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ost experienced (raders use technical analysis to help them predict
market moves, and then make (rading decisions based on those
predictions. Typically, these traders are knowledgeable about many
different technical indicators, have used a number of them, and
subsequently have settled on a few that they use over and over again.

To most newer traders, however, lechnical analysis remains somewhat of
a mystery. To some, the term “technical analysis” itself takes on an
almosl mystical meaning,

In reality, technical analysis is no more than the siudy of market action
using any of a variely of mathematics-based tools called technical indica-
tors, with the objective being to accuraiely predict tuture activity. In a
sense, traders use lechnical analysis as a diagnostic lool to study the
markets, much like a doctor uses radiology as a diagnostic tool o study
the human body.

The understanding of these diagnostic tools is essential to your growth as a
trader. Without them, you will be severely handicapped in your trading.

This booklet can help you understand and apply these technical tools.
The conienis first appeared as a series of articles in Futures, the world's
leading monthly magazine devoted to trading lhe futures and oplions
markels for profit. It is designed to take the mystery oul ol lechnical
analysis by explaining the popular indicators in non-technical language.
with graphic examples to demonstrate their use,

We hope you enjov reading aboul these proven tools and applying them to
your own lrading program.,

The Editors of Futures Magazine

Futures
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Price Charts

There are many ways to plot market prices in chart form.
Here are a few of the most popular charting methods...

By the Edilors of Futures

ike any field, in technical

analysis one has to begin

somewhere. Most technical

analysts agree that the starling
point in their field is charts.

Thal's why we're starting this
booklel with an indroduction (o the
mosl popular types of charts used in
[ulures trading today with a full
description of when to use what
chart and why.

BAR CHARTS

Bar charils are probably the most
commonly used lype of charling in
the stock and [utures markets. The
“bar” ilscll marks the high and low
for a particular pe-
riod. onto which
the close is marked
by a lick ofl its
right side. The
opening price. pop-
ular in recent
years, is marked
on the lefl side.

Filling gaps
The price bar can

open and previous close seem miles
apart on a 10-mimute bar chart.

Getting the whole “day”

Gaps on daily charls appear because
futures markets trade only for a
small set mumber ol hours per day.
Currency [utures at the Chicago
Mercanlile Exchange (CME], for
example, trade from 7:15 a.m. untl
2:00 p.m. Chicago time. This leaves
17 hours in which the world is frad-
ing currencies. but the CME is not
lalthough the CME generally covers
the most liguicd hours),

Any markel-moving evenls or news
during this “off” time forces the next
bar's open to be far off the current
price. For lutures on infernationally-
traded markets. this effect becomes
important. Cash
markets  for
linancials. as
well as many
commodilies
like crude oil
and precious
metals, are al-
ways  traded
somewhere in
the world,

Is a utures

represeni any Lime | the key revels, besides the second bar trader better off

m weekly to S-minute bars
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Cantapound

period = a  engulfing the first, its dose is lower than the

minute, an hour, a
day, a week, even

first period’s low. Island tops — one of the
fastest and strongest reversal patterns —

charling these
markels? Gary
Klopfenstein,

a quarter of a year

require a gap on both sides.

presideni of GK

— during which

where trading took place. The bars
do not abways overlap. Even liquid
markets show an occasional gap
where prices were skipped. The less
ligquid the market, gencrally the
more gaps, as well as the greater the
variation in bar length.

Also, shoriening the time period of
the bar lends (o reveal more gaps.
This only makes sense: Two daily
bars may overlap nicely while the

Capilal. o Bloommn-
ington, Ill.-based commodity trading
advisor, direcis most of his currency
trades to the interbanlk market.

“Our “daily bar’ consists of the
open in Sydney in the Far East, to
the Mew York close.” says Kloplen-
stein, who relies on Bloomberg and
Teleraie charting services.

Peripheral charting has become an
issue even within the futures mar-
kets themselves. Traders now have
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the choice of also charting the bond
fuiures volume (raded nightly at the
Chicago Board of Trade, the nighl
currency trading at the Philadelphia
Stock Exchange, and the emerging
GLOBEX after-hours markets.

Mosl charling services simply
incorporate these alter-hours ses
sions into the regular daily bar. This
is largely because at present. there's
not much happening at night. In
facl, most intra-day traders clect Lo
purge the spotly night sessions [rom
their data series. Should night trad-
ing pick up, however, things could
change. Not only would traders
begin using the data on an intra-day
basis, bul the night session mighl be
pared into a separate bar of ils own,

Regardless of lhe mumber of hours,
a single “daily” bar represcnls an
entire session’s price aclivity. That
bar can be broken down into several
intra-day bars. Looking at the lour
sugar charls (Fig. 2], aside Irom the
big jumps during the lirst hour,
notice how Lhe huurlv har chart
resembles a daily bar charl. On the
five-minule charl, however, highs
and lows are rmich more statlic,

Intra-day bars let you see things
daily bars don't, namely intra-day
supporl and resistance levels, Even
the mosl staunch followers of daily-
and weekly-based charls ean find
hidden inira-day support and resis
Lanee that aid them in getling in a
trade. On the hourly bar chart, lor
instance, if you drew a downward-
sloping trendline connecting hourly
highs of Nov. 1-2, it would be broken
Nov, 4, The brief rally was not con-
firmed by the daily chart
unlil & day or so later.

Pattems
The key Lo price charls is
looking for “palierns” Lo

Fig. &: Bar vs.
candlestick

moves in a market,

When a gap occurs bet
ween two bars, the basic
rule is futures price activi-
by, sooncr or later, always
fills the bar. If so, this
may offer a true signal of
coming retracement in
price. The key is, you
don’l know wher.

Alternatives
Conventional bar charts /]
have been as much a fix- o=
ture in the financial world as wing
lips, but not everyone wears wing
tips. Proponents of other types ol
charting — such as candleslicks —

reject the drab illustrative nature of

bar charls, including their inability
to highlight up-versus down-mar
el bars.

Bar enthusiasts have tried to ad-
dress this by simply color-coding the
charts (greal on a screen, bad on a
printout) lor up days and down
days, even different shades for
strong up or down days. Another

| crilicism. the advantages lo scaling

price on a percentage or “logarith-
mic” basis — mainly for longer-term
charis — will be addressed later,

JAPANESE CANDLESTICKS

Japanese candlesticks, which have
been enjoving the spotlight in
recent years, are diflicult to explain
in one broad brush. Candlestlicks
draw on the same open-high-low
close data as do bars. Here the
length of the bar, or "eandle.” is

determined by the high and
low, bul the arca between
the open and close is con-
sidercd the most important.

This area, the “body™ of the
candle, is unfilled (or while)
for closes higher than the
open, and filled (or dark) for
down days. The wicks above
and below constitule the
*shadow” of the candle, or
high or low.

Look al the “Bar wvs.
candlesticks™ diagram al
left (Fig. ). These symbaols can offer
more lo the naked eye than bar
charts. According o one ol the first
North American users of this meth-
od, Sleve Nison, candlesticks show
not only the direction ol the move
but the “loree underpinning it.”

