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Introduction

One day back in early 2001, I 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, I received a call from that same salesperson. He had had a major change of heart. He invited me to visit him so that we could talk about technical analysis. I 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, analysts, and investors, I have come to two conclusions: Market participants today are using technical analysis more than ever before, and most of them are struggling to identify which techniques they should be applying to their markets of interest.

Every year, I 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, I 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 I 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 I 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 time.

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 you draw on their experiences and incorporate their concepts into your own trading.

In planning the book, I 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 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 time frames (that is, daily, weekly, monthly, etc.) to see how short-term price moves fit 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 identify 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 to 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 tighten.

We conclude with Robin Griffiths’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




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 I 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:• T he identification of resistance and support and their projection into the future
• A description of the market’s current state and its next anticipated state
• M ultiple 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 rules 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.

FIGURE 1.1

The PLdot

Source: Ted Hearne Associates, Inc.
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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.

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.

The PLdot has a simple formula: the average of the average of the high, low, and close of the last three bars.

[image: 003]

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.

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 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 zones will be placed in the market. But when the market is in a strong trend, the envelope functions dif-ferently.  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 bars 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 tend 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.

FIGURE 1.2

The PLdot and Envelope in Trends and Congestion

Source: Ted Hearne Associates, Inc.
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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.

In Figure 1.3, we can see how these short-term trend lines contribute to the definition of nearby support and resistance areas (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.

FIGURE 1.3

Short-Term Trend Lines

Source: Ted Hearne Associates, Inc.

[image: 005]

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 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

Source: Ted Hearne Associates, Inc.

[image: 006]

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 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:• T rend
• 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.

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

Source: Ted Hearne Associates, Inc.

[image: 007]

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, I 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

I 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 represents 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 resistance and support on a yearly basis, then we have an advantage in predicting and monitoring market turns in those areas. If, 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 take 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. I 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 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.

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 chart on the right-hand side of this figure. At this point, it becomes clear how this correlation of time periods can be graphically represented. I 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.

FIGURE 1.6

The Exhaust Buy Signal

Source: Ted Hearne Associates, Inc.
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In addition to the buy signal in Figure 1.7, I have marked two target areas for this long-term trade. How do I 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.

FIGURE 1.7

Long-Term U.S. Dollar/Japanese Yen Charts

Source: Ted Hearne Associates, Inc.

[image: 009]

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:• f ar above the envelope, then the first target is the envelope top
• at the envelope top, then the target is the other side of the envelope, depending on what happens to the PLdot
• i nside 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 2004 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 2004, and projected out for 2005.

FIGURE 1.8

Trading the 2005 Yearly Bar

Source: Ted Hearne Associates, Inc.
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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.

(These last charts contain a lot of information and are a bit difficult to render  in the black-and-white format necessary for print reproduction; on the computer screen, however, the use of color makes them easy and quick to read.)

FIGURE 1.9

Trading the 2005 Yearly Bar: Monthly/Weekly Buy Signals

Source: Ted Hearne Associates, Inc.
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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 closing 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.

FIGURE 1.10

Trading the 2005 Yearly Bar: Daily Buy Signals

Source: Ted Hearne Associates, Inc.
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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 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.

On the daily chart. Taking all of this information into consideration, we  come to 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 time period support during December 2004 and January 2005 provide the opportunity.

Of what value is the long-term chart analysis? In 2005, 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 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.

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 yearly bar develop lets the trader watch the 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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The Composite Index

The TradeStation Format
Create two functions in Easylanguage first. The frs
of RS, This can be written as

RSIDelta = MOMENTUM(RSI(CLOSE, 14),9)

Then a smoothed short period RS! s created,
RSlsma - AVERAGE(RSI(CLOST 3),3)

The indicator can then be created:

INDICATOR: COMPOSITE INDEX

Plot] (RSldelta Rslsma, Plot1”);
Plow2(average((ploth), 13),“Plot2”);
Plot3(average((plot1), 33),“Plot3");

s 9-period momentum study

The MetaStock Format
A = RSI(14)-Ref(RSI14),-9)+ Mov(RSI(3),3,9)
Plot] = Mov(A,13,5);

Plot2 = Mov(A,33,);

APlotT;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 oblained at my company’s Web site: Acrodynamic Investments Inc,

www.acroinvest.com
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1 10160 1 10170 2 10200
2 10150 12 10170 2 10200
3 10160 13 10,180 2 10,190
4 10160 1 10180 21 10,190
5 10160 15 10,180 25 10,180
5 10170 16 10190 2 10,190
7 10170 17 10,190 27 10,190
8 10170 18 10170 28 10200
9 10,180 19 10170 29 10200

10 10180 20 10190 30 10,180
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Tenkan-sen; = (highest; (High k) + lowest; (Low ki)

Z
Kijunsen; = (highest; (High,J + lowest; (Low,})
R
Senkou Span A; = (KijunSenj~+ ; (High,Low,) + TenkanSen;-/ + 1 (High,Lowki)
7
Senkou Span A; = (highestj=+ 1 (High,m) + lowest~y+ 1 (Low,m)
s
Chikou Span; = Closey1
Where:
highest; (High, ) = max(high;high;-,....high;- 1)
Towest; (Low,l) = min(low;low;-....low;-1)
max (ab,..,z) = maximum of a,b,...,and z
min @b,...2) = minimum of a,b,...,and 2
i = highest value over the ith interval
low; = lowest value over the ith interval
close; = close value of the ith interval
Parameters
Tenkan-sen period k1400 (default 9)
Kijun-sen period /14400 (default 26)

Senkou Span B period m 1400 (default 52)

Chikou Span period 0 1400 (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.
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