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Preface

When you first look at a stock chart as an opportunity to make money, where do you start? How do you classify all the conflicting signals , cut through the noise, and get straight to the point of what matters most? How do you structure your analysis? And when you find what you think could be a trading opportunity, how do you enter, manage, and exit the trade most efficiently?

The Complete Trading Course answers these common questions of traders from all experience levels and provides you a specific pathway for analyzing your chart to find specific trading opportunities. These opportunities are built on time-tested price principles that winning traders have used for many years, but have been buried under the information overload of today's high-speed, indicator-driven markets. Building from a foundation of price principles that guide your analysis, the book then overlays specific strategies onto the developing structure from insights in candlestick charts (showing not just the pattern, but how the pattern forms and its importance in assessing turns in price), price patterns, and Fibonacci retracements, all of which fit into the specific context of the life cycle of a price move on any timeframe. Knowing where the chart exists in the life cycle of a price move reveals what strategies are most effective and what indicators reveal the best setups, which guide your specific decisions on where to enter, place stops, play for a specific price target, or hold for a larger gain as you monitor open positions as new data emerges on the chart in real time.

Knowing how to identify trades based on price trend, momentum, and volatility are all foundation concepts which are covered in detail in the first part of the book. The section on edge reveals specifics of trade execution tactics geared to your unique personality, which is not covered in most trading books that reveal “buy here, sell there” strategies that do not take into account the unique experiences and personality of the trader putting on the position. If you do not understand why you are entering a trade, you will almost certainly not be successful in that trade, as you will lack the confidence and edge necessary to recognize a proper opportunity, manage it in real time, and exit the position properly without emotion negatively affecting your decision. This book specifically addresses the importance of combining objective chart information with your understanding and experience; as such, the confidence you have in your strategies and methods will combat the natural tendency to enter when you feel most confident and exit when you feel the most pain, both of which allow emotions to erode your accuracy and monetary trading edge.


I wrote this book from my combined experience and education as a Chartered Market Technician and trader of many markets and strategies; I wish this book had existed when I began my journey as a trader, as it would have saved me countless hours of wasted time and effort. What separates today's traders from those 50 years ago is the sheer amount of information, webinars, seminars, books, courses, blogs, web sites, ebooks, and so on that inundate the new trader with too much information, and too many voices saying their methods are the best. Lured by the promise of instant riches, a new trader buys a new indicator or attends a single expensive seminar, only to find the information too complicated to apply, or worse, absolutely ineffective in a real-time, fast-paced trading environment.

No one book, indicator, or seminar can teach you all you need to know to be a successful trader. Instead, your goal should be to learn foundation price principles, effective strategies, how to assess your edge, and then incorporate your unique personality, experiences, stage in life, risk-tolerance, and individual psychological make-up into a lifetime of learning, starting with the basics and building a unique creation from there as you progress month to month and then year to year as a developing trader. Trading is a performance discipline, not unlike the training and commitment required to become a professional athlete, physician, scientist, or musician. All professionals must start with the basic, time-tested principles of their respective disciplines, and then carve out their own specialty with the information they have learned and the methods that appeal to them—or “speak to them” as it has been said. Some methods will speak to you while others will not; learn more about trading methods that call to you and interest you as you develop as a trader. This book lays the basic foundation upon which to build a life-long trading career.

While each chapter could probably be a whole book in itself, and there are in fact several books written on the specific material I cover in this book, what I do for the reader in The Complete Trading Course is cut through the theoretical aspects and esoteric information, such as candle patterns not even professional technical analysts use, and combine only the most important information from a variety of disciplines such as Fibonacci retracements, Elliott wave, popular price patterns (such as the head and shoulders and bull flags), and effective candle signals. Unlike other books, I focus on the logic behind the pattern, how it fits into the broader context on a price chart, and how to assess the integrated whole of the chart, within the context of guiding price principles that underscore all trading decisions. In fact, the strategies and setups all derive from the specific principles you will learn, and in so doing, you will increase your confidence and learn how to manage open positions effectively, using the objective chart evidence rather than your emotions.

I show examples on multiple timeframes because the principles and strategies apply to all timeframes, from the one-minute intraday charts in a hyper-fast day-trading environment to the more deliberative, longer-term positions you can identify and manage on the weekly or even monthly charts. This is another way The Complete Trading Course appeals to all traders, as the strategies cut to the heart of what moves price—the supply and demand relationship of buyers and sellers.

Individuals who are new to trading and cannot commit full-time to a professional trading career will benefit from learning these principles and incorporating them into a swing-trading strategy that can be implemented with evening research and placing orders before going to work to manage positions that span weeks or perhaps months at a time. The tactics also apply to those who are part-time traders with part-time jobs which provide steady income as you develop your track record as a trader before making the leap to full-time trading. The book also benefits those who are currently full time and are struggling to achieve profitability, or who feel they are being blown around by different exciting strategies while being grounded in none. This book provides a foundation to make objective, clear decisions based on trend structure, momentum, and volatility as principles to guide your specific decisions, no matter what timeframe you analyze and trade.
 
Day traders will benefit from understanding multi-timeframe analysis and how to set trades up intraday that take advantage of the higher timeframe structure and levels to watch, particularly on the daily chart. Day traders will be able to use leverage and more aggressive strategies that swing traders cannot, though day traders tend to hold less open positions at a time than a swing trader.

Examples in the book include stocks, ETFs, futures contracts, and inter-markets, all of which highlight the application of these principles, strategies, and setups on all markets and all timeframes. All that is required is a liquid market driven by supply and demand, with the ability to plot prices on charts, and these principles will apply, though as you develop, you will begin to specialize in the specific nuances of your chosen market, vehicle, and timeframe.

HOW THE BOOK IS ORGANIZED


The Complete Trading Course progresses from a solid foundation of time-tested price principles through modern charting strategies into specific setups, and I recommend progressing through the book in the order I have arranged the material. I sought to answer the question “where do I begin in my analysis?” and have arranged the book with the answers unfolding in a journey through the material.

We begin our journey in Chapter 1 which outlines the foremost price principle on the importance of price trends, how to define these trends, what constitutes a true reversal, and how to frame the remainder of your analysis within the context of the trend structure. After learning how to recognize trends, Chapter 2 seeks to assess the health of a trend in motion by defining momentum and how it confirms a new trend and then disconfirms a mature trend. By learning how to identify momentum divergences, you can anticipate the end of a trend prior to the official reversal signal. Being a foundation principle, momentum's leading edge also explains why we take certain specific trade setups that we do, and how momentum factors into price patterns. The last of the price principles, Chapter 3 details the Price Alternation Principle, which explains why some indicators work well in certain environments and then fail in others. The principle also lays the groundwork for range-trading, mean reversion trading strategies, which give rise to breakout strategies that can lead to large profits at the exact genesis of a new move in the market.

Part 2 focuses on modern-day strategies and charting tactics to compliment your analysis from the foundational price principles. Chapter 4 explains how to identify effective candle patterns on the charts, and contains a unique step-inside perspective of each candle pattern described, cutting to the heart of why the pattern is important. You will undoubtedly be familiar with some of the popular price patterns in Chapter 5, but I explain not just how to recognize and trade the pattern, but how the pattern derives its application from one of the foundation price principles described in Part 1. I explain why it is not enough simply to recognize a pattern—particularly in today's sophisticated markets. Much has changed in the more than 70 years since early chartists quantified these patterns. In Chapter 6, I explain how to draw Fibonacci retracement grids, how to find Fibonacci price confluence, and how a Fibonacci retracement grid assists your trade identification, entry, and exit decisions, all while keeping the examples current and simple to understand; Fibonacci analysis need not be complex. I conclude the section on modern-day strategies by explaining the Life Cycle of a Stock move, from accumulation through realization, and into the final stage of distribution, explaining insights into how professionals behave against the crowd at all stages. The chapter includes a quick description on how Elliott Wave complements Charles Dow's original work on trends, and how both techniques combine in today's world of active trading.

No book on trading strategies would be complete without a discussion on edge, execution tactics, trade setups, and how to put the information into practice in real-time under conditions of uncertainty and heightened emotion. Part 3 begins in Chapter 8 with a detailed discussion on risk management, edge optimization, trade execution tactics, and expectancy. Unlike other books on trading tactics, I explain the importance of combining these factors into a strategy that fits your unique personality, making a careful distinction between conservative and aggressive tactics in all the trades you take. Chapter 9 combines all that we have learned in The Complete Trading Course into the four components of every trade, as well as the two broad categories of trade setups and the four specific types of trade setups, all of which reduces the uncertainty of a trading decision into four categories of breakouts, retracements, reversals, or fades. The final chapter encourages you to use what you have learned and create your own specific trade setups with a discussion on how to do so, and a detailed explanation of the Impulse Buy trade, Impulse Sell, Cradle Buy trade, and Cradle Sell.

With a firm knowledge of basic price principles, specific trade strategies for today's markets, information on edge and execution, and a clear discussion of trade setups, you will be fully equipped to take your trading to the next level and formulate your own personal strategies in your trading plan that lead you on your lifelong journey to trading success.
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PART I

Foundational Principles





CHAPTER 1

Supremacy of the Trend

Where do you start when you first look at a stock chart? Are your eyes drawn to the indicators first? Perhaps your chart has too many indicators and you don't know where to start. With so much information for the technical analyst to discover, new traders often do not know where to begin or what should guide them in structuring their price charts. Sometimes it can be helpful to remove the indicators and focus squarely on price itself—after all, you've certainly heard the axioms “Price is King” and “Only price pays.”

This introductory chapter will examine why trend analysis is so important to formulating your trading plan. Using your assessment of the current trend structure as guidance for which indicators to use and which to ignore, you will then be able to envision a clearer pathway ahead for the next swing or directional move in price, and thus be better equipped to take advantage by trading the expected move.

After all, you must start your decision-making process somewhere and you must be as objective as possible, as opposed to subjective analysis which is prone to opinion, bias, and error. While technical analysis is more of an art than a science—which leaves the chart open to interpretation—you build your foundation from time-tested principles that guide your analysis each time you review a chart and seek opportunities for profit. This chapter lays the foundation for successful analysis and trading, starting with the underlying principle of technical analysis—the trend.

WHAT IS A TREND?

Before making any decisions about buying or selling a particular stock or market, you must first assess the current price trend as a backdrop to further analysis. Afterward, you will be better able to assess the longevity, magnitude, and probabilities of the current trend continuing. Before applying any intermediate or advanced analysis methods, you should always start with a firm understanding of the basic concepts of supply and demand, as revealed through the price charts. The best way to begin your analysis is by simply quantifying the current trend objectively, be it up, down, or sideways. While it seems so simple, many traders skip this step and jump right to the indicator signals, not understanding that some popular indicators work well when a trend is established but then fail when a sideways trend occurs. By objectively assessing the trend in place, you will then be prepared to take the next step in your analysis. Let's start with the basic question, “What is a trend?”

Breaking it down into simplest terms, a trend is a series of price swings traveling in the same direction over time. Most traders assess the strength of up-trends in order to find buying opportunities in a prevailing trend that has been confirmed. In the context of a prevailing up-trend, traders will be looking to put on new positions on pullbacks to expected support levels.


TREND

Trend is the prevailing tendency of the price of a security or market to move in the same direction over time. In the stock market, trends are often divided into long-term or secular trends, intermediate term trends, and short-term trends.



Up-trend: A series of higher price swing highs and higher price swing lows over a given period of time.

Down-trend: A series of lower price swing highs and lower price swing lows over a given period of time.





In his book Technical Analysis Explained, Martin Pring gave us the best definition of technical analysis—the method of making decisions to the likely future price movement of a stock based on the past and current chart—with the following definition, which underscores all of our efforts as traders:

The technical approach to investments is essentially a reflection of the idea that prices move in trends which are determined by the changing attitudes of investors towards a variety of economic, monetary, political, and psychological forces.

The art of technical analysis is to identify trend changes at an early stage and to maintain an investment posture until the weight of the evidence indicates that the trend has reversed.

For traders, the most important parts of the definition are the “identify trend changes at the earliest stage” statement as well as the “weight of the evidence” portion. These two concepts underscore all of the decisions you make as a trader or an investor. Let's break them apart individually.

Identifying Trend Changes Early

One of the most commonly accepted principles of technical analysis states that the trend, once established, has greater odds of continuing than of reversing. If we accept this principle as true, then the most profitable, lowest risk opportunities will come by trading retracement-style set-ups in the direction of a confirmed, prevailing trend. Many new traders try to call tops and bottoms in a stock and thus fight established trends, which often results in monetary losses and psychological frustration. While all traders want to be the first to call reversals in markets, and indeed traders can make a public name for themselves by accurately calling major turns in a market, it is important to realize that for every correctly called market top or bottom, there are dozens if not hundreds of inaccurate calls of tops or bottoms that lie scattered in the graveyard of market analysis and in personal trading accounts. Some traders destroy their accounts by stubbornly fighting a trend, clinging to their opinions of what the market should be doing as opposed to what the market is actually doing. Traders lose money when they try to force their will on a market, and traders who fight prevailing trends can suffer major losses as they trade against the probabilities from the onset.