Bul perhaps the mosl important
aspect ol candlestick charting is nol
its appeal {o the naked cye but the
trove of pallerns that come along
wilh il. Regular bar chart patlerns
pale in comparison Lo the varicly of
candleslick patterns. A candleslick
“patlern” can consist of anywhere
from one to four candles, providing
generally shorler-lerm forecasts in
contrast 1o some of the bar pallerms
illusirated earlier.

The daily T-bond fulures chart
(Fig. 3) iz ringed by examples ol
some of the most basic lormations,
Mot all of these qualily as ancient
secrets from Lhe Easl. Notice the

™ low

“engulling pattern” looks much like
the bar chart key reversal. Yet can-
dlestick fans present the engulling
slick as an example ol a big advan-

determine how the markel  Confirms a side- Market should
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rallerns and what they i i
Iﬂf‘.an. For now, lwa basic hﬂl:] :::'I' 121-16
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and-figure

In this example, one must
wait for the market to retrace

tage Lo this method — il requires | litde meaning. ahieast I i otTEse: “*book” method. The
the previous day's body to be cov- As existential as [HWOE x x firsi bar charl didn’l
cred, not the whole candle (includ- that sounds, recon- | 80F = i appear until 10-15

ing the high). While bar charlisis
[oeus on highs and lows. candle-
stickers dwell on bodies.

Like all charting methods, howev
er, even this imporl from the Easl
has its limits. No pattern is [00%a
correct. Some have turned to incor-
porating these pallerns in oa
mechanical system, something Lhal
makes candlestick purists grumble.

POINT-AND-FIGURE CHARTING

Many debate whether point-and-fig-
ure charting is really charling or an
indicator. I's aciually both. One lea-
ture dominates point-and-figure
charling: Time, as we know it has

Fig. 5: Daily D-MARK: Point-and-figure
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Point and Figure charts sometimes can offer
earlier, and more definite, entry points based
on breaks of trendlines. The second arrow
[sell] on the P&F chart arrives around .6135-
B150, while a similar signal arrived in the bar
chart at .6115-.6120 [based on breaking of
the “middle trough” low of double top).

S D-mark
Daily bars 1.6320

1.6240

ell
1-6160

)

7.6080
> 1.6000

?I W N’ 5820
1.5840

Sep Ot Mow

Source FuluraSouce

sider how bar and ok
candle charts are oL
plotted: Both cram x

years later.
Mosl charling soll-
ware can caleulale

price action ol a given &0
time period into one | S0F

vertical symbol. the 40 -xn
symbaol for the next 40 )EB

period appearing one
space to the right. 208

point-and-figure charts
based on either daily
or inlra day dala.
While purists prefer
intra day for more
accuracy, the chart atl

Price movement, not |40
fime, moves poinl-
and-figure charts to
the right. One topsy-
turvy week of prices mighl take an
entire sheet while three weeks of a
maore orderly market could oceupy
just a few columns,
Poinl-and-ligurisis believe whether
it lasts a day or several days, if price
muns straighl up with only minor cor-
reclions, yvou plot the move in the
same verlical eolumn. The end of a
time period has no impact; the plot
moves to the next column — and
dowmn a box — only when the market
“reverses” by a certain amount (see
“Plotting the puinl-and-ligure,” Fig, 6).
Belore plotting price this way you
necd lo decide two things: lirst, the
box size — how much movement
one “X" or “0" will represent; and
second, the reversal crileria — or
how far the market must reverse
before going to the next column.
Your choices depend on how reac-
bive Lo price you wanl Lhe chart (o be.
Contrast the Deutsche mark
point-and-figure chart to the daily
bar charl beneath it (Fig.5). The box
size for the D-mark chart shown is
U.5.580.20. (This means an average
day could take up 2-3 boxes.)
Likewize, (he stilfer the reversal eri-
teria, the more serious the retrace-
ment must be to move (o the next
column. Most charlists require moves
of more than one box, eliminating all
the short-term retracements.
The D-mark charl requires
a minimum of three boxes o
move Lo Lhe nexl column.
Shorthand for this scheme is
"20 x 37 — 20 poinls per box
with three box reversal.
Point-and-ligure charling is
far [rom new. In his text,
Technical Analysis of the
Fulures Marleels, John Mur-
phy cstimates its inception

lelt was buill with daily
data. But the rule here
is not to let one day
yield bolh Xs and Os.
Say the market soars as much as il
drops from the previous close: if you
were working on Xs yesterday, add
more Xs and disregard the Tow.
Point and figurists trade break-
outs. One of the advantages ciled by
these enthusiasts is the ability to see
trendlines thal do nol appear on meg-
ular bar charts. Notice the crisp
upward 45-degree trendlines shown
on the D-mark charl, and how defi-
nite the breakouts appear. It is the
chartist’s discretion how many boxes
the break must clear the trendline,

VOLUME-ADJUSTED CHARTS

Many chartists hold that vou should
not even pick up a charl withoul
consulling volume figures. The truth
is, most people don't even look at vol-
urmne, let alone know how 1o use it

Classic charling employs volume Lo
confirm price movement. The over-
simplified rule says price moves
accompanicd by increases in trading
volume are more apt to be trends.
while those in which volume stays or
falls ofl are not.

Fans of volume-based charting
such as the Equivolume method
believe there is more to it. Volume-
based charling methods are some
of the more interesting and innov-

F it L

somelime during the 1880-
90s, when it was called
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alive, yel also some of the leasl

popular,

Omne approach, the Equivolume
method. turns the traditional bar
into a hislogram — a bar fattened
according to the amount of volume
that day. This helps illustrate and
discover new patierns in the rela-
tionship between price and volume.
The classic rule about volume stated
above, for insiance, can be shown
by the laller rectangles during
upside breakouts: thin reclangles
are only temporary profit-taking cor-

hond
method].
Stock

thank

Arms

reclions (see Fig
7: "Daily U.5. T-
futures:
Equivolume

market
timing gur Rich-
ard Arms is to
for this
method (see “Rich-
ard Arms: Keeping
Markets Within
Reach,”
Firtures, October 1992, p. 98).

Fig. 8: Logarithmically scaled S&P 500 vs. Arithmetically scaled

TECHNICAL ANALYSIS/CHARTING SOFTWARE COMPANIES

ADP Financial Indormation Sarvices
[312) 739-2000, fax (312) 730-2308

Bl
(B0 532-5400, fax (801) 532-3202

Bosscher Capilal Management
{612) 484-1157

Bulish Review Software

Phonatfax (G12) 423-4843

CISCO

(B0 B00-T227, fax (312) 341-1494
Coast Investment Software Inc.
(B13) 3463801, lan (313) 346-3001

Cormeraty Systems Inc. (CS1)
(407) 232-BEED, fax (407) 392-1379

The Crosty Co.
(T00) 790-1711, fax (708) 790-1763

[elta Society Insemational
(9107 £38-0500, fax (910) 698-0356

Do Jonas Business Infomation
Services (800) 815-5100

Dow Jones Telerate
(201) 534-5500, fax (201) 933-5455

Dynacomp Ing.
(716} 265-4040

Equis Intarnational
(B00) BA2-3040, fax (BO1) 265-35049

Exted Financial Ine.
(2003) BST-7400, fax (203) B57-7444

M Labs
Phoneffax (B0F) 261-7357

Futrac Lid. {LLK.)

