists—were considered fringe players.

Nowadays, however, it has become more than respectable to dismiss the Random
Walk Theory. Several Nobel prizes have been awarded to those who did just that. | offer
less esoteric proof.

First, humans are irrational and exuberant, and have regularly overpaid for everything
from tulip bulbs to dot-com stocks, and many things in between. Second, there are in
practice real-world markets that are easily and demonstrably different from the markets that
would be created were the organizing principle a random walk.

Professor Benoit Mandelbrot has a great way of demonstrating this. By plotting the
deviations of actual prices around a moving mean and comparing them to a random walk
generated by his computer, he can reduce the problem to a party game. A child with the
mental age of four, and no previous training, can easily tell the difference. In essence, if the
markets were really random, then the deviations would be in Normal, or Gaussian,
distribution. In fact they are in skewed, heteroscedastic, leptokurtic distribution. This is the
so-called fat-tailed pattern shown in Figure 10.1.

In a leptokurtic distribution, prices spend far longer than they should close to the mean.
They remain mean-reverting and range-bound. Then, when they
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It moves ahead of the real world. It sometimes makes mistakes, leading to the old quip
that the market correctly identified all nine of the last lour recessions.

Schumpeter's model included three cycles of different lengths: a very long one that he
named after Kondratieff, a ten-year one named after Juglar, and a four-year one named
Kitchin.

| use these in the following way. The long, Kondratieff waves | call secular trends, as
they persist for longer than the short cycle. In practice they tend to run for multiples of the
four-year wave, with sixteen to twenty being common lengths of time to be valid. All we
need to know at any particular time is, are they going up or down? The sent of force that
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drives these trends can be technological innovation, a rapid rate of compound growth of
GNP for a country, earnings growth for a stock, demographics, and expansion or contraction
of valuation. All those forces themselves trend.

When Great Britain was a superpower, the Kitchin wave averaged 4.23 years, but it
had considerable variation. An individual cycle could be as short as three years or as long
as five. Since Roosevelt, however, the United States has been the superpower, and the
cycle has become phase-locked to the presidential election cycle, which is mandated at
exactly four years. It is the lows of the cycle that can be locked down accurately. The
analogy is with a child's jump rope. He holds the ends of the rope in his hands, but the top
of the loop moves around rapidly. In all that time there has been only one time so far when
the lows of the cycle were not exactly when they should be. The four-year low should have
come in 1986, but the market did not fall until it crashed in late 1987. The next time that the
cycle mistimed was in 2006, as the rhythm indicated a market low, not a high in that year

(see Figure 10.2).

FIGURE 10.2
Four-Year Market Cycle Using Dow Jones Industrial Average
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FIGURE 10.3
The S&P 500, Inflation-Adjusted and Plotted in Log Prices
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During the course of a normal four-year period there will tend always to be a rotation of
the strongest trends from bonds, to equities, to commodities, always in that order. Within the
equity market there will also be a rotation of sectors starting with interest rate-sensitive
issues, to consumption-related, to cyclical laggards and resource-related issues. This has
been well-illustrated by the work of Martin Pring, lan Notley, and John Murphy. Following my
system for these rotations will lead to moderately active investment, but not hypoactive.
Typically | have found that for a large market like the United States or the U.K. the average
holding period for a stock might be as long as nine months. There can also be times when it
is nearer to three months. Total turnover is high compared with a normal private portfolio,
but low compared with a hedge fund.

Figure 10.3 shows that a secular downtrend was in place from 1966 to 1982, an era for
active management. From 1982 to 2000 a secular uptrend took place, when a more passive
style worked well. Since 2000, however, active management has been required again.