On the other hand, a trend cannot persist forever; as such, downtrends evolve over time into up-trends, and then mature up-trends must devolve again into down-trends as the market cycle continues throughout history. Chapter 7 describes the typical life-cycle of a price move from bottom, to top, to bottom again. Those who do well over their trading careers are the ones who understand this principle and act accordingly when the weight of the evidence has shifted, rather than remaining committed to a losing position. The majority of this book will be dedicated to identifying trend reversals as early as possible as you assess the weight of the chart evidence, which implies never looking at one indicator or variable in isolation, but as a composite whole to the best of your ability. While your goal should always be to determine trend structure, you must simultaneously be aware of potential signals that a trend in its mature stage might be reversing. No matter what your emotions or other anecdotal evidence suggest, you must be able to change your expectations once the price chart gives a trend reversal signal, and not stubbornly assume that the current trend will continue forever. Sometimes traders learn this lesson with one painful experience, as a child learns not to touch a hot stove, though other traders may need to be reminded throughout their career that the best trades often come in the direction of the prevailing trend, rather than against it.

You must be prepared to sell your position and take profits when the trend changes from up-trend to early down-trend, just as you must also be able to act on any positive reversal in a down-trend which is showing signs of reversing into an up-trend. It takes confidence to buy after a sustained down-trend, just as it takes a strong fortitude to sell a position with profit once a market signals odds favor a turn to the downside. Those who identify confirmed reversals at the earliest reasonable stage possible will outperform those who are not as systematic in determining the health of a trend in existence and the probabilities of continuation or reversal of the prevailing trend. We will be discussing this concept in great detail.

Waiting for the Weight of the Evidence

As mentioned earlier, you cannot wager consistently on a trend reversing. Doing so will often result in numerous losses and unnecessary frustration. Most of the easiest trades come from positioning yourself in the direction of a prevailing trend, usually during pullbacks or retracements to support or resistance levels, and assuming that the trend will continue rather than reverse. In those terms, you can think of almost all the trades you take as either betting on a prevailing trend continuing or of a mature, lengthy trend reversing. Do not make this decision lightly.

Many of the most successful traders have solid rules for assessing the markets or stocks they trade, and their methods can be summarized as assessing the evidence—whether from fundamental, technical, or quantitative methods—and making a determination of the probabilities of a market continuing to rally or reversing into a down-mode. No single method is perfect, and no one method can ever call all tops and bottoms in a market.

Over the lifetime of your trading or investing career, you will do better to use noncorrelated methods to assess the probabilities from an unbiased approach to the best of your ability. In this book, I will be sharing how to combine leading methods into a unified approach for assessing the probability of the next likely swing or directional move in price. In so doing, you will be assessing the weight of the evidence using methods that you understand and that interest you. Do not feel as though you have to learn every single method of any trading system or strategy perfectly. By the same token, do not give any one method absolute dominance over others. When you observe noncorrelated methods and indicators such as moving averages, candles, divergences, and price patterns pointing in the same direction, you will increase your odds of a successful trade outcome more than if you used any one of these methods in isolation.

For example, if you see a reversal candle, it can be a bearish signal to exit a position. However, if you fail to assess the weight of the evidence, or the context in which the reversal candle occurs, you might be exiting a profitable position too early, or worse, if you chose to put on a short-sale position (attempting to profit from a market decline) based on a single candle, you might subject yourself to an unnecessary loss had you taken more time to assess the trend structure, volume signals, confirming indicators, or any number of analytical methods before making a final trading decision.

It can simplify your task immensely if you think of trading as a measurement of the probabilities of a trend continuing or of reversing, and taking specific entries and exits based on the developing structure that the price chart reveals to you. You will enter at more favorable levels, place stops at key points at the price where an idea will be proven incorrect, and play for realistic targets with exits that are generated by the weight of the evidence that solves the “exiting too early or too late” problem that most traders face.

METHODS FOR DEFINING TRENDS

“What is a trend?” seems like such an easy question to answer but, as you'll see, the answer can be as simple as “higher highs and higher lows” or as complex as a linear regression analysis or other statistical calculations. Despite the complexity (not to mention usefulness) of some mathematical models, the best way to define a trend can still often be the simple principles defined by Charles Dow in the early 1900s.

Charles Dow was one of the earliest researchers of technical analysis, and modern traders study his principles of what developed later into the Dow Theory of technical analysis. Dow noted that an uptrend required a higher high and a higher low to be valid, just as a downtrend required a lower low and lower high to be valid. Dow noted that volume confirmed the trend, such that in the context of an uptrend, volume rose during the upward swings in price and declined during the downward corrections or retracements, just as volume rose during the downward swings in a downtrend and declined during the corrections or upward retracements in the context of a trend. Modern day traders have layered complex methods over these simple, basic principles.

Recall that early technical analysts did not have the benefit of computer charts as we have today. Instead, they calculated charts each day by hand and placed a high emphasis on trend structure as defined by price itself. This is called the Pure Price Method and it is still used today as one of the most accurate and objective methods of defining a trend. In addition to the Pure Price Method, contemporary traders use the Moving Average Method to assess the structure of a short-term, intermediate term, and long-term moving average, paying specific attention both to the orientation of the averages themselves, and the relation of price to these averages.

The preferred method combines both the Pure Price and Moving Average methods, as each give similar signals and exact prices where a trend officially reverses. It will be these official classifications that remove the subjectivity or confusion most traders experience when attempting to label trends on price charts.

The Pure Price Method

Let's start with the simplest concept and move to more detailed definitions. As its name implies, the Pure Price Method removes all indicators from the charts and builds the foundation for trend analysis on the price itself. The method is only concerned with locating swing highs and swing lows while comparing prior highs to recent highs and prior lows to recent lows. You can use a candle chart, standard bar chart, or even a line chart to define trends using this method; sometimes a line chart can be the best place to begin when objectively analyzing trend structure. The goal is to remove bias and get a clear picture of the steady rising or falling rhythm of the price of the stock or market you are analyzing and thinking of trading.

As most traders can recite without thinking, an uptrend is defined as a series of higher price highs and higher price lows while a downtrend is defined as a series of lower price highs and lower price lows. Using this phrasing as our departure point, let's see this definition in action.

Figure 1.1 shows a snapshot of the Dow Jones Industrial Average rising through 2006 to the October 2007 peak. According to the Pure Price method, we are only concerned with key swing highs and swing lows to develop our definition of the trend. Any change in the series of higher highs and higher lows will be a warning sign of a potential reversal ahead, but until we see price either form a lower swing low or a lower swing high, we must assume that the uptrend in place will continue and trade accordingly in the direction of the prevailing trend. We will learn trading tactics in later chapters, but this principle lays the foundation for all other analysis we layer onto the price trend structure.


FIGURE 1.1 Dow Jones Industrial Average Daily Chart from 2006–2007
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What Constitutes a Swing?

On the surface, the Pure Price method is deceptively simple, but the challenge comes from your definition of what constitutes a price swing. Can one bar (day or week) be a swing? Does price have to move a certain percentage to classify as a swing? Does a swing have to last a certain number of bars? These are just some of the questions a trader must define in advance when labeling price highs and lows.

Like most things you will discover as a trader, there is a balance you must achieve when defining what constitutes a price swing. If your definition is too narrow, you will label too many swings and arrive at false conclusions, calling a potential trend reversal far too early. If your definition is too broad, you will not label enough swings and likewise arrive at false conclusions and call changes in trend far too late. This is where eyes can be deceiving and simple mathematical models can provide clarity.

Let's first start with time or duration. What you label as a swing depends on the timeframe you are analyzing. On a five-minute intraday chart, a single price swing may last 30 minutes to two hours or more. On a daily chart, a single swing might last weeks to months. On a weekly chart, a single swing might last months to one year. Your chosen timeframe provides guidance for you in assessing the time component in classifying what a swing actually is. Let's focus mainly on daily and weekly charts.

In Figure 1.1 we see a two-year span of time on the daily chart. During that period, we can label four up-swings and three down-swings. Notice how the up-swings are longer in both time and price range than the down-swings. In an uptrend, you would logically expect up-swings to both last longer and cover more ground in price than the down-swings, or counter-trend swings. Figure 1.2 gives us a closer look at the time period from January 2006 to August 2006 for specifics of the time and price concept of defining a swing.


FIGURE 1.2 Dow Jones Industrial Average Daily Chart from January 2006 to October 2006—Swing Duration and Percentage
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The daily chart perspective reveals a series of higher highs and higher lows from January 2006 from 11,000 to the May 2006 peak above 11,600. On a lower timeframe chart, these would certainly count as swings within a lower timeframe uptrend. However, do we count these when looking at the daily chart itself? For almost all traders, the answer is no. Why? Doing so would take a definition of swing that was too narrow, leading to a costly whipsaw and false classification of a downtrend taking place in June 2006 (assuming that the early March swing down from 11,600 was a lower low then the 5-bar swing up to the late March 11,300 swing high was a lower high and that the May swing under 11,000 took out the lower low, defining a trend change).

It is better to classify the entire move from early May at 11,600 to mid-July 2006 at 10,700 as a single down-swing in price, labeling the double-bottom pattern that formed as a single swing low on your chart instead of labeling this up-swing as a lower high. The bounce rally in June 2006 from 10,700 to 11,200 that lasted 15 days and moved up 5 percent was also not enough to be classified as an up-swing in price. When making the final decision, take into account time in number of bars on your chart and percentage change, depending on your timeframe. Classifying swings seems easy, but it is a skill that you will master with time and practice.

Remember, if your definition of swing is too narrow (in that one to five bars can comprise a single swing) then you will be classifying too many swings which will lead to false classifications in the context of a larger, broader uptrend. The following grid reflects generally accepted classifications for swing definition for the daily timeframe of stocks or a market.

Consider the following parameters for using daily charts:

Price Percentage Change


	Less than 5 percent is probably too narrow

	From 5 percent to 15 percent is average and usually works best

	Greater than 15 percent (depending on the stock) is probably too wide



Time Duration or Number of Days


	Less than one month is almost always too narrow

	From one to six months usually works best

	Six months or one year is probably too wide



For the weekly chart, you would have larger parameters in all categories while for intraday charts you would have smaller parameters in all categories. While most swings will be obvious to you on a chart in hindsight, you will likely struggle as you start to apply this method in real time when you are confronted with price moves that fall just beyond the comfort level of classification.

Trend Reversals

Now that you know how to label price swings as the building blocks for uptrends and downtrends, the next task is to find the exact spot on the price where a trend reverses from an uptrend to a downtrend and vice versa. While the Pure Price method can never call an absolute top and bottom, the lag time satisfies Martin Pring's threshold of the “weight of the evidence.” In other words, pointing to a chart and declaring a new high that occurs in real time to be the top of the market would not be taking into account the weight of the evidence. However, waiting for price to form a lower low, rally to form a lower high, and then decline to break under the recently formed lower price low would argue that the weight of the evidence for trend continuity has shifted to favor a reversal, and would thus change your definition of uptrend to a newly developing downtrend. In other words, there is a specific process price must complete in order to declare a trend officially reversed. Of course we will be using other indicators and methods, but we must start with the foundation and build from there.

By definition, a trend reversal using the Pure Price method occurs one of two ways, assuming an uptrend is currently established. The easiest outcome is for price to break its series of higher highs and higher lows by first making a new swing low, breaking under a prior swing low, and then rallying to form a lower high beneath the recently established swing high. The reversal is only confirmed when price turns back to the downside and breaks under the newly established low in price, officially reversing the uptrend to a new downtrend.

The alternate method of trend reversal occurs when price is in an established uptrend and first makes a lower high at a lower price than a recent peak and then swings down to break to a new low beneath a prior price support or swing low in price. This method can call a trend reversal quicker but also can have its fair share of whipsaws until price breaks under the newly established low.

Let's see an example of these concepts in Figure 1.3.


FIGURE 1.3 Two Methods of Pure Price Trend Reversals and the Exact Spots to Confirm Trend Reversals
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The image on the left shows the first method, where price in the context of a rising uptrend first swings down to a lower low and then swings up to a lower high. At this point, odds are reduced for trend continuation, but price has not triggered the official signal that the weight of the evidence suggests an official reversal in trend. The signal, or precise trend reversal point, occurs exactly when price takes out the newly formed lower low to confirm that a new downtrend has begun. As a trader, you'll often find it better to wait for confirmation rather than to jump the gun and try to call tops and bottoms early, especially in an established uptrend. However, once price does form a lower high and then break beneath the prior low, then we can feel confident in our assessment that the trend has reversed. Chapter 2 explains how momentum factors in to our assessment of trend reversals.

The image on the right side of Figure 1.3 shows the second scenario where the price reversal first begins with a lower swing high and then immediately moves down for a lower swing low. The aggressive or early trend reversal spot (Spot 1) occurs immediately as price breaks under the low as labeled, which itself is not yet a lower low (as it made a higher low than the previous swing low). This scenario can be more puzzling than the first scenario that leads with an observable lower low.