{44} (B7} 402-T164,

fax (44} (1) 402-T162

Futurelink

(B00) 553-2010, fax (319) 277-TR36
Futures Pager Lid.

{44 (71} BO5-2400,

fax (44} (71} BOG-BETEH

Giannsolt Publishing Co.

(50 548-5000, fax (S09) S43-4679
Glance Marked Data Sarvices Inc.
(G0 S6-BR30, fax (604) 526-B819

Golden Godse Fund [
(206 B27-2743

Greenstone Softwar: Inc.
(D05} B40-52562

Gieny Systems Lid,
[B0:2) 299-1010, fax [502) 299-10949

Halliker's Inc.
[417) 88266497, fax (4117) 886-5180

Infstes ULK.]
{4 (T1) B14-5222,
fae (44 (71) 814-9221

Intemational Pacific Tradng Co.
(B00) 444-5393, lax (714) 498-5263
J&H Research and Trading

(TOR) 443-5000, {708) 245-6858
KOl

(317) 497-2220

Kraght-Ridder Financial

(B0} 526-3282, Fax (312} 4540233
Libesty Research

(B00) 3270090, fax (512) 3292766
Market Ans Inc,

(214) 7A3-67H, lax (214) 7TRI-ETIE
Markat Timing Managarment fnc.
[405) T22-5402, fax (405) 721-5082
Media Logic Inc.

(B00) 305-7575, lax (512) 328-4167

MESA
(8O0} GIEITZ oo (805) BE9-1354

Micre Trading Software Inc
(203} 7627820

Mistic Software & Trading Co.
[208) E5T-2743

MNAVA Daveloprment Corp,

(800} 5320041, 12 (715) T54-1410
MawTER Industries

(213} 874-6668

Morth Systems

(503) 364-3025, o (503 3315829
Omega Aesearch Inc.

(305} 270-1095, fax (305) 270-8919
The Pardo Corp.

(OB} 44 1-0101, fax [F08) 4410104

Par Tech Software Systems
(415} S46-5015, Tax [415) S46-5319

The Penta Group {Aussria)

(43 [1) J30-0879,

fax (43} [1) 3300978

Pregigion Ivvestment Sendces Ine.
[0} 273-2733

Profiunity Trading Growg
[204) 3410202, {ax (205) 341-0277

Prowiew Professional Sendaces
[212) 425-TTE5, (B00) GO5-4222

Ret-Tach Soltware Inc,

[7048) 382-3503

Revenge Software Inc,

[516) 271-0555

RMC

(408) T73-8715

Roberis-Slede Inc.

(B00) 4331276, fax (801) 373-2775

ATH Soltware Ing,
[319) 5100608, fax {319) 510-0a09

SASHE Software Com.

[503) 625-5364

Savant Software Ing,

[B00) 231-9900, (503) &471-0400

The Small Investors Software Co.
[B00) 829-9568, (516) 506-0218

Software & Electrical Enginaering
[203) 456-2022

SPH Inc,
[703) 590-B635

Telescan Inc.
[BO0) 324-R246, Tax [713) 952-7138

Tierra Del Fuego Lid.
[313) 449-B306, fax [313) 440-8580

Tomdan Ca.

[T02) 261-0417

Tools for Timing

(800) 325-1344, fax (812) 93B-1275

Townsend Analytics Lid.

[312) 6210141, lax (312) 621-0487
Trader's Edpe Inc.

[B00) 659-1964, Tax (503) 3451537

Trading Educators Lid,
[512) 2600727, lax [512) 259-0747

Trading Techniques In.
[216) 645-0077, fax [216) 6451230

Treding Tools Co.
[T15) 833-1515, fax (715) B33-8040

Trendsetter Softwarne
[A00) #25-1852, fax (714) 547-5063

Market Profile

Missing [rom these pages is a
description of the Market Profile
method, pioneercd by J. Peler
Steidimayer and the Chicago Board
of Trade. Like point-and-figure chart-
ing, the Markel Profile approach is
both chart and indicator.

Beeause of space constrainis —
Market Profile charts require a lot of
elbow room — the method will not
be explored in this boolklet.

THE CHARTIST DEBATES

Yet all is not settled in the charling
realm. Many analysts and commen-
tors complain bar and candlestick
charls have a drawback when you go
beyond the weekly and monthly
analyses — arithmelic scaling.

Mosl fulures and stock price
charis are arithmetically scaled. In
other words, a move from 150.00 to
151.50 looks the same as one from
450.00 to 451.50. But in percentage
térms the earlier 1.50 poinl rally
amourids to 1.0%, while the later one
constitutes a mere 0.33% move.
Logarithmic and semi-logarithmic
charts adjust lor the difference
between small and big numbers.
Notice the dilference in the two
monthly S&P 500 index charls
showmn sinee 1970 (above).

A note should be made concerning
spread charts. Unless they trade as a
separate markel themselves, spread
and ratio charts usually are not
charted by themselves in any of the
above [ormats. Instead they are rep-
resented by a simple line charl.

Whether traditional charting meth-
ods and technical analysis apply Lo
these charls with equal attention
depends on the spread. The basic rule
is, if people are watching it, the tradi-
tional pallerns may hold. If you
cooked up some odd ratio on your
o, it's most likely new territory.



Chart Patterns

One price point is virtually useless when analyzing a market;
you need enough price points to indicate a pattern. Here are

some examples...

Fiy the Edilors of Fulures

lotled on a grid, a dot repre-

senting the currenl price pro-

vides the trader with two valu-

able pieces of information — a
lime and a value. Yel, without any
other data, it's like being al the "You
are here” sign al a large shopping
mall with no diagram to tell you
where “here” is.

An isolated price isnt useful in
vour trading unless you have olher
prices to put the market into per
speclive. As Lhe initial chapler in this
booklel indicaled, most traders use
charis to portray this price action. A
chart is simply a history ol prices —
a map ol where prices have been and
which some analysts use to envision
where they might be going,

The challenge for a irader is figur-
ing oul whal will happen when vou
come to what Alexander Elder calls
“the: hard right edge” of the chart,

“"Each price is a momentary con-
sensus of value of all market partici-
pants, expressed in action,” Elder
says in Trading for a Living. “Price is
a psyvchological evenl — a momen-
tary balance of opinion belween
bulls and bears. Prices are created
bv masses of traders — buyers, scll-
ers and undecided people. The pat-
lerns of price and volume relleet the
mass psyehology of the markeds.”

Bar or line charls are the most
popular way io track prices and to
look al the psychology of the market.
No matter what a markel has done in
the pasl, it will do one of two things
in the future: Continue what it has
been doing or change direction. As
mass psychology shifis, price pat-
lerns form. Looking at similar pat
lerns in the past, you ey be able 1o
surmise what a market will do next.