Notice in Figure 10.4 that, since 1968, when the S&P 500 index is plotted against gold
bars it has performed badly. What this really emphasizes is the
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FIGURE 10.5

The Reuters CRB Index, Adjusted for Inflation, Broke Out of a Secular
Downtrend in 2001
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Because it is a democracy rather than a communist state, India will likely be the more
rewarding stock market. Certainly any investors who ten years ago correctly identified the
growth the Chinese economy was going to have and duly bought a China fund would by
now have lost about 70 percent of their money. India, conversely, has done extremely well,
as Figure 10.6 shows.
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FIGURE 10.6
BSE Sensex (India) in Secular Uptrend Since Late 2003
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FIGURE 10.8
Global Stock Markets, Ranked by Quintiles, in Dollars
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tive trends. Buys are selected from the top of the list and sells from the bottom. There
will be a bunch in the middle that are neutral. | do not exert myself in trying to find the very
best market or stock. That is obviously a difficult task. Instead | do the easy thing and
identify the average or below average. And | don't own it. | define a good stork as one
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whose share price goes up while | do own it. The winners select themselves by going up
and staying in the top part of the ranking list. Simple though this system is, it works very
well. | have not found a universe of markets or stocks on which it does not work, even
though the volatility of different universes varies widely.

Trading Rules

We now need to devise trading rules to get us in and out of our selected positions. |
have not invented any new indicators. | did not invent the wheel either. It seemed to be
there when | needed it and | use the ones on my car because they work well. It is the same
with indicators. We learn through back-testing that many indicators work well some of the
time. A few work well a lot of the time. None work well all of the time.

In a leptokurtic distribution prices will spend about a third of the time in a narrow range,
and about a third of the time each in an uptrend and a downtrend. Each situation requires
three sets of indicators. What my method values most highly is not a range trade but a
strong absolute and relative trend. We use the indicators (like RSI, MACD, OBV, Bollinger
bands, and others) that are set up as standard defaults on the Bloomberg Professional-
service. They are more than adequate for our needs. There is of course a built-in bark-test
facility.

Once the appropriate indicators have put us into the positions, we simply hold on until
one of the prices drops enough to hit a stop-loss level. We then sell out and buy the next
stock or market that has now been promoted up our ranking table. We always remain
invested until the index itself gives a sell signal, by hitting its own stop-loss.

FIGURE 10.9
FTSE 100 with a 7 Percent Trailing Stop-Loss
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This level is a trailing percent behind the rising price. We do not use a fixed percentage
trail but one that varies with the market or stock and is proportional to the volatility that is
normal for that item. | call this the volatility signature, or sometimes | call it beta with bells
on. For example, the number for the FTSE index is 7 percent (see Figure 10.9). In a bull
market this index almost never has a setback bigger than 7 percent. Trailing up this much
below the rising market index will keep you in a bull till virtually the end. However, a stock
like BP is inherently more volatile, and the signature works out at 13 percent. The price
regularly swings that amount while still in an uptrend. The signature for an index like the
BSE Sensex (India) is 18 percent.

It is delusional to think that we can get away with very tight stop-losses and never lose
money. As Figure 10.10 shows, if the stop is too tight, you will overtrade and make nothing.
If you do not risk anything, you will not make anything. We can see that, over time, the more
volatility we can accept, the more money we will make, within reason.
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FIGURE 10.170

S&P Trend-Following Model (Based on the Quintile System of Ranking
Stocks) Run on Varying Levels of Percentage Trailing Stop-Losses
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FIGURE 10.11

Percentage Gain Required to Recover Varying Levels of (Percentage) Loss
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Of course, we do have to survive in the game. Figure 10.11 shows how much we need
to make to win back what might be lost on a very volatile swing. If we lose, say, 5 percent,
we need to make just over 5 percent to get back onside. If we lose 10 percent, we need to
make only 11 percent to be all square. If we go down 30 percent, we need 43 percent, a
rather less probable outcome; at 50 percent we need to double just to get back onside. If we
were ever to allow a drawdown much bigger than that, we would need to shoot the lights out
just to get level. In other words, we would be eliminated from the game. In practice it is
worth tolerating volatilities and the accompanying losses tip to 25 percent for slightly greater
profits. Our stops are normally taken within the range of 10 percent to 25 percent. The lower
figure applies to big blue-chip situations and the higher one to smaller market
capitalizations, either stocks or market indexes.