However, when price forms a second lower high and then breaks to a new swing low under the prior new swing low which is labeled Spot 2 in Figure 1.3, we can be confident that the trend has reversed, as we stood by patiently for the full weight of the evidence to come in. By this time however, the downtrend is well-established and we have exited our long position or entered a new short-sale position at a less-than-favorable price than had we taken the more aggressive Spot 1 signal, but that only underscores one of the main realities of trading: You pay for confirmation.

There is a balance between gathering too much information (leading to late entries but higher confidence) and not enough (leading to early entries with lower confidence that have greater odds of being incorrect). We will discuss the finer nuances of these trade-offs in the discussion on aggressive and conservative trading tactics in Chapter 8. Figure 1.4 reveals a real-world example of how the Dow Jones Index transitioned from an uptrend to a downtrend after peaking in October 2007.


FIGURE 1.4 Dow Jones Weekly Chart: Transition from Uptrend to Downtrend
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Starting with the left side of the chart, we observe higher highs and higher lows all the way up to the final peak above 14,000 in October 2007. Using the Pure Price Method, we see an ‘all-clear’ signal to continue expecting the uptrend to continue. In fact, as price swung to a higher low in November 2007 we still had an all-clear signal as price formed a higher low and began to rally.

The first warning sign from the Pure Price Method developed as price peaked near 13,750 in December 2007 and then turned quickly lower to take out the newly established higher low from November at the 12,750 level. Trend reversals that occur so suddenly can feel like a sudden bolt of lightning in that one moment we see no warning sign on the chart, but a few bars later, an early trend reversal signal develops suddenly. Markets that form an about-face by forming a lower high first and then swing violently to take out the higher low can leave traders confused about what to do next, as opposed to the alternate, safer trend reversal method where a lower low forms first then price calmly forms a higher high and then falls cleanly lower to take out the lower low.

In this case, the Dow Jones formed its lower swing high and then suddenly turned down, giving an early trend reversal signal at Spot 1 which officially puts the price in a “lower high, lower low” trend reversal. Price then rallies to form a second lower high at the 13,000 level in May 2008 which locked in the lower high. The final signal, for those waiting for it, came when price broke the lower low established in early 2008 (labeled “First Lower Low”) which placed us in a downtrend beyond a shadow of a doubt. For reference, price continued making lower lows and lower highs until bottoming in March 2009.

Using the Pure Price Method, you had an early trend reversal signal in January 2008 at the 12,750 level with a final, official signal as price broke the first lower low (after forming two lower highs) in June 2008 at the 11,750 index level.

While no method will consistently alert you to peaks and bottoms in all stocks at all times, it pays to use Martin Pring's Weight of the Evidence model for analyzing potential trend reversals. Now that we have established the foundation using price itself, let's move to a similar method that uses a short-term and an intermediate term moving average as either a stand-alone or confirming method for spotting trend reversals in stocks and indexes.

The Moving Average Method

Many traders use some sort of moving average on their charts to define trends and reveal price structure. Even investors who use fundamental analysis in selecting stocks to buy might glance at a price chart to see if the current price is above or beneath the 200-day simple moving average, which is a widely watched average even by those who don't often follow price charts. Such investors will define price as being in an uptrend simply if the current price remains steadily above the 200-day simple moving average (SMA) or being in a downtrend if price is beneath it. That's certainly an oversimplification of how to define a trend, but it's better than not looking at a chart at all!

You can add sophistication along with a consistent analytical method to your trading plan by using moving averages to help you define trends, either as a stand-alone method, or preferably in conjunction with the Pure Price Method. The Moving Average Method uses a short-term, intermediate term, and long-term moving average to assess the developing trend structure in price.

For the short-term moving average, consider using a 20-period average which would be 20 trading days or roughly one full month on a daily chart, or 20 full weeks on a weekly chart, which would track price over five months. The 20-period average is a popular choice because it averages or smoothes the price changes over the course of a single month, and many traders react to retracements to the 20-period average. For the intermediate term moving average, consider using a 50-period moving average which would track 50 trading days on a daily chart, or 50 full weeks, which would be roughly equivalent to the 52 weeks in a full calendar year.

For the long-term moving average use the popular 200-day simple moving average on your daily charts to study the relationship of price being above or beneath this popularly followed average. There are roughly 252 trading days in a calendar year, so the 200-day simple moving average approximates price over the course of a year. To be more exact, you can use a 250-day simple moving average if you so choose, but the 200-day average is a far more popular and effective choice. Comparing the relationship of price to these short, intermediate, and long-term moving averages reveals the Moving Average Orientation.


THE MOST BULLISH OR BEARISH ORIENTATION POSSIBLE

When assessing trends using moving averages, it is important to understand the chart image of the strongest confirmed uptrend.

The most bullish orientation consists of price being above the 20-period moving average, the 20-period moving average being greater than the 50-period moving average, and both the 20- and 50-period moving averages being greater than the 200-period moving average.

Using the same logic, the most bearish orientation would show price beneath the 20 period moving average, the 20-period moving average beneath the 50-period moving average, and both the 20- and 50-period moving averages being beneath the 200-period moving average.



Figure 1.5 shows us the transition from the Most Bullish Orientation possible to the Most Bearish Orientation from July 2007 to February 2008. Starting in July, we see price above the 20-day exponential moving average (20 EMA), the 20-day EMA above the 50 day-exponential moving average (50 EMA), and both of these averages being above the 200-day simple moving average (200 SMA). Price then takes a sudden dip from 14,000 to 12,600 into August 2007 as the 20-day EMA crosses briefly under the 50-day EMA yet price bounces (fails to close) above the 200-day SMA.


FIGURE 1.5 Dow Jones Daily Chart: Transition from Uptrend to Downtrend using the 20-, 50-, and 200-day Moving Averages
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The uptrend then continues as price makes one final higher high in October 2007, peaking above 14,000 before reversing, breaking back under the 20 and 50 EMA but this time closing under the 200-day SMA in November 2007 at the same time the 20-day moving average crossed bearishly under the 50-day moving average (the short term average crossed under the intermediate term average). Moving Average crossovers are precursors to trend reversals, but like the Pure Price Method, need confirmation that price has officially reversed trend.

Price rallied back to 13,600 in December 2007 (though the 20-day average remained bearishly under the 50-day moving average) and then fell sharply down through the triple-convergence of the 20-, 50-, and 200-day moving averages at the 13,300 level as the new year dawned in January 2008. This time, both the 20 and 50 period moving averages crossed under the rising 200-day moving averages, heralding an official trend reversal in early January as the chart adopted the Most Bearish Orientation possible.

Recall that the Pure Price Method called for an early trend reversal at the exact time when price formed a lower swing low (November's 12,800 low), rallied to form a lower swing high (December's 13,800 peak), and then declined to take out the prior low from November, creating a succession of a lower high followed by breaking to a new low. In this example at the peak of 2007, both the Pure Price Method and the Moving Average Method (at least on the daily chart) gave a long-term sell signal simultaneously.

Neither one of these methods in isolation are magic and neither one will give you a perfect buy or sell signal at the absolute top. However, both methods satisfy the weight of the evidence requirement when making trading and investment decisions regarding trend reversals. You will find your results improve when you use the two methods in conjunction, rather than in isolation. The goal is to assess the chart evidence in an unbiased fashion and identify objective rather than subjective turning points that can be classified at exact prices. You can identify the exact price when an uptrend officially shifts into a downtrend (or vice versa) using either method.

Simple versus Exponential Moving Averages

There is a difference in what type of moving average you use on your chart. While most traders use simple moving averages, other traders prefer to use exponential averages when assessing trend structure. Simple moving averages weight each day equally, making the price 50 days ago equal to yesterday's price in the calculation of a 50-day moving average. Simple moving averages tend to be smoother and reflect a true average of price changes over time. As a result, simple moving averages are slower to respond to swift recent changes in price and have a longer lag time as a result.

In contrast to a simple moving average, an exponential moving average places more emphasis on the recent bars and a lesser importance on the past. In fact, exponential averages can also be described as exponential weighted moving averages, which take into account recent price changes faster than simple, equal-weighted moving averages. As a result, EMAs tend to react quicker to sudden recent price changes; furthermore, traders often value EMAs due to their quicker reactivity and reduced lag than simple moving averages. This is another compromise you must make as a trader: Exponential averages react quicker to recent changes but may result in more whipsaws than simple averages, which react slower to recent changes but are less prone to false signals.

While there is little difference between a 20 period EMA or SMA, the difference is magnified the longer the period you use. Experiment for yourself to find the right combination for you. In most charting examples, unless specified, I will be using the 20 EMA, 50 EMA, and 200 SMA. On my charts, I always color the 20 EMA green, the 50 EMA blue, and the 200 SMA red. I use the 200 SMA instead of the 200 EMA because most traders watch and react to the 200 simple moving average, which tends to have more importance than a 200 EMA, but this is still a matter of personal preference and experience.

Trend Reversals

Like the Pure Price Method, we are looking for objective evidence and an exact price (or date) to identify a trend reversal, which will always be signaled shortly after an absolute top or bottom has formed. Using the Moving Average Method, the following must take place for a market to shift from an uptrend to a downtrend on a daily chart:


	Price must first break under the 20-day then the 50-day moving average

	The 20-day average must cross under the 50-day moving average

	Price must cross under the 200-day moving average

	The 20- and 50-day averages must then cross under the 200-day average

	Price officially shifts to a downtrend when all criteria have been fulfilled.



Figure 1.5 shows the usual progression from uptrend to downtrend using the moving average method as a guide. These steps need not be sequential, as a trend reversal is signaled when all criteria have been met.

To confirm a trend reversal on the weekly chart, it is often only necessary to watch for a bearish cross of the 20-week average under the 50-week average while price remains under these averages. You will often wait far too long if you wait for price and the shorter term averages to cross under the 200-week moving average, so give greater importance to the crossover of the 20- and 50-week moving average, rather than waiting for price to cross under the 200-week average for final confirmation.

Let's view one more example of the Weekly Chart of the Dow Jones Industrial Average as it peaks in October 2007. Compare Figure 1.6 with Figure 1.4, both of which are identical charts that highlight the two main methods of trend classification.


FIGURE 1.6 Dow Jones Weekly Chart: Transition from Uptrend to Downtrend Using the 20- and 50-week Exponential Moving Averages
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Unlike the daily chart which uses three moving averages, the weekly chart trend reversals are best identified with the 20- and 50-week moving averages. You may find yourself waiting too long for price and the shorter term averages to cross under the 200-week moving averages, especially after a powerful uptrend has completed. Notice how the 20-week EMA crosses under the 50-week EMA in February 2008, one month after the daily moving average chart confirmed a downtrend.

While the classifications of price swings will not differ greatly using the Pure Price Method on daily or weekly charts (swing highs and lows should be similar), you can get a lead or a lag using the Moving Average Method on daily versus weekly charts, but the lag usually is only a few months. The same logic is true when a market transitions from a downtrend into an uptrend, as seen in the reversal in 2003 in Figure 1.7.


FIGURE 1.7 Dow Jones Industrial Average Showing a Transition from Down to Up in Mid-2003
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After peaking in January 2000 above 11,600, the Dow Jones Average fell steadily into a downtrend until bottoming officially (triple bottom) in March 2003 at 7,400. However, when did the Moving Average Method on the daily chart officially signal the end of the downtrend?

The official change is labeled Most Bullish Orientation (MBO) to represent the official trend reversal which fulfilled all requirements: the 20-day EMA crossed above the 50-day EMA in April 2003 while price broke and closed above the 200-day SMA shortly after in late April. To complete the reversal, both the 20- and 50-day EMAs crossed bullishly above the 200-day SMA in May 2003 while price traded at the 8,600 level.

How did the Pure Price Method signal a reversal? The index was in a steady progression of forming lower swing lows and lower swing highs until it formed a higher swing low for the first time in March 2003 off the 7,400 level. Price then rallied in a single swing to take out the high established in December 2002 at the 9,000 level, which then created both a higher low and official higher high, flipping the trend to the upside by breaking back above 9,000 to a new swing high in June 2003. Notice that the Moving Average Method had a slight lead to calling an official bottom, but again this is not always the case.

Using the ‘weight of the evidence’ model, both the Pure Price and Moving Average Methods signaled an official trend reversal together in May 2003. Price formed a higher low then took out a recent higher high (an uptrend is defined as a series of higher highs and higher lows) and the daily triple-moving averages crossed bullishly while price remained above them all, creating the Most Bullish Orientation possible.

With both methods signaling a trend reversal, the objective evidence called for a bullish investment and trading posture going forward as a new trend emerged. Traders who remained short after May 2003 did so squarely against the odds. Using the Pure Price and Moving Average Methods, you'll no longer have to guess when a trend has reversed. Instead, you'll know the point of maximum probability using simple, objective evidence that a trend has reversed. The methods are not perfect, but certainly work better than gut feelings, intuition, or trying to catch falling knives (that is trader speak for trying to buy every single new low in hopes of a trend reversal, which often leads to large losses and unfortunately the end of some trading careers).