However, several points need to be

emphasized belore going any urther:
First, whal you "see” on a chart may
nol be what others see, Construacting
a bar charl is relatively mechanical
and siraightforward: reading what it
says is an art. Somelimes inlerpret-
ing charts may require as much cre-
ativity as lhe linest arl.

Second, a price chart alone may
not be enough to make a rading de-
cision. Anyone can poinl o a botlom
and a lop on a chart and say, “If you
had bought here and sold here..” Vi-
sual analysis is only one bading ool
In the compuler world, technical
analysis can incorporale many other
signals quickly and casily.

Textbooks have been written on
chart analysis, and many books on
trading cover technical analysis. This
booklet covers most of the basics of

bar charl analysis. This chapter
focuses on contimualion pallems; the
next one on reversal formations,
Sometimes a pattern can be either,
and it is only in hindsight that you
can identify the clues, As wilh any
art, only practice will help you.

Trendlines
Drop a chart in front of almosi any
novice, and he or she can probably
tell you the trend. An uplrend is a
continuous series of higher highs
and higher lows; a downlrend is a
series of lower highs and lower lows.
“Trade with the trend” is a basic
tenet of successful trading, so identi-
fring the trend is where chart analy-
sis begins. The stralegy is simple: As
long as a trend is intact, stay with il.
MNearly every bar charl displavs

Fig. 9: The trend is your friend
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One important thing a chart can tell you at a glance is the price trend. When one trendline is
penetrated, a new trendline can be drawn at the reaction low, which may be the bottom of a
flag [E). Quite often, the new move will stop or at least panse at 50% of the previous move,
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trends of some lype. The March T-
bond chart, (Fig. 9, has several. the
mosl nolable the uptrend from 106
in May to aboul 119 in Oclober (A),
The approximately 45-degree line
connecting the bottoms identities a
major irendline. The longer Lhe
trendline and the more limes prices
louch it, the more reliable il is and
the more support it ollers the market
when prices test it

Trendline A has three points of con-
tact, as drwn. I yvou use only closes
for trendlines, you'd have more con-
iact points on this charl and a slight
Iy different level of suppori. Thal’s
part of the art of charl analysis.

The firsi trendline in this overall
move [C] is the stecpest — typical as
a markel breaks into a new trend.
Bul the steeper the trendline, the
harder it is o maintain. Alter a break
through trendline A and a low al 113
in Novemboer, another trendline (13)
could be drawn, using the new low.

Trendline C also has a well-defined

“channel,” a relatively narrow band of

price action within two pamllel trend-
lines. Onee a channel is established,
close markel lollowers might use
“breakouts” of the channel lo esiab-
lish positions, or they mighl use the
channel trendlines 1o buy at the bot
tom and sell at the top of the channel.

Trading range or sideways markets
Another type ol “lrend” or “channel”
conlinuous lormation is a sideways
move. In the caltle chart (Fig. 10).
prices drifi. sideways for months in
about a 2 1,/2-cenl band, then move
into an even narrower 1-cent range
in Oclober.

A similar situation exists on the
-mark chart (Fig. 11). where four
lops scem fo make the G200 mark
14, B, C and D) a formidable obsta-
cle for any [lure upmove, Bul the
D-mark band is wide enough lo
allow short-term trading opporiuni-
ties whereas the narrower band in
catlle covers only a $4100 range, a
small window for setting up prol-
itable trades excepl [or perhaps an
optiom seller.

You can use the tops of channels
to sell and bottoms Lo buy, assuming
the market will reverse ils course at
those resistance points lo slay in the
range when a trendline is lested. But
you must be cantious with this con
tinuous formation: When the market
breaks oul [fom a double, triple or
multiple top or bottom of a lrading

Fig. 10: The sideways trend
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A sideways market stores up a lot of energy. If the band is wide enough, you can sell as prices
approach the top of the band and buy at the bottom. But once prices break out, watch out!
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Fig. 11: Keeping the lid on
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When prices back off after reaching a previous high, it's a sign of resistance. When it happens
several times, the barrier is difficult to penetrate, suggesting prices will stay below that level,

range, the pent-up energy can pro-
duce a significant move in the direc-
tiom ol the breakout [see the chapler
on “Trendlines").

Triangles, flags, pennants

Markets seldom go straighl up or
down. In most cases, congestion
areas, pauses or resting periods de-
velop as prices react against ihe
main trend, perhaps for days or
woeeks, As bears and bulls sort out
the dominanl psychological loree in
the marketplace, chart pattems may
develop that suggesl a lurn in direc-
lion or a continuation of the larger
trend already in place,

Patterms that suggest continuation
include symmetrical triangles ("D on
the T-hond chart (Fig. 9] or "B” on
the crude oil chart (Fig. 12), using
Lthe dashed line], ascending and
descending Lriangles (A “E” and “F"
on the gold charl, Fig. 13) and flags
(“E" on T-bomds, "C™ on gold. "B" on
crude oil, using the solid ling), These
aren’t the only examples ol lorma-
Hons on these charts nor even the
besi — this is a subjective art.

The names describe how the for-
mations look. With iriangles, prices

7
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tend to trade in a narrower and nar-
rower area or coil before springing
oul with another strong move, CALU-
TION: It may nol be in the direction
ol the trend; triangles also can be
reversal formations.

The breakoutl of an ascending or
descending iriangle that develops
during a {rend usually is through the
Mlat side of the lriangle (see gold
chart, Fig. 13). Bul nolhing is
“always” in charl analysis, What
looks like a triangle could be a rising
wedge with dillferent dynamics,
depending on where you pul the lines
[see "A" on crude oil, Fig, 12).

A flag formation is a short-term
trend against the prevailing trend —
a bear flag in a larger bullish trend
("E" on T-bonds (Fig. 9. “C" on gold
(Fig. 13)) or a bull [lag in a bearish
move ("B on crude oil (Fig. 12), using
solid lines). The best examples come
alier a sharp “flagpole” move.

Measuring a trend

Il a charl paltern suggests a trend is
to continue, how long is it likely o
do =0? Again, nothing is certain. bul
chart analysts have ways to projecl
late how much of the old trend the



new trend will “retrace.” They use
these projected “retracement” levels
as objectives for the new move.

On the T-hond chart (Fig. 9), the
uplrend started just below 106 and
the high was aboul 121, To projoct
how far the downlrend reaciion
mighl conlinue, some analysts use
Fibonacci numbers or Gann tech-
niques 1o find targets al several lev-
els. Thal's Loo deep for this basic
article, One of the most popular con
cepls, 50% retracements, was the
basic premise of a whole book on
trading a lew years ago.

On the T-bond chart (Fig, 9], 50%
of the long-lerm uptrend put the
target just above 113, where the
market, in fact, did turm back up in
mid-November, Note that level coin-
cides with the congestion area that
ended the uplrend channel (C). a
logical place to expect suppart.