The next trading rule is to make sure the size of each investment unit is proportional to
the capital available. Even using the ranking system and the correct stop-loss, it is possible
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to make wildly different amounts of money for a given amount of risk. There are essentially
three ways to work this. One is to have equal-size units all of the time, or unit position sizing,
the second is to use a martingale, and the third and best one is to use an anti-martingale.

FIGURE 10.12

Trading System With “an Edge,” Run Using Three Separate
Money-Management Strategies
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A martingale strategy is when a man playing roulette always bets on red. He knows red
will eventually come up. Further, every time he loses, he doubles his investment. When red
comes up, he gets all his losses back plus one. Unfortunately, if the wheel has a run against
him, he will soon find that he is betting his whole wad just for the chance of getting a one-
chip win. It simply is not worth it, and he risks getting blown away.

An anti-martingale is a better system. It works in reverse. The unit size is increased
only if the position is winning. The unit is not actually a constant, but a constant proportion of
the capital now available. If the positions are losing, the unit size is reduced accordingly. In
this way downturns are survived and uptrends are more fully exploited. Figure 10.12 shows
that, using identical stock selection and entry and exit rules, a reasonable return can be
transformed into an extraordinary performance with the help of an anti-martingale.

We can combine our analytics and trading rules to build a mechanical trading system
that a computer expert would identify as a rules-based expert system. This means we can
write algorithms for each part of the system. There are not that many rules and they are all
simple, but their application leads to a sophisticated answer. They can all be back-tested,
and we can put numbers on the probability of being right. We have an edge, and we know
what it is. There is of course no such thing as absolute certainty. It is more like having a
form book at a horse race. Heavily backed odds-on favorites do not always win, but it is the
way to bet. For example, the normal seasonal setback in September to make a low in
October is a 70/30 bet. It did not work in 2006. It did not work in 1986 either. On that
occasion we had to wait until late in 1987 for a setback that then took the form of a crash.
You do not have to be in this business very long before you will be wrong about something.
Nobody knows what the future holds. We can speculate, and be right sometimes. Our
system does not need us to forecast the future, but it does identify probabilities that we can
bet on, and provides a way of exploiting the winners and minimizing the losers. With our
system when we are wrong, we can be wrong with confidence.

It pays off to be in the markets all the time. In any given year there are periods of up to
six months when being out maximizes returns. This is usually between May and October.
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In any four-year period there is likely to be a significant bearish correction phase during
which swings down of between 20 percent and 40 percent are normal. Moves of 50 percent
are rare, and moves greater than that are exceptional, epoch-making, and go straight into
the annals of legend. These drawdowns do occur, however, and can exceed 80 percent.
They require subsequent 400 percent gains to get back onside, which always take many
years. They are essentially terminating experiences.

Once every ten years there is a very high probability of a recession, and this is at the
very end or beginning of the decade. The ninth year of a decade is dangerous, and the first
three years deeply disappointing.

Secular trends have a high probability of lasting for multiples of four years, with
durations of sixteen to twenty being quite normal. These are periods when only active
trading can survive (in a secular downtrend), or alternatively a buy-and-hold strategy is
really hard to beat. Even within secular uptrends, when inactive styles are preferred, there is
still a high probability of a fourth-year correction phase. This will typically retrace a
significant major fraction of the entire uptrend to date, probably at least 20 percent and
possibly as much as 50 percent.

The odds of winning are higher if we are long stocks or markets that are in secular
uptrend. We must be willing to tolerate a certain amount of volatility but not more than 25
percent, or we risk being eliminated from the game. We always use stop-loss levels, but we
do not leave such levels in the market as open orders.
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