PINPOINTING THE TREND REVERSAL IN 2009

Can you spot the objective trend reversal, using both the Pure Price and Moving Average Methods as the market transitioned from downtrend to uptrend off the March 2009 bottom? Study the chart in Figure 1.8 before reading the answer.


FIGURE 1.8 Dow Jones Daily Chart: Identify the Exact Point of a Trend Reversal
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At what exact index level did the trend officially reverse from down to up? Let's take a look. The 20- and 50-day EMAs crossed bullishly in April 2009 but because of the severity of the recent sell-off and downtrend in 2008, it took three more months for price and both moving averages to cross back above the 200-day average, doing so in mid-July 2009 to signal an official trend reversal (using the Moving Average Method) at 8,500. That signified a potential turn in trend, but a 20/50 moving average crossover does not officially reverse a trend in play, though it is a required precursor for any trend to reverse.

The Pure Price Method signaled an official trend reversal shortly thereafter when price crested above the June 2009 swing high just shy of 9,000. We can label the two-month correction phase from May to July as a down-swing, which formed a higher low at the 8,000 level as price swung back to take out the most recent high (creating a new swing high) at the 9,000 level which also broke above the January 2009 high for extra measure. The new series of higher lows and higher highs confirmed an official trend reversal just after the Moving Averages crossed to the Most Bullish Orientation possible—the first time since we saw them cross negatively in a downside trend reversal as seen on the daily chart in Figure 1.5. Do we thus call the downtrend reversed officially in mid-July 2009 when price rose above the 200-day SMA and above the June swing high at 8,700? Officially, yes, but let us see one final component that places the weight of the evidence so convincingly in favor of the bulls as to be objectively impossible to refer to price above 9,000 as remaining in a downtrend.

Price rose to the 9,000 index level in January 2009 to form a key swing high prior to the final low in March. Thus, the 9,000 level represents a past swing high that would be further, or perhaps final, bullish evidence of a reversal if buyers pushed through this level. The powerful swing off the July 2009 low did just that, with price breaking above not only the most recent swing high at 8,700 in June 2009, but the prior high six months in January at 9,000. To be absolutely sure that price had completed all requirements from the Pure Price Method and the Moving Average Method, the objective and final declaration from a change in trend from down to up triggered on July 30, 2009 when price broke and closed above the January 2009 high of 9,088.

As of July 30, 2009, price formed a series of higher highs and higher lows, crossed above the 200-day simple moving average, rose after the bullish crossing of the 20- and 50-day EMA, and finally closed above the past swing high from January 2009. This example reveals the logical and objective chart analysis you should use when classifying trends, which reveals to you the type of trading strategies to use for the highest probability, lowest risk set-ups.

Now that you know where to begin by assessing the trend structure when you first look at a chart, let's add an extra dimension to your analysis: assessing the strength or weakness of a confirmed trend in place. To do this, we will study the momentum principle, which helps us assess the probabilities of a confirmed trend continuing, or setting up for a potential future reversal. In other words, learning how to interpret price momentum can clue you in early for a potential trend reversal ahead of waiting for the official price and moving average method to give you a pure signal, and thus you will identify early warning signs of potential reversal ahead of the official signal from price alone.





CHAPTER 2

Momentum's Leading Edge

To recap, the first thing you should assess when studying a price chart initially is the trend structure. This can be done objectively via the Pure Price Method or the Moving Average Method, preferably in conjunction. Once you establish that price is in a rising or falling trend, the second step is to assess the magnitude or power of that trend. To do this, you'll need the leading edge that momentum can give you, both to identify confirmations in the early stages of a trend and non-confirmations in the form of momentum divergences as the trend matures in its latter stages. In this way, momentum provides two benefits to your analysis, first in confirming the health of a new trend in development, and second in assessing the likely end of a mature trend via divergences in advance of the official but delayed signal the Pure Price and Moving Average methods reveal to you.

That's not all momentum can do for you—the momentum helps you set specific trades, namely the impulse-related trade setups like flags and Impulse Buy setups we discuss in Chapters 9 and 10. In this chapter, you will learn how to interpret the momentum conditions of a price move, identify momentum bursts as confirmations of early trends, and locate divergences as early warning signals that a mature trend is showing signs of a potential future reversal.

THE SCIENCE OF MOMENTUM

Before we examine how to apply the concept of momentum to our price charts, we first need to define momentum and how it reveals itself on the price charts in any market or timeframe.

Think back to high school or college physics when you studied Newton's Laws of Motion. If it's been too long since you've had your last course in physics, here is a basic summary of these three principles as we understand them today:


	Law 1 (Inertia): Objects at rest remain at rest (stationary) until another force acts upon them. Similarly, objects in motion tend to stay in motion until some other force acts upon them.

	Law 2 (Momentum): An object will accelerate proportional to the force that acts upon it (as in, the stronger the force, the more momentum and thus motion generated). Force equals mass times acceleration or f = m(a).

	Law 3 (Action/Reaction): Every action has an equal and opposite reaction.



These are certainly oversimplified definitions to these important concepts, but for trading purposes, we only need to understand the main ideas of these principles and apply them to the charts. For traders seriously interested in a deeper discussion of how the worlds of physics and finance interact, I recommend two works: The Physics of Finance by Kirill Ilinski or the easier to understand My Life as a Quant: Reflections on Physics and Finance by Emanuel Derman.

We will define objects as prices and forces as the buying or selling pressure that investors and traders place on the price of stocks in terms of supply and demand for limited shares (or contracts in the futures markets).

For example, a rush of buy orders after a positive earnings announcement in a stock serves as a force that moves the object—the price—higher in relation to how aggressively the buyers purchase shares, when combined with those who are short (short sellers) being stopped out of their positions and forced to buy shares to cover their short positions (the basis of short-squeezes). These initial bursts of momentum, in the form of a buying/selling or supply/demand imbalance, move price forward in trends. Price tends to stay either stationary (range-bound) or moving higher or lower in a stable trend until some outside force, which reveals itself as a supply/demand imbalance, disrupts the equilibrium or balance.

Stated in stock market terms, prices tend to remain range-bound (trendless) until a news event or other form of momentum via a supply/demand imbalance propels the price forward in an impulse and trend motion. We will discuss the Price Alternation Principle, which addresses Newton's Third Law, appropriately in Chapter 3.

Ball-Tossing Momentum

One of the easiest examples to use when comparing real-world physics and momentum principles to the stock market is to discuss the physics that occur when you throw a ball into the air.

Imagine you are holding a tennis ball in your right hand. The ball will remain stationary (at rest—Law 1) until some other force (your hand) acts on it to start the ball moving. Now, imagine yourself throwing the ball high into the air. The ball will continue rising until some other force (gravity) acts upon it. Your hand and the strength with which you throw it serve as the beginning force that sets the ball in motion, and the ball will travel higher if you exert more force in your initial swing than if you exerted less force as you move your hand higher to release the ball (Law 2). The air (resistance) and gravity (force) will counteract the force you used to throw the ball into the air, eventually becoming stronger as the momentum you used to throw the ball into the air decreases. The ball will slow down before reaching the highest point at apogee, pause for a split second, and then begin falling back down to earth, returning hopefully to your outstretched hand to catch it.

In that simple example, we just demonstrated the First and Second Laws of Motion! The concepts of physics do not have to be difficult. Again, the ball would have remained in your hand until you threw it into the air (first law). How hard you throw the ball determines how high the ball travels in the air (second law). The ball would have stayed in perpetual motion had you thrown it up while floating in outer space (no gravity or wind resistance), but you were on Earth when you threw the ball, so the forces of gravity and air molecule resistance acted against the ball to slow down the trajectory to the upside and eventually return the ball back to earth.

That's great, but how does throwing a ball relate to buying and selling stocks? That's what this chapter will reveal. To get us started, imagine that the price of a stock is relatively flat or range-bound for a period of time. Now, imagine that the company suddenly releases better-than-expected earnings or in some way due to positive news becomes the focus of an intense buying campaign, driving the price higher. This is called a Momentum Burst, or impulse, which sets the stock moving higher in a trend or upward trajectory. The stock will continue moving higher as a result of the supply/demand (sellers/buyers) imbalance until some other force serves to weaken, then reverse the trend, which often reveals itself on the price chart in the form of a rounded reversal price pattern or negative momentum divergence. Usually, the trend will end just like the ball you threw, which means that price moves often end through a weakening of buyers or loss of momentum at the highs (which show up as negative divergences) before the stock pauses, then returns to lower levels as a new downtrend develops.

MOMENTUM IN THE STOCK MARKET

Now that we have a quick review of the scientific concept of momentum, let's apply this directly to the stock market. We define momentum in simpler terms when describing price on the charts, with the simplest definition being “momentum represents a change in price over time.” Large changes represent large spikes in momentum—also known as acceleration—and hint that price will continue traveling in the direction the momentum burst occurs. You want to see momentum spikes or sharp acceleration occur at the start of a new trend, either before or shortly after a trend reversal has occurred using the definitions and tactics in Chapter 1, or breaking out of a sideways trading range as we will see in Chapter 3. Initial bursts of momentum after lengthy divergences represent a kickoff in price that often leads to a pure trend reversal and tradable opportunity for low-risk profits.

In an article for the Journal of Technical Analysis entitled “Momentum Leads Price,” Timothy Hayes explained that momentum leads price through detecting acceleration and deceleration. Using an example of two cars, Hayes showed that if two cars leave the same destination with the same acceleration and stop accelerating at the exact same time, then both cars would continue coasting forward and slow at the same rate, all things being equal. However, what would happen if one driver accelerated for a longer period before taking his foot off the accelerator? That car would subsequently coast forward for a longer period of time and travel farther than the other car whose driver released the accelerator earlier.

Such a comparison of cars and acceleration is similar to stocks and their momentum qualities, such that stocks with higher momentum often travel higher in price relative to stocks with lower momentum readings, using the momentum to coast to higher prices than stocks with lower momentum. It is thus very important to assess the momentum environment when assessing opportunities in specific stocks to trade.

GAPS REVEAL MOMENTUM

Observe momentum by itself without indicators by looking at sudden changes in price. A gap or sudden large price move is by definition a momentum impulse, highlighting the force (of supply or demand) acting on the price of the stock or market. Let's see a simple example of a positive earnings announcement in Amazon.com's stock (AMZN) serving as a momentum burst (Figure 2.1).


FIGURE 2.1 A Gap as a Momentum Impulse in Amazon on October 23, 2009
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Prior to the gap in mid-October 2009, Amazon was range-bound (trendless with a slight upward bias). However, the positive earnings announcement sent traders rushing to buy the stock (and short-sellers rushing to cover their short positions), which appeared on the chart as a momentum impulse. This is similar to Newton's First Law of Motion which states that “objects tend to stay at rest until a force acts upon them,” which in this case was a rush of buyers creating the force, driving price higher. Taking into account Law 2, “an object will accelerate proportional to the force that acts upon it.” To the extent that this positive earnings surprise caused a rush of buyers to purchase shares of Amazon, the stock will be expected to continue higher in price as the initial force of momentum—like throwing a tennis ball into the air—leads to a higher trajectory and uptrend in price. Stronger initial impulses can be expected to drive price higher than weaker initial impulses—all things being equal.

In plain English, this means that the spike in price and the corresponding volume spike, which often accompanies any sort of momentum burst or impulse, sent prices higher and led us to expect a continuation of upward prices into the future. Stated differently, after observing a momentum impulse in price, we expect continued higher prices in the future, translating into low-risk trading opportunities such as buying shares on pullbacks to support levels in the context of a rising trend. Like the ball rising immediately from the initial momentum burst the moment it leaves your hand and then continuing to rise, we would expect stock prices to continue rising higher in the aftermath of a major impulsive event that sends price higher either in a breakout or continuation trend motion. Positive momentum bursts in price reveal that a prevailing uptrend is healthy and should continue higher into the future, rather than reverse.

Let's see another example of a momentum burst (impulse), both to the upside and downside in Electronic Arts (ERTS) during the transition from 2004 to 2005 (Figure 2.2).

As revealed in Amazon, a gap was the initial impulse burst that led to higher prices yet to come in the future. Electronic Arts shows the same concept in December 2004 when price began to accelerate in a momentum burst confirmed by an accompanying rise in volume. From December 10–14, 2004, we see three days in a row of one-sided action, showing a sharp acceleration of price to the upside, revealing our momentum burst (or force acting on the object—price). Such momentum bursts hint to us that odds favor even higher prices yet to come. We'll learn in later chapters that it is best to put on a position immediately following the first retracement after we see a spike in momentum (I call this the Impulse Buy trade), but we first must understand why these make good trade setups by learning the foundation concept of momentum.

We can see an example of the concept in a breakaway gap to the downside in March 2005 with a downside impulse leading to lower prices yet to come. On March 22, 2004, price opened down $9.25 or almost 14 percent lower, showing us a clear momentum impulse, or burst, to the downside, serving as a force that kept prices traveling lower. Notice the large spike in volume: almost 40,000,000 shares traded that day, when the average for the prior days was near 5,000,000 shares per day. Price reached an absolute bottom of the move in May 2005 at $47.45.