Formations themselves also can be
used to project the extent of a move.
After prices broke above resistanee al
"A" on the gold chart (Fig, 13). they
formed a flagpole (B) and a Mag for-
mation (C). As prices broke above the
top of the flag, the length of the flag-
pole (545 per vz could be used o cal-
culate how high prices might go. Just
add $45 (o the boilom of the flag and

Fig. 13: Measuring the move
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distance from the top to the base of the descending triangle (F], subtracted from the base,
projects a low of about 5325, This move didn't go that far, suggesting a strong market.

you gei something like $413 per oz,

only slighily below the actual high.
You can caleulate similarly with the
descending lriangle on the same
chart. Figure the difference between
the high and the base of the tiangle
(again. about $15) and subtract that

Fig. 12: Is nothing saying something?
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Sometimes gaps on charts are “common” and indicate very little. In other cases, price action
on one side of the gap will be mirrored by action on the other side, with the distance from the
high to the gap matched by the distance from the gap to a projected bottom.

oo BuiunlEournes

Hndpma FLTLERSN ST

from the base to get the downirend
target ($325). Here the downtrend
found suppert near whal had pre-
viously been resistance [at Al. and the
market didn't reach its triangle Largel
Another continuation lormation
amounts to nothing — thal is, there
is no formation but a “gap” or a price
level where no trading takes place in
a running market. This can be a
“measuring gap” that marks the
halfwayy point between a bottom and
top or vice versa. Nol every gap has
meaning, and some measuring gaps
may tum out to be exhaustion gaps
that indicate a reversal, not a contin-
uation, of the Irend. Bul a cormectly
diagnosed measuring gap can be
helplul in projecting a price objective.
On the gold chart (Fig. 13). a gap
in May was parl ol the (lagpole [near
). The difference from the bottom of
the move to the bottom of the gap is
roughly $25. Adding that to the
price level at the top of the gap gave
a projection closer to the first top
(E). although the extended ag may
have wiped out your hopes such an
objective would ever be reached.
Loak at the crude oil chart (Fig. 12).
Could "C” be a measuring gap hall-
way between the high at $19.20 and
a low projected to be well below %14
per barrel? It looked like it as this
article was prepared, vet... Again, this
is an art, not an exact science. Thal's
the dilerroma when you're operating al
the hard righl edge of the charl. M



Trendlines

Identifying a trend — and when it is about to begin or
end — is the first step toward successful trading.

Here’s why...

Biy the Ediiors of Fulures

or many traders who use tradi-

lional high-low-close bar charls

to analyze price action. the

maost significant factor to iden-
tify is lhe irend as revealed by the
trendline — the line drwn across
the bottoms ol price action as an
uptrend records a series of higher
lows and higher highs, or the line
drawn across the tops as the market
eslablishes Iower highs and lower
lows in a downtrend.

Mearly any bar chiarl can be used
to illustrate trendlines, whether
the time pericd of an individual
bar is a month, week, day or intra-
day. As long as the integrity of a
lrendline is maintained, the trend
conlinues, and posilion traders
may find il risky to go against the
trendl. The more a trendline is lesi-
ed and Lthe more points ol contact
on the trendline, the stronger it is.

Bul all irendlines are penetraied
at some point. When il happens, it's

Fig. 14: When the trendline breaks

like an alarm bell:

® Will the trend in place
resume and continue
the previous move?

® Or will the trend
change?

The previous chapler.
“Chart Patterns.” covered
lrisngles, Oags, measur-
ing gaps and other charl
signs indicating thal a
trend is likely to continue
and how far it could go. | 1]
Some other chart pat- lh'.lﬂﬂ‘ ’HJ
terns suggest a trend Bt
may be ending and
anolher is ready (o begin, T

Oftenn. the chart
action may look quite
similar. Remember,

CORN

Fig. 15: Targeting a reversal zone
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When a trendline [A) breaks, prices may hit a high (1], settle
back to the trendline (2] and then break out (3] to the new
bigger trend. This gap () suggests the next reversal target.

chart analysis is an art,
not a science, and you
mey apply it lo your trading dilfer-
enilly than some other trader does.
Depending on your trading style, a
reversal pattern may suggest a
move thal is too shori-term or, for
some other reason. may not be
worth trading for
you. Or, in this
compuler age, you

T-BONDS i M 712200 may use indicators
”{L 12000 to analyze mo-
B a 11800 mentum or cycles
' 11600 or other factors
111400 hefore vou make a
1A1znn  trading decision.
111eon This chapter looks
1 4pa0p only at some ol the

'-"-m% retracement | 10400
of May-October
upmove

basic bar chart
reversal patlterns,
Alihough the con-
cepls apply Lo any

1 10600

1 10200
| o000

Apr May Jun’ Jul  Aog Sep Oct Nov Dec Jan

A broken trendline Is one sign a trend may change as the steeper
trendline A gives way to B, then B to C at the 50% retracement
level, and C to D. Key reversals [numbers] aren’t always helpful.

time period, most ol
the examples are
daily charts.
Trendline analysis
Breaking a trend-

line is the simplest,
9
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most basic charl reversal patiern.
Il could be a false move or a lrap,
of course, bul a break above aor
below a signilicant trendline usu-
ally signals some new market
action you need to watch — a new
trend in the opposite direction, a
pause or shori-term congestion in
the dircetion of the longer rend,
or perhaps just a shift to a side-
wiys markel.

Trendlines often supply important
“support” and “resislance.” Suppor
is anylhing underlying a markel
thatl tends to 1ill price levels up;
resistance is anything that iries to
stop an advance or hold a markel
down. In the battle between market
bulls and bears, a trendline ofien
hecomes a cracial supporl /resis-
Lance [aelor in delermining whether
a trend will continue or reverse. Il a
market reverses, support often
becomes slonl resistance and resis-
tance can become a support area.

If the T-bonds charl (Fig. 14)
looks familiar, it should: It is the



same chart used in the previous
chapter to show continuation pat-
lerns during Lhe slrong May Lo
October uptrend. The first signifi-
cant penetration of the steep inilial
uptrending channel (A) produced a
shorl-lerm reaction that became
the base for a strong (rendline (1),
Thal was the mosl prominent lea-
ture on traders” charls for abouwl
three months. When that irendline
was broken, the decline was signili-
cant until new lows became the
basis lor new lrendlines (C and D).

Motice the significance of the
trendline (A) on the corn chart (Fig.
15) and many of the other charts
shown. The corn charl also shows
several other features of trendline
brealks:
® As prices move through a trend-
line, they sometimes do so with
such vigor they leave a gap. some-
times called a “breakaway gap.”
® And, quile ollen, prices also lend
to return to the old trendline (at 2)
to test the validity of the move — a
casc ol old resisltance becoming
New Support.

Trendlines are at the core of
chart analysis and are part of
many charl formations. Pencirating
one of these lines doesn’t guarantee
anything about the next move, bul
trendline analysis does give you
important clues aboul whatever
lormaltion you are studying.