FIGURE 2.2 Two Gaps showing two Momentum Impulses in Electronic Arts, 2004/2005 Daily Chart
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Of course, not all gaps result automatically in a continuation of the trend. Breakaway Gaps and Common Gaps do so, but Exhaustion Gaps (those that form at the end of a lengthy trend) do not. Breakaway Gaps occur at the start of a new trend near the time of a confirmed trend reversal, while Common Gaps (also known as Measured Gaps) occur usually near the middle state of a trend. Exhaustion gaps are a different story, as they occur at the end of a lengthy trend and fill immediately. Breakaway Gaps rarely fill, while Exhaustion Gaps fill almost immediately; in fact, that is the distinguishing characteristic between them. It also shows the importance of taking into account the maturity of a trend when assessing momentum readings.

Amazon and Electronic Arts showed an example of a Common (Measured) Gap when the price broke in impulse fashion to the upside, while the second gap on March 23, as seen in Figure 2.2, in Electronic Arts showed us an example of a Breakaway Gap to the downside after price had formed volume (and momentum) divergences, as price rallied to new highs. We will discuss divergences as forecasting trend reversals later in the chapter.

THE MOMENTUM INDICATOR

Before we describe indicators, it is important to understand that momentum is a concept of physics that is applied to the price chart of stocks. There are a variety of methods, or indicators, that help you assess the current momentum condition of a stock price in motion, but the goal is to assess the momentum environment, specifically if momentum is increasing or decreasing within the context of a new or mature trend.

Though it may sound confusing, there is a specific indicator named Momentum, but this indicator is not the same thing as identifying the physics concept of “momentum” that we are trying to assess. There is only one concept of “Momentum” though there are many chart indicators you can use to assess momentum, one of which is labeled the “Momentum Indicator.” It's not as confusing as it initially seems.

Most charting platforms include a simple indicator appropriately named momentum. The momentum indicator compares the price today with the price X days in the past to show not just whether price is higher or lower than in the past, but to what extent. In fact, the Momentum Indicator is perhaps the simplest but ironically not most effective indicator when studying the physics concept of momentum as applied to the stock charts. The indicator compares the price today with the price a certain number of days in the past and tallies the result each day as a line to assess whether momentum is rising or falling. The momentum indicator formula compares the current price with the price a specified number of days past, usually 14 as the default, and then plots the value each day as an oscillating line around zero. A reading of zero indicates that the price today and the price 14 days ago are equal.


MOMENTUM INDICATOR

An indicator that shows price today minus price X days ago



For simplicity, let us say that X days ago is 14 days, so we want to know how much higher or lower price is today than it was 14 days ago. That is what the indicator shows for the current reading. For example, if price today is $50.00 and price 14 days ago was $47.00, then the formula would show $50.00 minus $47.00 equals $3.00. Thus, the current reading would show $3.00. If price was $53.00 14 days ago and price is $50.00 today, then the indicator would show −$3.00, showing that price has declined $3.00 from the value 14 days ago.

For the purpose of momentum as a physics concept (and not an indicator), the current value of the indicator is of little to no significance to us. What is most important is the highs and lows of the oscillator itself when compared to respective price highs and lows. Other textbooks will tell you to buy when the indicator crosses above the zero-line (indicating positive momentum) and to sell when the indicator crosses under the zero-line (indicating negative momentum) but that is not what we are discussing here. We are not using the indicator to give us buy or sell signals; rather, we are most interested in comparing the highs and lows of the indicator as they relate to swing highs and lows in price in order to reveal the current condition of the physics of momentum on the price charts. You discover insights into momentum—the concept—through comparing oscillator highs and lows with corresponding price highs or lows.

Let us see an example using the S&P 500 as the market turned from bull to bear in early 2008 (Figure 2.3).


FIGURE 2.3 Using the Indicator Momentum to Compare Oscillator and Price Swings—NML = New Momentum Low
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Comparing the Oscillator and Price for Confirmation

Compare oscillator swing highs directly with corresponding price swing highs, and oscillator swing lows to corresponding price swing lows. You may find it beneficial to draw vertical lines on your chart to see exactly where the price and oscillator highs and lows align. The oscillator should behave similarly to price, and serve to highlight swings in price. In other words, if price makes a new swing low, then we expect the momentum oscillator also to make a corresponding swing low as a confirmation of the price low. If you are seeing new price lows correspond with new oscillator lows, then you observe a confirmation of indicator and price that suggests that you can expect lower prices yet to come. Using the same logic, if you see new price highs and these new highs are confirmed with new oscillator highs (look directly down at your oscillator when price is making a new high), then see this as a confirmation and thus expect higher prices to continue in the uptrend.

We see this occurring as expected in the chart in November 2007 and January 2008 in Figure 2.3 as price forms a new swing low with the oscillator forming a corresponding oscillator swing low with price. I drew vertical arrows in the chart to focus your attention on comparing the price low with the momentum oscillator low. We can establish a logical rule based on this concept, which will later form the basis for trade setups (classic retracement trades, bull or bear flags, and impulse buy or sell trades):


PRICE VERSUS MOMENTUM EXTREMES

New Momentum Oscillator Highs plus New Price Highs

When the Momentum Oscillator forms a new swing high (relative to the recent past) at the same time that price forms a new swing high, then this serves as a confirmation of the recent price high and suggests that a higher price high is yet to come. We can buy the first pullback into support for a potential trade setup.

New Momentum Oscillator Lows plus New Price Lows

When the Momentum Oscillator forms a new swing low (relative to the recent past) at the same time that price forms a new swing low, then this serves as a confirmation of the recent price low and suggests that a lower price low is yet to come. We can short sell the first pullback into resistance for a potential trade setup.



In Figure 2.3, we saw our first new price low and new oscillator low at 1,400.00 in the S&P 500 during November 2007. Price then retraced higher to form a lower swing high (this is called the first reaction or first retracement) and then fell to a new price low that was forecast—or hinted—via the confirmation signal given by momentum. Price and momentum both made new lows, so we would anticipate a future new price low yet to come. Price swung to a new low in January 2008 at the 1,300.00 index level with the momentum oscillator also forming a corresponding new low. What do we assume next?

Again, we see a new price low (new swing low—refer to Chapter 1 for a discussion on price swings) which was confirmed again with another new oscillator low in the momentum oscillator. For reference, the price swing low in January 2008 is roughly 100 points lower than the December 2007 price swing low, and the January 2008 momentum oscillator low is roughly 55 points lower than it was in December 2007 (it hit a low of –105.00 in December and a new low of –160.00 in January).

We would thus expect new price lows yet to come, as hinted by the confirming signal in the oscillator, along with price. The trade setup is to sell short the first reaction or retracement into resistance after price and the momentum oscillator form a new low together (in unison). This retracement takes us back up to the 1,400.00 index level in February, giving us a chance to short sell. We do see a drop to a new index low as expected, breaking to 1,250.00 in March 2008, but something strange happens to the oscillator.

Price just made a new swing low, but the oscillator did not—look carefully at the swing low under 1,300.00 in March 2008. This is our first positive momentum divergence on the chart, meaning price made a new low but the oscillator diverged, or did not confirm the price low under 1,300.00 by forming a new low in the oscillator. The divergence opens up a new world of analyzing the momentum oscillator, which warns us of a potential reversal in trend instead of continuation. Remember, momentum reveals the health or weakness of a trend, and while momentum highs in an uptrend highlight trend strength, negative momentum divergences that form in the context of a mature trend are often warning signs of trend deterioration and potential future reversal ahead of the official signal given from the Pure Price or Moving Average Methods.

Divergences as Non-Confirmations

A divergence occurs when price and the oscillator disagree, or more specifically, when price has formed a discernable new swing low but the oscillator has formed a noticeably higher swing low, both relative to the recent past. Be sure you are comparing the exact same swing in price to the oscillator; draw a horizontal line if you are not sure. First, let's officially define a divergence.


NEGATIVE VERSUS POSITIVE DIVERGENCE

While momentum extremes help forecast future prices in the continuation of a trend in place, momentum divergences highlight a weakening in the trend and potential for a future reversal in price.

Negative Divergence: New Price High but Lower High in the Oscillator

In the context of an established uptrend, price forms a new swing high as expected, but the momentum oscillator actually forms a lower swing high, which serves as a non-confirmation of the recent price high. This serves as a warning signal, but not yet a downside trend reversal signal unless confirmed by price in the form of a break in a rising trendline or moving average.

Positive Divergence: New Price Low but Higher Low in the Oscillator

In the context of an established downtrend, price forms a new swing low as expected, but the momentum oscillator actually forms a higher swing low, which serves as a non-confirmation of the recent price low. This serves as a warning signal, but not yet a positive trend reversal signal unless confirmed by price in the form of a break in a falling trendline or moving average.



Divergences can be tricky to spot at first, but once you understand how to identify them, you'll start seeing price and indicator divergences more clearly. Let's look at some examples of Price and Momentum Oscillator divergences for a reference.

In Figure 2.4, we see the daily chart of Johnson and Johnson (JNJ) as price swings to three higher highs above $65.00 per share in late March and April 2010. If you are just looking at the price by itself, all looks well in an established uptrend. However, if we add the indicator Momentum and verify whether or not the oscillator confirms or disconfirms the recent price highs, we see that indeed the oscillator is forming lower highs as price pushes to higher highs. We have a negative momentum divergence developing: caution!


FIGURE 2.4 Highlighting an Example of a Negative Momentum Divergence in Johnson and Johnson Daily Chart
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As we will see in detail through Chapter 7, trends have life cycles and do not persist indefinitely. Negative divergences between price and an unbound momentum oscillator often develop prior to a trend reversal from up to down and serve as potential early warning signs that the trend is in its latter stages and likely to reverse soon. Traders should adopt a cautious stance when observing negative divergences after a lengthy trend has persisted for a relatively long period of time, depending on the timeframe of the chart. A long time may be defined as a few days on the 15-minute intraday chart, while a long time might mean three years or more on a weekly chart. Negative divergences may resolve with a small downside action lasting hours on an intraday chart, but the resolution of a negative divergence on a weekly frame might take months or even years.

We will discuss trading tactics using divergences in Chapter 8 when we discuss trade execution tactics and Chapters 9 and 10 for specific trade setups. For now, focus on learning what a momentum divergence is, where it is likely to occur, and what it means for traders on any timeframe looking to establish a new position or take off a profitable old position in a particular stock.

Recall that the momentum oscillator confirms a price high when the oscillator forms a new swing high at the same time a new price high forms. This suggests that the trend remains strong and that higher prices are likely yet to come in the future. Divergences send the opposite message, and act as warning signals to reveal that a trend may be losing steam. If price swings to a new high but the momentum oscillator fails to register a new oscillator high, then you might choose to tighten any trailing stop loss orders or be prepared to exit your position on any break of a prior swing low, moving average, or rising price trendline.

It is very important that you discern a negative divergence as a warning signal and not a sell-short or reverse position by itself. A caution light is not a red light; in fact, caution only means to slow down. To initiate an actual sell-short position from a price divergence, you need additional chart information such as price breaking under a rising trendline, short-term moving average, or some other technical signal such as a reversal candle or a price pattern entry signal such as the break under a neckline in a head and shoulders pattern (see Chapter 4 on price patterns). Divergences form the initial condition that gives you the confidence to execute a safe reversal trade when other confirmation factors develop on the chart; after all, divergences help us discern the weight of the evidence in terms of analyzing potential trend reversals.

Figure 2.5 reveals an example of a positive divergence that marked the March low in 2009 in the S&P 500 broad market index.


FIGURE 2.5 Positive Divergence then New Momentum High Marks Bottom of Market in March 2009
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If you were following price alone, you probably were certain that we would see lower and lower prices far into the future for the index, and from a pure price trend continuity standpoint, you would certainly assume that lower prices were yet to come. An official trend reversal from down to up requires an initial higher high, then higher low, and finally a break above the most recent higher high. In March 2009, there was absolutely no evidence present from price that the stock market downtrend was in jeopardy of reversing to a new uptrend. However, the momentum oscillator revealed that short-sellers should be cautious, as the oscillator formed a clear positive momentum divergence with the final price low.

Look closely at price to see that the index formed a new low in October 2008 with the momentum oscillator confirming the new price low under 800. That signaled that odds favored a lower price low yet to come as the downtrend had greater odds of continuing into the future, being confirmed not just by the price trend structure, but by the momentum principle. Early 2009 resulted in the new expected index low forming in March as the index took out the 800, then the 750 level last seen in November 2009. Using the momentum principle, we should have expected this new price low due to the confirmation of price and the momentum oscillator both forming new lows simultaneously.

However, when price pushed to its new low, we see that the momentum oscillator formed a clean higher low. For reference, the indicator low in November 2008 was –482.00 while the indicator low in March 2009 was –196.00. The respective index lows were 741.00 in November 2008 and 666.00 in March 2009. The positive momentum divergence warned short sellers to take a defensive position, tighten up any trailing stops, and keep a close eye on the trendline connecting the swing highs from late 2008 and early 2009.

Price broke the trendline at the 850.00 level in April 2009, which I have labeled as point A on the chart. This was an objective place to take profits if you were holding a short position, and then stand aside for a potential trend change that could be in development. Shortly after price broke the trendline, a new price high formed above 900 in June 2009 that was confirmed with a new momentum oscillator high, which I labeled point B. Now we see a distinctly bullish development, in that the index formed a positive momentum divergence at the March 2009 low, broke the descending trendline shortly after, then price swung to a new swing high, which was confirmed with a new high in the momentum oscillator. Notice the new swing high in the oscillator—this is labeled a kickoff in price, and is often an early signal of a very likely trend reversal yet to come.

Refer to Chapter 1 on trends in Figure 1.8 to see the official trend reversal, marked by a higher price high, higher price low, then price taking out the prior high—all of which occurred after the 20- and 50-day exponential moving averages crossed bullishly. Now with your new knowledge of momentum, you can add that a positive momentum divergence preceded the trend reversal months in advance. Also, a negative momentum oscillator divergence preceded the stock market top in 2007. Momentum often has a distinct leading edge over official trend reversals in terms of clear divergences at major turning points in a market.

THE RATE OF CHANGE INDICATOR

To highlight that we are describing a concept of momentum and not necessarily a single oscillator, I want to highlight other indicators you can use when discerning changes in the physics of momentum via the price charts. Remember, we are discussing a principle of physics and applying it to stock prices as changes in supply and demand act as forces that move the object of price along. Just as you can use different tools to measure momentum in the real world, you can use different indicators to measure momentum in the stock market.

Recall that the indicator named momentum takes a simple comparison of price today in relation to price a set number of days in the past. The line you see as your momentum oscillator is a running total of changes in price. You want to know how strong past swings in price are to the current swing. If the current swing is larger in intensity or duration than the immediate swing that preceded it, then you are likely observing a new momentum high and therefore you will expect to see further price highs yet to come because momentum is increasing, driving prices higher and revealing a healthy trend in motion.

On the other hand, if you see the current swing is shorter in price difference or length than the prior swing, even though price formed a new swing high, then you could be observing a deterioration in momentum (or supply/demand imbalance) which suggests that the trend could be ready to reverse as the buyers are losing the upper hand to the sellers; the uptrend is losing steam.

You do not need momentum oscillators to show you the momentum conditions of a price trend once you gain experience, but oscillators serve as excellent reference tools even for trained technicians; oscillators highlight divergences that we may miss if we only studied price charts themselves.

If your charting software does not contain the indicator named Momentum, then you can use the more popular indicator labeled Rate of Change, which is almost identical to Momentum. The mathematical formula for the Rate of Change oscillator is almost identical to that of the momentum oscillator, with one small change: while the Momentum oscillator plots price comparisons as actual price differences, the Rate of Change oscillator plots price changes as a percentage.


RATE OF CHANGE (ROC)

The formula for ROC is:
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Stated differently, the Rate of Change Oscillator takes the same formula for momentum—stated in the numerator of the fraction—and divides by the close a fixed number of periods ago and then multiplies that fraction by 100 to arrive at a percentage value. The default value for periods is 14.

Let's look at two mathematical examples. Today, price is $50.00. Fourteen days ago, price was $40.00. Using the indicator momentum (price today minus price 14 days ago), then we arrive at a value of $10.00, which would appear on our chart for the oscillator value.

If we use the Rate of Change formula, we take the close today ($50.00) then subtract the close 14 days ago ($40.00) as our numerator which is $10.00 (where the first example stopped) and then divide that number by the close 14 days ago, which is $40. Thus, $10.00 divided by $40.00 is 0.25. Now, we take that ratio and multiply by 100 to convert the number into a percentage, which gives us 25 percent. In other words, the price today is 25 percent higher than it was 14 days ago.

Using the formula for Momentum, we can say that price is $10.00 greater than it was 14 days ago, or using the Rate of Change indicator, we can say that price is 25 percent greater today than it was 14 days ago. What we see on our charts as the oscillator will be the rolling difference as each day passes. Rather than the absolute numbers or percentages, we are most interested in the shape of the oscillations as they relate to the price oscillations; namely, we want to see new oscillator highs confirm new price highs, or note whether price forms a new high and the oscillator registers a lower high in a negative divergence.

If we see price form a new high but our oscillator form a lower high, then this is a negative divergence, which is a sign of a loss of momentum and potential evidence for a future trend reversal yet to occur. The Momentum Oscillator and Rate of Change Oscillator will form similar, though not identical, oscillations with price. It will be up to you to examine these particular indicators and adjust the look-back period settings to see what parameters are most to your liking.

Let's take another look at the charts used in Figures 2.4 and 2.5, only this time we will use the indicator named Rate of Change instead of the one labeled Momentum (see Figures 2.6 and 2.7 for a comparison to Figures 2.4 and 2.5).

Refer to Figure 2.4 to see the daily chart of Johnson and Johnson with the Momentum Indicator as a guide. Note that the Rate of Change and Momentum Oscillators are almost identical in following price and forming divergences with price. We see the same three-swing negative oscillator divergence with the subsequent new price highs for Johnson and Johnson in early 2010, along with the new price and momentum high that occurred in mid-March which hinted that higher prices were yet to come in the stock.

To refresh, when price and the oscillator form new highs simultaneously, it often is an all-clear signal that the trend is likely to continue and we will see higher prices yet to come. However, if we start to see negative divergences between the price and the oscillator, we should then be cautious and prepare to take profits or even decide to short sell if we see further deterioration in price and the breaking of trendlines or moving averages. The main idea is that we are using unbound momentum oscillators to give us clues to the state of the concept in physics about the momentum of a trend—or stated in market terms, a window into the supply/demand imbalance—increasing or decreasing—between buyers and sellers.


FIGURE 2.6 Negative Divergences with the Rate of Change Oscillator in Johnson and Johnson Daily Chart in early 2010
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FIGURE 2.7 Positive Divergence then New Momentum High as seen with the Rate of Change Oscillator
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Now let us compare the market bottom in March 2009 on the weekly chart between the Momentum Oscillator in Figure 2.5 and the Rate of Change Oscillator as seen in Figure 2.7.

The indicators are almost identical and highlight the new momentum low in November 2008 (hinting that a lower price low was yet to come in the future) and the positive momentum divergence that formed at the actual price low of 666 in March 2009, which was a caution signal to bears and early warning signal that the trend might be in the early phases of a positive reversal. Notice also that the new oscillator high formed the Kick-off in June 2009 as price moved to a new high, serving as a confirmation and hinting that higher prices were likely yet to come in the future.

THE 3/10 MACD OSCILLATOR

The Momentum Indicator highlights price changes as unaltered price differences over time, while the Rate of Change Indicator highlights changes as a percentage change over time. In both oscillators, we are comparing price now to price in the past to create an oscillator, and we aim to find confirmation or non-confirmation in price and the oscillator to reveal insights about the physics of momentum and likelihood of a trend continuing or reversing.

Another way to discern momentum characteristics in the stock market is to use the Moving Average Convergence Divergence (MACD) indicator. The MACD indicator plots the difference between two moving averages as an oscillator which can be used to assess momentum spikes as confirmation and divergences with price as non-confirmations.

The default setting for the MACD indicator, as explained by its creator Gerald Appel, is 12, 26, 9. The first two numbers in the parameters refer to the two Exponential Moving Averages—which use a shorter-term and an intermediate-term average of price. The difference, or subtraction, between these two averages creates the actual MACD Line that is plotted as an indicator on a price chart. The final number refers to the smoothing constant of the MACD line that is called the signal line.

In the context of this discussion, we will not be discussing how to use the MACD Indicator in standard form, but with reference specifically to its ability to highlight momentum characteristics in the market. Also, we will be placing emphasis on the MACD line itself instead of the signal line. You can find more information on the MACD in Gerald Appel's book Technical Analysis, Power Tools for Active Investors, or through a variety of sources for this popular indicator.


MOVING AVERAGE CONVERGENCE DIVERGENCE (MACD)

The formula for MACD is:
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Moving averages calculate the average price over time and are useful in discerning trends. When the faster (or shorter) moving average (in this case, the 12-period EMA) is greater in value than the slower (or longer) moving average (the 26-period EMA), then we can assume that price is moving in an upswing, perhaps in the context of a rising uptrend.

The distance between these moving averages reveals the momentum characteristics of the market environment we are studying. A large impulse in price, such as a gap or sustained upward move, will cause the shorter-term average to react much more quickly than the longer-term average, and therefore the distance between the short and long moving average will rise. This is how the MACD indicator becomes a momentum oscillator; we assess the physics concept of momentum via the differential between a short-term and intermediate-term moving average.

When price swings narrow or price consolidates and the distance between the shorter-term and the longer-term moving average contracts, then this can highlight a state of momentum divergence to us through the MACD oscillator. What we are interested in knowing via the oscillator is how great the distance is between the two averages, which will reveal to us changes in momentum over time. Recall that the MACD line, or the solid oscillator line we see, is the price difference between the fast- and slow-moving averages. The signal line, often shown as a dotted or hash-line, is the smoothed average—usually nine periods—of the MACD line. The signal line is less important in highlighting momentum confirmations and divergences.

Let's use the same chart of Johnson and Johnson as we did in Figures 2.4 and 2.6 and reveal what the default MACD value of 12, 26, and 9 highlight on our chart (see Figures 2.8 and 2.9). Figure 2.9 shows a faster MACD that we will come to describe as the 3/10 MACD Oscillator for future reference.

We see the same three new swing highs in early 2010, but this time we are using a new oscillator on our chart. This is the default MACD value with the MACD line solid and the signal line (less important) as hash marks. Notice that the MACD Indicator spikes to a new chart high in late March when JNJ makes a new swing high at $65.50, serving as a confirmation of the price high and creating the expectation that all is well with the trend and we should see a new price high yet to come.

We do see that new price high in early April as price nears $66.00, but this time the MACD solid line (difference between the 12- and 26-day exponential moving averages) does not rise to a new oscillator high, but instead forms a lower high, forming your negative divergence. As price swings one more time to a new high above $66.00, the MACD indicator has formed a lower swing high, just like the Momentum Oscillator and Rate of Change Oscillator did, but perhaps not as clearly. Price then fell to the downside after the negative divergence formed.

Figure 2.8 reveals how to use the default MACD indicator that is standard on most charting programs. However, as is the case with almost all indicators, if you shorten the parameters for input, you can enhance the indicators and make them more reactive or sensitive to price, which can call your attention to changes earlier. As an example, a 20-day moving average is more reactive (changes more quickly) to price than a 50-day moving average.


FIGURE 2.8 Negative Divergence in Johnson and Johnson using the default 12, 26, 9 MACD Indicator
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FIGURE 2.9 Negative Divergence in JNJ using the custom “faster” 3, 10, 16 MACD Indicator
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The same logic holds true if you decrease the periods for the moving averages you use for your MACD indicator. There is a MACD setting that makes the indicator more suited to detecting subtle changes in the momentum environment of a trend, which can clue you in to signals earlier than the default indicator. Linda Bradford Raschke of LBR Group (www.lbrgroup.com) popularized the setting of 3, 10, and 16, respectively, which emphasizes the momentum function of the standard MACD Indicator and creates a new indicator named the “3/10 Oscillator.”

Instead of comparing the difference between a 12- and 26-period exponential moving average, you can greatly shorten the periods of the indicator to compare the difference between a three-period and 10-period exponential moving average. Most charting software programs allow you to edit the parameters for your indicators to create the 3/10 Oscillator. To do so, change the default 12, 26, 9 to the new values of 3, 10, 16. Alternately, to remove the signal line completely, you can change your MACD settings to 3, 10, 1, which will only show the MACD line (difference between the 3 and 10 moving averages) as your sole momentum indicator, making it more similar to both the Momentum Oscillator and the Rate of Change oscillator. We are concerned only with oscillator highs and lows as they compare to price highs and lows.

The official 3/10 Oscillator used by Linda Raschke uses simple moving averages in its calculation instead of the standard exponential moving averages that the classic MACD uses, but not all software programs will allow you to change the type of moving averages your MACD indicator uses. Unless otherwise stated, I will be using the custom 3, 10 MACD setting that uses simple moving averages rather than exponential moving averages. You will see this labeled on the chart as the MACD SMA Indicator, created in TradeStation. To replicate this indicator, change the EMA setting to SMAs and input MACD settings 3, 10, 1. Other charting packages, such as StockCharts.com, require you to input 3, 10, 0 for your MACD settings to eliminate the signal line from the oscillator, leaving only the distance between the 3 and 10 period moving averages for the creation of the oscillator.
While small, there are subtle differences in using exponential or simple moving averages in the calculation. Experiment with the settings over a variety of charts to find the combination that suits your preferences best. Figure 2.9 shows the same Johnson and Johnson chart using the 3/10 MACD Oscillator (exponential moving averages).