The next reversal

When a trendline is broken and a
new lrend beging, Lthe lirst thing
some charl analysis want o know
is how far the new trend might go

Fig. 16: Island hopping

and al what point this new
trend might reverse. One
possibility is a 50% re-
tracement level or a “cor-
rection” that takes back
50% of the market’s previ-
ous move, as Lhe T-hond
chart (FFig. 14) illustrates,
There is no magic about
50% — some traders use
eighths of a previous move
or Fibonacci ratios that
are oo complex for this
basic article. Bul these
are chart points where
analysls expecl Lo find
new supporl or new resis-
tance Lo turn Lthe new,
shorter lrend around.
Another possibility lor
caleulating the next rever-
sal target is the “measur-
ing gap.” discussed previ-
ously as a continuation
patiern. If the gap on the
corn chart (Fig. 15). cen-
tered on the $2.80 per bu.

Fig. 17: Applying the pressure
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Like the Eurodollar, this S&P chart shows pressure from
both sides. When prices break above top resistance,
they often fall back to that level to test it as support.

mark (], is a measuring
gap halfway through a
move, the next place to walch for a
major turn would be the $3.10-
$3.15 arca. One trader's continua-
tion clue may be the basis for
another's reversal prediction.

Key reversals

Cme chart {ealure ollen mentioned
in market summarics is a "Key
reversal:” In an uplrend, a market
drives to new highs and then closes
on or near the low and below the
previous period’s low; in a down-
trend. the market hits new lows and
then turns around
Lo close on or near

P the high and
ff—ai 5 80 above the previous

Exhaustion gap .~ & {580  period's high,
Left gaFII L_ﬁ “4 Breakaway gap 1 5 40 While they may
shoulder H*l . . F || 520 be 1)91)111ar in
| gy Riat p"ﬁ {epg technical trader
' w ' J ' #',Ijh ik ' { 48 talk, the problem
J i J W‘"H igo |5 Key reversals
r#-u 1 ] 4'40 are nol very reli-
J Il: | able. Some would
L o say Lhey are no
SILVER g belier than 50-50
7 in projecting act-
1280  al turns. On the
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Reversal patterns here include a head-and-shoulders top, island
reversals [A, B) with exhaustion and breakaway gaps [arrows) and
a 1-2-3 W bottom. The neckline [C] break projected a lower low.

T-bond chart (Fig,
14), lor example,
nine points [you
mighl see olhers)

are labeled as key
10

arann FinsrSmens

Source Fulreboree
reversals, a few covering several
days. As yvou can see, their record
on predictability is mixed.

An “island reversal,” which may
take several days to develop, lends
to be a more reliable bar chart
reversal pattern. The price action in
an island reversal formation is iso
lated from what happens belore or
aller thal period and is nolable
boeause it usually stands out on a
bar chart. On the silver chart (Fig.
16), one island reversal is a lop (Al
anolher a botiom (I3).

Going into the island reversal, the
markel leaves an “exhaustion gap,”
a price level where no trading takes
place as traders scem o pul every-
thing into one last gasp io continue
the trend. The “island” is a bar or
several bars that push to a new high
or low before closing on a low or
high. On the righl side is a "break-
away gap.” a familiar sight as a mar-
ket begins to move away from the
proevious trend and picks up steam.

Sell resistance, buy support
Another market axiom based on the
coneepl ol supporl Sresistance s1p-
gests, "5ell double or lriple lops;
buy double or triple bottoms.”

Note the lirst lop around 96.60 on
the three-month Eurodollar chart,
(Fig. 17). As the charl produced an



ascending (rangle patiern over the
next five weeks, prices reached
96.60 two more Limes before being
turned away as markel resistance
grew slronger. Similar pallerns
show up on the S&P 300 chart, (Fig.
18, previous pagel, with tops in the
472 arca, and on the sugar chart
(Fig. 21). with tops armmd 11.10¢
per b,

So whal do you do on the third or
fourth thrusts at resistance in Jan-
uary? Pressure [note arrows on
charts) [rom a rising trendline sup-
ports a strengthening market: pres
sure from resistance al an old top
sugrests a reversal. This is when
trading al the “hard right edge of the
chart” becomes much more difficult
than looking at a chart in hindsighi.

One approach is, until a market
proves olherwise, lthese patterns
should be treated as reversals and
you should sell cautiously! — here's
where your money managemenl
skills arc most important). If the
markel docs break above resislancs
to form a larger conlinualion pat-
tern, it would nol be unusual for il

Fig. 19: Fast and slow turns
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Markets can turn abruptly in V tops and bottoms [above],
or they may take a while, as the rounding or saucer bottom
below illustrates. Each can present positioning problems.

Fig. 21: Seeing a portrait
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Sugar provides a head-and-shoulders top, a nechline (B) that is broken and tested and a series
of tops that suggest a reversal. In this case, trading trendlines [A. €, D, E] looks good.

to setlle back to the resislance line
o cheek il out as the new support
arca.

Vs and saucers

Some volatile markets tend Lo
spike up or down and then react
in the opposite direction almost
immediately in a reversal action
that looks like a “V™ on a bar
chart. Others seem to take forever
to establish what look like “round-
ing” or “saucer” tops or bolloms.
It'= hard Lo catch a V top or bot-
tom, and the saucer Lop or bottom
may be so slow in devel-
oping that il will try any
trager’s patience.

460 Lumber, pork bellies,
440 sovbeans or metals might
420 be better candidates lor
400 breathtaking V forma-
380 tions. But the weekly
. 360 Hansas Cily wheat charl
340 (Fig, 19) shows il can
320 happen in a commodity
ggg where reversals normally
sgo take time. Nole thal as
2410 prices on Lhe Chicago

wheal chart (Fig. 20)
broke above the right Tip
of the saucer in the
$3.20 per bu, area, they
did so with a gap and
then came back Lo lest
that area before moving
oul of the saucer hottom
formalion.

Canls per b

Head-and-shoulders

Perhaps it's just the
name Lhalt makes il
memorable. bul head-
_ and-shoulders tops or
1300 hottoms are among the
best-known chart rever-
sal formations. Some-
limes traders strelich to
see a head-and-shoul-

ders, but the breaking of
11

Saiirce FalumeSounce:

e

'AugISaﬁIDd L Mov Dec’ Jan

This copper chart shows that a head-and-shoul-
ders, even if it doesn't always look perfect,
works on the bottom, too, as the break above
the nechline [A)] reverses the old trend.

a neckline does tend Lo provide good
clues about marked direction.

In a head-and-shoulders top, the
market drives fo a high, then reacts
downward in whal may be a [lag
continuation formation to form the
“left shoulder.” Then it propels itself
back up lo a new high to form the
“head.” As prices {all to complete the
head. they hit a low reasonably in
line with the bottom of the move
between the lefi shoulder and the
head before reacting back up in
whatl may be another flag formation
Lo form the "right shoulder.” The top
of the right shoulder is somewhal
close Lo the top of the left shoulder
but not as high as the head.

The “neckline” connecting the two
lows [ormed by the shoulders is the
key point. As prices move down from
the right shoulder and penetrate
below this neckline, that's the signal
to sell. Some analysis measure the
distance rom the top of the head o
the neckline and project that the bot-
tom will be the same distance below
the neckline, but that doesn'l seem
to be a sure thing on many charis,

To be a true head-and-shoulders,
the formation needs to come at the
end of an extended move, and the
pattern of irading volume should
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be roughly the same as the pattern
ol prices,

The head-and-shoulders isn't
always prelly or exact, as the
examples illusirate. On the silver
chart (Fig. 16), the island reversal
formation (A) is part of the head.
When the neckline (C) — jusi
another trendline? — is penetrated,
the price drop accelerates.

On the sugar charl (Fig. 21), the
breaking of the neckline (B] coin-
cides wilth the break of a longer-term
trendline (C). Note thatl several
weeks alter breaking neckline sup-
port, the market comes back to test
this line, which has become resis
tance. However, this is one of those
markets where, at least in hindsight
it wiould have been simpler and more
profitable just to have traded wilh
the major trendlines (A, D, E].

The copper chart (Fig. 22, previ-
ous pagel, shows that all the same
principles apply to head-and-
shoulders bottoms. In this case,
the right shoulder is a key rever-
salfisland reversal [A).

It takes a little more imagination

Ms and Ws and swings

Perhaps the best chart reversal pal-
tems are “M” tops and “W" bolioms.
They may look quile similar io the
double tops or bottoms described
above, but Ms and Ws usually aren’t
that perfect. They also resemble the
head-and-shoulders formation bl
are missing a shoulder.

The formations also are called 1-
2-3 swings and can be fine-iuned to
any tme pericd, The primary thrust
ol some newsletter services is just
identifying 1-2-3 swings.

In an M top such as on the Swiss
franc chart [Fig. 23), prices hil a
high, drop to a reaction low (1), rally
back (o a high (2] that is not as high
as the previous high and then fall
again. When prices drop below the
reaction low [3), that's the signal Lo
sell. I 2 goes higher than the previ-
ous high or if 3 does not drop below
1, forget the formation,

Note on the this charl thal the 2
could have been placed two weeks
earlier but that the potentially earlier
3 did not [ollow through with a drop
below 1 to give you a sell signal.

A similar pallern can be

Fig. 23: Swinging with the Ms and Ws seen on the W bottom.

3 SWISS FRANC

Letars © Alsp note the 1-2-3

] ?1?3 counts on the corn (Fig.
s 15) and silver (Fig. 16)

| charts.

{ Bas While 1-2-3 swings look
1 ggq  easy (o (rade in hindsight,
1 gga  it's like the old Will Rogers'
1+ 677 admonition: Il a stock
1 670 doesn’t go up, don't buy it
1 .B63 The secary part here
1 B56  comes at 3 where you
B49 wanl to enter the mar-
ket. Thal's Lypically a

Sep Ot Mo Dec

M tops and W bottoms, also shown on several other
charts, provide good reversal clues when 2 is lower than
the previous high (M) or above the previous low [W].

Jan more volatile area lor

lrading, and you may nol
be able to get into a posi-
tion you want. Or,

because congestion often

Saurce: FulreGaurae OCCuUrs at breakoul

to sec a similar formation on the
corn chart (Fig. 15). where a possi-
ble “neckline” (B) is more level. You
also can imagine a head-and-
shoulders botlom on the right side
of the T-bond chart (Fig. 14) with
the left shoulder at 7, the head at
& and a neckline at 116-24 (9)].
However, these examples do not
aceur al the end of extended down
moves so purists mighl be unlikely
to consider them head-and-shoul-
ders formations.
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points, the market may go into a
wide enough trading range that it
lests your nerve — and your mar-
gin account.

But, as we concluded in Lhe
last article, that's the way it is at
the hard right edge ol the charl
Identilying {rendlines and recog-
nizing price palterns will help
vou, but chart analysis is siill a
subjective business Lhal is only
one parl ol the lormula lor suc-
cessful trading. FM



Moving
Averages

There are many ways

to identify trends. Using
moving averages is the
most popular. Here are
some considerations for
using this approach...

Simple moving average

Day Close Sum . ;
May 18 105.0628 ] rmuumber of days in the moving average.
May 19 105.625
May 20 105.625
May 21 105.15615
May 24 105.6875 through time.

May 25 1055
May 26 106.3125
May 27 106.5
May 28 10578125
June 1 107.25 |—=1058.4999 divide by 10 = 105.84898 105-27
June 2 107.25  1060.6074 106.06874  108-2
June 3 10746875 106253115 106.253115  106-8
Jurne 4 106.20625 1063.8124 10638124 10612

T-BONDS
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Fig. 24: Simple 10-day moving average
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Eiy the Edilors of Futures

ven the most experienced frader
who has developed a “lecl” for
what the charts are saying will
dmit reading a charl for trend

clues can be a very subjective art.

Some trends, trendlines and price
[ormations are obvious in hindsight,
as pointed out in the two previous
articles on traditional bar charts in
this classic trading techniques series.
But even when you spot a trend
eurly, chart analysis often is nol very
precise, whether yvou are looking at a
charl on a screen or using a pencil
and a ruler on a printed chart.

Ome method to find more specific
reference points for trends is with a
moving average.

You probably are familiar with an
“average” — “the numerical result
obtained by dividing the sum ol lwo

or more quantitics by the number of

quaniities,” as Webster defines il. A
moving average is simply an average
ol prices lhal "moves™ as cach new
price becomes available.

A moving average provides exact
prices for a mechanical {rading sys-
tem Lo enler or exil a markel — no
eychalling a chart for trendlines and
no judgments aboul Lthe message a
chart lormation may be giving.
Moving averages are probably the
most popular way to delecl price
trends and are the basis of many
trend-lollowing trading systems,

There are several lypes ol moving
averages, hundreds of tme periods 1o
consider and countless possibililies
for combining moving averages or
setting up moving average-based
trading strategies. Many traders
today naturally tum (o their comput-
ers and analytical sollware programs
if they are interested in calculating
and testing meving averages.

This chapter, however, will cover
only some basic details of moving
averages. All examples are based on
.5, Treasury bond [ulures, a good
illustration of whal happens to mov
ing averages in both trending and
congestion periods. All references to
“day” apply lo any time period cho-
sen, from a minute o a monih.

A simple moving average is an average of a selecied number of prices.

= (P1 + P2 + ...Pn}/n

where P1 is the price for day 1. P2 the price for day 2. ete. and n is the

The table shows the caleulation using closing prices for a simple 10-
day moving average at the beginning of the T-bond chart shown. On
June 2 add the close for thal day and drop the close for May 18. on
June 3 add that close and drop May 18, etc. as the average moves

In its simplest form, when prices are above the moving average line
on the charl. you are long; when they go below the moving average, you

are short. The 10-day moving average triggers several false signals dur-
ing the long uptrend. The 20-day moving
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Fig. 25: Simple 20-day moving average
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| What price? Belore you get into a mov-
ing average syslem, you must deter-
mine what price to use. Many moving
averages use the closing price at the
end of the day [time period). How-
ever, Lhe close may not totally repre-
sent the tone of the market. You may
use an average of the open, high, low
and close, Or you may use a moving
average of the highs and another
moving average ol the lows o pro-
duce an envelope or channel on the
chart. Or you may use a moving
average of a live-day or 10-day aver-
agde price.