While the 3/10 MACD Oscillator version shows the same three-swing negative divergence price as all other oscillators, the main difference now is that the 3/10 version spiked to a new indicator high in February 2010 instead of forming the final indicator high in mid-March as the other three indicators highlighted. That is because the 3/10 Oscillator, highlighting the difference between a three-day and 10-day exponential moving average, was much more reactive to the four-day rally in mid-February than the other three momentum-locating indicators we have seen so far. Notice that the default MACD indicator registered its final high in March. However, being more reactive to price, the 3/10 Oscillator revealed the negative divergences more clearly than the default MACD indicator.

We see the benefit of the faster reflexes of the 3/10 Oscillator in comparing the differences at the March 2009 bottom, as seen in Figure 2.10.


FIGURE 2.10 Triple Swing Positive Divergence Revealed through 3/10 MACD Oscillator
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Because the 3/10 Oscillator is more reactive with price than the other oscillators, the indicator highlighted a positive divergence on each of the swing lows from October to November 2008 then March 2009 while the other three indicators treated the November 2008 low as a singular event not distinct from the October low. Remember that our goal is to compare price swings with immediate oscillator swings, and sometimes it can be helpful to have a more responsive or reactive momentum indicator like the 3/10 Oscillator.

For another reference, Figure 2.11 shows the same chart of the 2009 trend reversal process as seen on the default MACD Indicator with values 12 and 26 for the moving average differences.


FIGURE 2.11 
Single Swing Positive Momentum Divergence Revealed through the Standard 12, 26, 9 MACD Oscillator
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Using the default MACD Indicator, we see the same reading the Momentum and Rate of Change indicators revealed to us, highlighting only a single swing divergence between the November 2008 low and the March 2009 bottom.

Why is this distinction important? As you may have guessed, multiple swing positive or negative momentum divergences, as revealed through an oscillator, are more important and carry more weight than a single swing divergence. Remember, we're trying to put together the likely probabilities of the next swing unfolding in price, and then assessing the odds of the trend continuing or reversing via insights from momentum. We will use information to trade within the price swings when we find a specific low-risk, high probability entry given the trend and momentum characteristics on the chart.

While a single swing momentum divergence is a warning signal, a triple (or multiple) swing momentum divergence is a stronger signal that the trend is likely to reverse as momentum declines near an eventual price peak. Single swing divergences are often take-profits signals for traders, while multiple swing divergences can serve as a reversal-style trade entry signal, usually when combined with a reversal candle, price pattern, or some other chart signal from classic technical analysis. As such, we want our momentum oscillator of choice to highlight momentum confirmations and divergences as soon as possible in order to assess the trend health (or deterioration) quickly.

The purpose of the indicator is to highlight the momentum characteristics of the trend using the principles of physics as they relate to objects in motion. We are not using indicators to find overbought or oversold conditions in the market, nor are we using the indicators themselves to generate isloated buy or sell signals (such as a cross above or beneath the zero line). In using momentum oscillators to discern momentum, the zero line becomes irrelevant and we focus only on oscillator extremes (highs and lows) as they relate to respective price extremes (highs and lows). First we assess the trend, then we assess the health of the trend, and from that assessment we make decisions about where to buy and sell based on the price itself, though we will discuss specifics of entry and exit in later chapters.

WHERE MOMENTUM IS STRONGEST

As we have reached the end of Chapter 2, you now have the knowledge of the importance of identifying trend structure and confirming your assessment by identifying the momentum conditions that support a current trend in place. Understand that the momentum principle builds upon your analysis of a prevailing trend in two ways: we look for momentum to be strongest at the start of a new trend, particularly with a ‘Kick-off’ in the oscillator to form confirmations with price, and then as a trend matures over time we look for non-confirmations of recent prices through momentum divergences, which hint that odds now favor a reversal in trend as momentum weakens ahead of actual reversals.

As a trader, you must develop a narrative of price as revealed through the price chart that tells the story of the underlying supply/demand relationship between buyers and sellers. Specifically, you want to know the current price trend as well as the strength of a price trend in motion. Momentum is strongest at the earliest stage of a trend and weakest at the latter stages just prior to a trend reversal, in the same way that a ball accelerates fastest when leaving your hand and slows down its rate of ascent prior to its final peak and return to earth. We can say that the ball formed a negative momentum divergence at the high (apogee) prior to returning to earth, which is similar to a classic move in a stock price trend. Momentum tends to fall ahead of the actual price fall, or in the case of the tennis ball, momentum declines while the ball still rises to its peak.

By identifying the trend structure and assessing the underlying momentum principles that exist under the surface of price (namely in your momentum oscillator), you can find specific trade setups that correspond well with key points in the trend structure and enhance your trading results and confidence of a successful trade outcome.

While the Trend Continuity and Momentum principles are essential to your education as a trader, there is one more foundation price principle you must understand, and we turn now to the Price Alternation Principle in Chapter 3. After all, price on a chart can travel up, down, or sideways, and we have not effectively addressed sideways motion yet.






End of sample




    To search for additional titles please go to 

    
    http://search.overdrive.com.   


OEBPS/images/c09f008.jpg
Breakout,

NN

Fades

Retracements

Reversal

Breakout





OEBPS/images/c09f007.jpg
V-15min Visainc

New Momentum _y,

wrcosuA 10y Highs

080
040
nfo.c0

040






OEBPS/images/c10f002.jpg
mov Avq Exponential (Llose,50.0) Mov Avq Exponenual (Llose,20.0)

Momentum

Divergence
MACD SMA (10.)

Crested with TradeStation





OEBPS/images/c10f001.jpg
PH-Daily Parker-Hannifin ~~ Created with TradeStation






OEBPS/images/c02f001.jpg
AMZN - Daily Amazon.com Inc

Gaps Are
Momentum
Impulses

|
W/Wﬁ\/-

Volume

Volume Should —»

Accompany an
Impulse

Created with TradeStation

1140.00
130.00
120.00
1110.00
100.00

F45,000,00¢






OEBPS/images/c10f004.jpg
X-30min U.S. Sieel Corporation
2460
2440
2420
2400
2380
2360
2340
2320
2300
2280

2120 day EMA: §2251% 2260
MACD SWA (3.10,1)

Cresto i Trageaton
TUE 108 117 1110 ' 1112 © 1112 @ 1118 ' 1120 ' 11P4 ' 1128 2003






OEBPS/images/c10f003.jpg
26.00

25.00

24.00

23.00

22.00

21.00

20.00

19.00

150
1.00
0.50
0.00






OEBPS/images/c02f003.jpg
SINX - Daily S&P 500 index Created with TradeStation
1,550.00
1,500.00
1,450.00
1,400.00
1,350.00
1,300.00
Momentum
/\M o
A 0.00
7T o
NML -120.00

odo7





OEBPS/images/c02f002.jpg
ERTS - Daily Electronic Arts

oy W‘ (J »"""m —on

Impulse

Volume

70.00
-66.00
162,00
58.00
54.00
50.00
46.00

30,000,000
20,000,000
10,000,000

ADPO5 Crested with TradeStation





OEBPS/images/ueqn02001.gif
ROC

(Close Today - Close N Periods Ago) / (Close N Periods Ago)] x 100





OEBPS/images/c02f005.jpg
SINX - Weekly S&P 500 Index

1,400.00
1,300.00
1,200.00
1,100.00
1,000.00
900.00

l' 800.00

N T






OEBPS/images/c02f004.jpg





OEBPS/images/c02f007.jpg
SINX - Weekly S&P 500 Index
1,400.00
1,300.00
1,200,00
1,100.00
1,000.00
90000

h 80000

Rate of Change

oy r P N





OEBPS/images/c02f006.jpg
JNJ - Daily Johnson & Johnson

T
m T'u

|
mll i ‘mul’ﬂ*

o S
v W gy
3,00

Mar10 Apr10 i R aaa






OEBPS/images/c02f009.jpg
JNJ - Daily Johnson & Johnson —_

MACD(3 10.16)

|

ﬁﬂt M nuf'u Wl
T” y MH s
'Hi

Mar10 Aor10 ot Bion





OEBPS/images/c02f008.jpg
JNJ - Daily Johnson & Johnson

u’l} W .‘“ M'*

MACD (12.26.9)

n I

= 04000
2 N [0.2000
.

Tl

m 6600

6550
‘ i fes00

Ploszo
64.00
6350

63.00
62.50

— —# 0.0000
=
R
Mar10 Apr10 D T






OEBPS/images/c02f010.jpg
$INX - Weekly S&P 500 Index

-60.00

-120.00

Juros Oct08 'do. ADF09  Crestod wth Tadestoton





OEBPS/images/c03f001.jpg
58.00|

56.00|
Upper Resistance Line

54.00]

5200) Fair Value

50,00

00 ower Support Line

46,00

44,00

42.00|

Crousd wh Tradestason






OEBPS/images/c02f011.jpg
SINX - wiaeuv S&P 500 Index
000 1,400.00
Jmlﬂ' %

)
l. Lt 1,300.00
" ! H|‘I 1,200.00

1,100.00

1,000.00
'lmwﬂhﬂ'ﬁlﬂ! ;ﬁ?ﬂﬁmwmmmw

800.00






OEBPS/images/c03f003.jpg
SHLD - Daily Sears Holdings Corporation

19000
18000
17000
18000
15000

.l 14000

13000

08 Ocr0s. o7 Aor07 ™ T R T





OEBPS/images/c03f002.jpg
ERTS - Daily Electronic Ats

!

Upper Resistance Line

Midpoint

i

Lower Support Line

Crested wih Tadestaon

58.00

56.00

54.00

52.00

50.00

48.00

46.00

44.00

4200

07 Aor07 Juto7





OEBPS/images/c03f005.jpg
Feedback

17000

160,00

150,00

140,00

130,00

120,00

11000






OEBPS/images/c03f004.jpg
FBAY-Daly Bhayinc.

2800

2400

2200

1800

1600

1400

1200

Crestesvan Traestanon

o

P10





OEBPS/images/c03f007.jpg
Corporation

165,00

160,00

165,00

150,00

14500

140,00

135,00

125,00

12000

11500

Ocros

o e T e





OEBPS/images/c03f006.jpg
SHLD - Daily Sears Holdings Corporation

e =3 Ockos . Gl ke





OEBPS/images/c03f009.jpg
SHLD - Dally Sears Holdings Corporation N T






OEBPS/images/c03f008.jpg





OEBPS/images/c03f010.jpg





OEBPS/images/c03f012.jpg
SHLD - Dally Sears Holdings Corporation Mov Ava Exponential (Close.50,0) Mov Avy Exponential (Close.20.






OEBPS/images/c03f011.jpg
BAH-Defly Samn Heblings Oarpertien Ralinger Rands (9.9

145,00

140,00

135,00

13000

12500

12000

115,00

Ockos % g Yy ey ey





OEBPS/images/c03f014.jpg
EBAY - Daily Ebayinc.

gzulll

1800

1000
W ! 100

| 1200

4500






OEBPS/images/c03f013.jpg
SHLD - Daily Sears Holdings Corporation Crested wih TradeStation
165.00

160.00
156,00
150.00
145.00
140.00
135.00
130,00
125.00
120.00
115.00

ADX (14)
40,00
35.00
++30.00
25.00
20.00
15.00

Jul0s Oct05 06 Aoro6





OEBPS/images/c04f002.jpg
SINX - Daily S&P 500 Index

|
Tl "l
m!' i

|| |
Maro9

900.00

850.00

800.00

750.00

700.00






OEBPS/images/c04f001.jpg
High High High High
Close Close Open Open
Open Open Close Close

Low Low Low Low

Up Bar Up Candle Down Bar Down Candle





OEBPS/images/c04f004.jpg
Upper
Shadow
or Wick

Lower
Shadow
or Wick





OEBPS/images/c04f003.jpg





OEBPS/images/c04f005.jpg
High i
% close ng?:mse Open tah Open ey
Open Open
e PN Lo Close i Close

Bullish Bar Bullish Candle Bearish Bar Bearish Candle





OEBPS/images/c04f007.jpg
P

ncCIA

TS T ————

1300 1400 1500 10530

1100 1200 1300 1400 1500 Nov0d

1100 1200 1300





OEBPS/images/c04f006.jpg
(Created with TradeStation

52000

51500

51000

50500

50000

' i 495.00
1500 107 1100 1200 1300 1400 1500 108 1100 1200 1300 1400 1500






OEBPS/images/c04f009.jpg
Created with TradeStation

ERTS - 15min Electronic Arts






OEBPS/images/c04f008.jpg
GOOG - Daily Google Inc n“l

560.00
A
% P
Figure 46 Mlnbolu_:ﬂlﬁ Plgure47 52000
'l 500.00
Ufl\u\whli -
i Wn?
ﬂ "p?” 46000
y Crested i Troestaton

24 Sep09 8 14 21 Od09 12 19 26 Novod ©





OEBPS/images/c04f011.jpg
YHOO - Daily Yahoo Inc 18.00

[ |.,,',,EJ i

u “ bty
hatt i
i p '..'?
B "’I *n’ﬂ . 1450
(

Se0'09 o009 Novoo Dec'09






OEBPS/images/c04f010.jpg
uuuuuu
Engulfir






OEBPS/images/c04f013.jpg
High High

Open Close Open Close

Low Low
Bar Chart Candle Chart





OEBPS/images/c04f012.jpg
YHOO - 15 min Yahoo Inc § T —_—
1790
1780
1770
1760
1750
1740
1720
1720
i 1710

i : ! 1700
T T T TR T T






OEBPS/images/c04f015.jpg
SINX-15min S&P 500 index H
i
i
i ﬂ“‘\‘."ﬂ} S
i
i W] i Ml .
W i i Spinning Top [ 25000
i i
i i
i i 85000
i i
o L i i
! ! ! 840,00
i i i
i i i
i i i
i i i 830.00
i i i H
Createt win Tradestation H H
2% 1200 20 1200 210 1200 1500





OEBPS/images/c04f014.jpg
Crotd v Tradstatoni

111,00
11080
11060
110.40
11020
11000
109.80
109.60
109.40
10920

1100 1200 1300 1400 1500 1210 1100 1200 1300 1400 1500





OEBPS/images/c04f016.jpg
SINX - Daily S&P 500 Index

I M&r
T

(I
I1l'
Ju09

mswm;;l _>"u+T{|'
i
ﬂ*ﬂm il flﬂoﬂ ;

i
I’

o
i
ﬂ

u'?

1,020.00

1,000.00

-980.00

-960.00

-940.00

920.00

-900.00

-880.00

"@—"Tri-Star Doji
Aug09

Created with TradeStation





OEBPS/images/c04f018.jpg
EBAY- 10min Ebayinc

1540
1530
1520

15.10

..ﬂ 1500
1490

.‘Irr 1480
M 1470

1460

1450
1440

Created wih TradeStation :

1200 1400 1217 1200 1400 1218 1200 1400





OEBPS/images/c04f017.jpg
nnnnnnnnnn






OEBPS/images/c04f020.jpg
SHLD - 10-min S.IIIS Holdings Corporation SR e 10000

57.50

57.00

1200 710 1200 M3 1200 714 1200 1500





OEBPS/images/c04f019.jpg





OEBPS/images/c04f022.jpg
b st ottt Comniogi wihs Tondalnion
! i i 1150
! i i 140
; | —

; i 13
; M o Ll
110
o] e
"Support Line ot $11.00 o0
i ’
Bullish Engulfing Hammer i Hammer !

123 1200 156 1200 BT 1200 1500





OEBPS/images/c04f021.jpg





OEBPS/images/c04f024.jpg





OEBPS/images/c04f023.jpg
XOM-Smin Exxon Mobil

‘Crested with TradeStation

BULLISH
HAMMER

Low

7540

7520

7500

1300 1400 1500 1124

1100 1200 1300 1400 1500 1125

3100 1200 1300 1400





OEBPS/images/9780470947296_epub_title.jpg
The Complete
Trading Course

Price Patlerns, Strategies, Setups,
and Execution Tactics

COREY ROSENBLOOM. CMT

WILEY
John Wiley & Sons, Ine.





OEBPS/images/c04f025.jpg
16240
16220
16200
161.80
161.60
161.40
16120
161.00
160.80






OEBPS/images/c01f001.jpg
SINDU - Daily Dow Jones Industrial Average

Higher
Low

Higher High

14,000.00

13,500.00

13,000.00

12,500.00

12,000.00

11,500.00

11,000.00

10,500.00

06 ADr06 Julo6  Ocos

07





OEBPS/images/c01f002.jpg
SINDU - Daily Dow Jones Industrial Average

-3.5% 8.5%
7 Bars 47 DAYS

Crooted wih Tadesiton

J6 Aor06 Jul06 006





OEBPS/images/c01f003.jpg
Lower Low + Lower High Lower High + Lower Low





OEBPS/images/c01f004.jpg
SINDU - Weekly Dow Jones Industrial IAvefa

.wnm'l,;m,

HL

s
.||"l"." |l|'
|“‘” _"_

ll'""iﬂ

~7i

‘= HH

First Lower
=T~ High

Second
Lower High

HL






OEBPS/images/c01f005.jpg
$INDU - Daily Dow Jones Industrial Average

Price Breaks
Under 200

SMA
200 SMA

20 and 50 14,000.00

13,800.00
13,600.00
13,400.00

200 SMA
13,200.00
13,000.00
12,800.00

50 EMA
12,600.00

20 E

1241

12,200.00

12,000.00

11,800.00

Julo7 octo7

[ " y—





OEBPS/images/c01f006.jpg
SINDU - Weekly Dow Jones Industrial Average

14,000.00
Weekly 20 and 50|

EMA Crossover
13,500.00

13,000.00






OEBPS/images/c01f007.jpg
SINDU - Daily Dow Jones Industrial Average Mov Avg Exponential (Close,

Price Break
above 200

20 & 50 EMA

Cross

9,600.00
9,400.00
9,200.00
9,000.00
8,800.00
8,600.00
8,400.00
8,200.00
8,000.00
7,800.00
7,600.00
7,400.00

o2 od02 03 7 R e —





OEBPS/images/c01f008.jpg
SINDU - Daily_Dow Jones Industrial Average
11,500.00

11,000.00
10,500.00
10,000.00
-9,500.00
9,000.00
-8,500.00
-8,000.00
7,500.00

7,000.00

odos do Apr09 MO0 Sedcn mibsiig





OEBPS/images/9780470947296_epub_cov.jpg
) Wiley Trading

THE

TRADING
COURSE

PRICE PATTERNS, STRATEGIES,
SETUPS, ano EXECUTION TACTICS





OEBPS/images/c05f001.jpg





OEBPS/images/c04f026.jpg
Marabozu Doji Hammer
$110

$102 $102
$100 «{» $100 $100
$98

$96

Scenario 1 Scenario 2 Scenario 3





OEBPS/images/c05f003.jpg





OEBPS/images/c05f002.jpg
1,350.00






OEBPS/images/c05f005.jpg
Measured

Measured [
Move

Bull Flag ﬁ'





OEBPS/images/c05f004.jpg
WACD SUA3.10.1)

»

-1






OEBPS/images/c05f007.jpg





OEBPS/images/c05f006.jpg
NO-Qally CocaColnCo Miv/vg 1 Lins (Chaa /Y

38.20% (5289)
5000% (5200) 200

6180% (51.18)
5100

10000% (48.52) e

:’““‘"m AN AN
YA






OEBPS/images/c05f009.jpg





OEBPS/images/c05f008.jpg
QRGOC) - Daly Gold Confinuous Confract [ni®}

$975 + $225 = $1,200 Target

$1,025 - $800 = $225 Height

1,200.00

1,150.00

1,100.00

1,050.00

1,000.00

85000

09 Aor09 Jutos

70 Crosted wih TredeSieton





OEBPS/images/c05f010.jpg
SHLD 30.min Sears Holdings Corporation

$9.00
120,00

118.00

116.00

i MM 11400
Target 11200

11000

i o500

Iy Crete vt Trace st

W51 4B2 43 a8 apT 408 409 450 Mavi0 54 55 S8






OEBPS/images/c06f002.jpg
i

! ‘W::
. A S
ﬁ .

W

Created wit TradeStation

6400

- San

‘May

07 o7

Aug'07





OEBPS/images/c06f001.jpg
End 100.00% (100.00) 100.00
\4 2 L90.00
138.20% (80.90)
sooow 500 [0
srave 310|700

[60.00

0.00% (50.00)
iy -50.00
{-40.00
(-30.00
[-20.00
{-10.00

'08





OEBPS/images/c06f004.jpg
SHLD - Weeky Sears Holdings Comoraton

0 0 0 0 All End Here
10000
1000
2% s
o
P
— Confiusnce Suppor
10000
oo
P
stoon
oo
Start [
oo 0

U Ousind wih Badalilion





OEBPS/images/c06f003.jpg
VIX- Wesity Uniing Technologes 50.00

il
I“osoo

|
nl‘h"" b Lo

End 0.00% (48.89)

| ' 1400
Pl sl [

4000

i|||l“ml 5000% (3782)  |3500

;!lge“ ' 6180%@521)  [36.00

| 34.00

W '}";l |'|I 200
ﬁ i "l II"h 2000
"sﬁn 100.00% (26.75) ﬁ

200

1.00

/ .,'l " i | -

]
Divergenee 200

Sy 04 “Created with TradeStation





OEBPS/images/c06f006.jpg
SPY-5Smin S&P Dep Receipts
Yoo 0 BothEnd [
i

i '100._starterid1 Crested i TradeStation
o4 1030 1100 1130 1200 1230 1300 1330 14.00






OEBPS/images/c06f005.jpg
End
80000
75000
e 20%
s20%
o 20%
70000
l38.20% — +
lso00%
ls0.00% —5.[6180% | 5000
Jor.00%
leta0% 60000
55000
/ oo
{ ‘ 50000
N‘ ﬂl [100;
&
45000
Crested win TrageSttion
03 04 05 06 07





OEBPS/images/c07f001.jpg
Distribution

Realization

Accumulation





OEBPS/images/c06f007.jpg
TR T——
100.00% (11152 11160
1140

11120

11100

11080
6180% (1105711060
11040

50.00% (11027)

v

11020
11000
109.80
10960
109.40

i 10920
oi Both Grids End 4
1400 1500 128 1100 1200 1300 1400 1500 1:

0.00% (109.
1100 1200 1300






OEBPS/images/c07f002.jpg
XOM - Weekly Exxon Mobil

45.00

40.00

Distribution  [J#*°%

30,00

2500
Realization

2000
Accumulation

15.00

Created wih TradeStaton
9> 93 ‘94 ‘95 ‘98 ‘97 ‘98  '99 00  '01 'O






OEBPS/images/c07f004.jpg
XOM - Weekly Exxon Mobil

Distribution

80,00

7000

5000

40,00

Accumulation 3000

MACD SHA (310.)

Negative Diver






OEBPS/images/c07f003.jpg
X0 - Westy Soun Mobe Distribution

80,00

Realization,

7000

Distribution

40,00

‘Accumuiation crestes win rostten
(" "SR "SI PRI M A P T A A A AT ™






OEBPS/images/c07f006.jpg
Elliott Wave

Distribution

‘Accumulation





OEBPS/images/c07f005.jpg
POT - Weeldy Potash Corp Saskatchewan
Cresed wan rodetsten

Distributio
(Sudden}

Realization

Accumulation

MACD SHA (310.)

20000
180,00
160,00
140,00
120,00
100,00
80.00





OEBPS/images/ueqn08003.gif
$500.00 x 0.85 = $425.00 and $5,000.00 x 0.15 = $750.00.
Then $425.00 — $750.00 = —$325.00





OEBPS/images/c07uf001.jpg
Distribution

Accumulation






OEBPS/images/ueqn08002.gif
$5,000.00 > 0.30 = $1,500 and $500.00 > 0.70 = 5350.00.

$1,500.00 — $350.00 = $1,150.00





OEBPS/images/c07f007.jpg
RIMM - Weekly Research In Motion Distribution ®

Accumulation

MACD SHA (310.) \

140.00
130,00
120,00
110,00
100,00






OEBPS/images/ueqn08001.gif
(Average Win § x Percentage of Winning Trades)
_ (Average Loss § x Percentage of Losing Trades)





OEBPS/images/c09f001.jpg
‘Stable Uptrend i Trading Range
stort H Short Short
| ! + )
Short \ |
| i
i
i
Trendline or ! _—
Moving Average | 4 +
| Buy Buy

i

Stable Downtrend

Trendiine or
Moving Average






OEBPS/images/ueqn02002.gif
MACD Line






OEBPS/images/c08f001.jpg
0.00% (sg/zé)

38.20% (78.87)

50.00% (75.97)

61.80% (73.07)

100.00% (63.69)

95.00

90.00

85.00

80.00

75.00

70.00

65.00





OEBPS/images/c09f003.jpg
JNJ - 30 min Crosiod wih TradeSistion:

MACD SHA (10,9 No'

060

i - ad T —
&ha 517 £/18 5110 E50 E/01 E0a E0E E58 EH7 | Juni0 62 68 64





OEBPS/images/c09f002.jpg
JNJ - 30 min_Johnson & Johnson

Context: Downtrend

Spike Outside Bollinger +
Doji +

Positive Momentum Divergence

MACD SHA (310.)

Created with TradeStaton

6250
t62.00
6150
61.00
60.50
6000

020

040
060

2010





OEBPS/images/c09f004.jpg
UUP - Daily PowerShars DB US Dollar Bull ‘Crested wih TradeStation |

MACD SUA (.10.)

26,00

26,50

12500

2450

24,00

2350

2300

2250






OEBPS/images/c09f006.jpg
190,00

180,00

170.00

160.00

150,00

14000

130.00

120,00

110.00

100.00

Jul09

Oct09





OEBPS/images/c09f005.jpg
F - Daily Ford Motor Bollinger Bands

09 A0S Jal09