You have many choices, and they
are not all limited to price. You can
also build moving averages involv-
ing volume, lechnical indicators or
other market inpuls. Your only lim-
ilation is vour imaginatlion.

Whalever price you use, keep in
mind your moving average will lag
the market because all the numbers
you use are from the past. Your
choice of prices won'l change that.

How many prices? Nexi vou musl
choose the number of days (o inchade
in a moving average. The shorter the
lime period. the more likely the mov
ing average will fluctuate erratically
and the more trading signals you will
gel, especially in futures markets. A
longer time frame will give you a
smoother moving average but may be
slow gelting you in or out of trades.

Much of the choice depends on
how close to the market you want o
be. Some traders seleel time periods
relaled o price cycles and may have
different moving average periods [or
every markel. Some go wilth the pop-
ular studies, The length of the mov-
ing average will be one of the most
crucial decisions you make,

What average? A simple moving aver-
age places equal value on every price
for the time span sclecied. You add
all five, 10, 15 (or as many prices you
want} together and divide the sum by
the number of prices used. When
vou gel a new price, add il into the
calculation and drop off the oldest
price. In a simple 10-day moving
average, Lthe price 10 days ago is as
important as the price loday.

Bul suppose you think the most
recent prices are more important
than older prices. A weighted moving
average puts more emphasis on
today’s close than on the close 10
days ago. Fig. 26 shows one way, bul

Fig. 26: Weighted moving average

Day Close  Weight Sum A weighted moving average gives
W —] more value to recent prices — in this
Ejf _:g 1?350232 a ; = 102":;625 case, the June 1 price is multiplied by
v : L 11.25 10, the previous day's price by 9 and
May 20 1056258 x3= 316.875 50 on down to the May 18 price 10
May 21 10515615 4= 42062456 days ago multiplied by only 1. The
May24 1056875 x5= 5284375 | Sumis divided by 55, the number of
Ma; 25 1055 x6= Fp e NETT TR IS B 2 chicd
2 - moving average of 106-4 compared
May 26 1063125 x7=  T44.1875 to 105-27 for the simple moving
May 27 1065 =x8= 852 average for the same period.
May 28 10578125 x9= 95203125
June 1 10725 ¥i10= 10725 = 5835.96835
Total: 55 divide by 55 =
106.108515  106-4

you can weight a moving average
several ways to make il more respon-
sive Lo currentl market action.

As a new price is added. the oldest
drops oul ol the time window with
bath the simple and weighted moving
averages. That may eliminaie a valu
able piece ol inlirmation. The current
value in an exponentinl moving aver-
age includes all preceding prices for
that markel, even those belore the
time period ol the moving average,
although the impact of the older data
diminishes as new points are added.

An exponeniial moving average
uses a smoothing constant, usual-
Iy between 0.01 and 0.30, that
varics wilh the length of the mov-
ing average. Today's value depends
on the value calculaied [or yester-
day. See Fig. 27 lor details on how
an exponential moving average is
caleulated.

Regardless of the ype yvou choose,
the basic principle
of a moving aver-
age syslem is that
it there is more
buying pressure
than selling press-

T-BONDS

ure, price will be
above the average

and the market ol
will be in an up- . rﬁ‘
trend; il there is 1UJ 4
more selling pres- ,,r' i
sure, price will hE
drop below the o
maoving average, un Jul
indicating a down-
trend.

Moving average
systems  Irade
these crossovers:
Buy when prices
move [rom below
the moving aver
age line to above;
scll when prices go
from above the line

Aug

P1 is today's price

Sép _CJE Mo Dlléc
An exponential moving average includes all previous prices and
features a constant that smoothes the average.

EMA; = EMA, ; + (k * [P1 -EMA, )

where EMA, is today's exponential moving average

EMA,; 4 is yesterday's exponential moving average

| reduce whipsaws, some add other

wrinkles: The price musl move a cer
Lain pereent or price increment. above
or below the moving average, for
example, belore a position is taken or
before a siop is activated,

Is one enough? A simple system
might use the relationship ol prices
to just one moving average to gencr-
ate its signals. Bul some incorporale
short-term, medium-term and long-
term moving averages to improve
the odds that a signal really docs
indicate a new trend.

Popular combinations include
four, nine and 18 days, and five, 10
and 20 days. The lale Richard
Donchian made moving averages
popular with futures traders several
decades ago when he developed and
traded a system Lhal included five-
and 20-day moving averages [and
several other parameters). oy

Fig. 27: 10-day exponential moving average
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k is the exponential smoothing constant calculated by the formula
k= 2/(n + 1) with n as the length of the moving average.

For a 10-day moving average, k = 2/[10 + 1) = 2/11 =
0.1818. For a 20-day moving average, Kk would be 0.09523,

The 10-day EMA on this chart hangs doser to price action than
the simple 10-day moving average.
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Fig. 28: Combining moving averages for trading signals

Fig. 30: High-low moving averages
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Putting several moving averages together is one attempt to get more
refiable signals. This chart uses closing prices for simple five-, 10- and
20-day moving averages. The uptrend shows a nice alignment of prices
and moving averages until July. Then the most sensitive moving average
(five days) falls through both the 10-day and 20-day averages, and the
10+day average drops below the 20-day average briefly. That would
normally be a signal to reverse from long to short. However, the five-
day moving average guickly climbs above the other averages again, the

This channel is formed by a simple moving average of the highs for
the last 10 days and another simple moving average of lows for the
last 10 days, another possible way to combine moving averages.
Typically, you would use the bottom moving average of the lows as
the crossover line in an uptrend and the top moving average line of
highs in a downtrend. Prices dip into the channel a number of times
during the long uptrend but produce only one bad reversal signal
when they drop below the moving average of lows in July.

signal for another reversal hack to long as the uptrend resumes.

You can combine moving aver-
ages in a variety of ways, especially
il your trade mulliple contracts, The
bagic signal comes when a shorier
moving average moves above or
below a longer one,

Ideally, yvou'd like prices and the
moving averages to line up — in an
uptrend, prices are on top with the
shori-lerm, medium-term and
long-term moving averages in thal
order helow prices (sce Fig, 28,
“Combining moving averages lor
trading signals”). Il the short-term
average falls below the medium-
term average, thal can be your sig-
nal to gel out of some contracis or

Fig. 29: Displacing the moving averages

go (al, instead of reversing your
entire position as some always-in-
the-market systems dictate. If the
shorl-term average continues to
fall through the long-lerm average,
gel oul of all long positions and go
short.

You also can use moving averages
Lo make envelopes or channels
and then lrade the relationship
ofl prices Lo that channel [see Fig.
30, "High-low moving averages,”
above). You can set up all kinds
of other criteria with combina-
tions of moving averages.

Somelimes a moving average will
work best if you shift today’s mov-
ing average value
to a point other
than today. For

T-BONDS .1z example, a simple
- 1156 moving average

1l| i Jujry . 1118 for a 10-day peri-

g |-j} (e ]ll_ \ ! ] 113 od reflects price

rll il L ' HJ uTP action for the last

L/ EIFL[H -lj'drlﬂ\ i 11|1h H;’ 10 days, so per-

o s/ l[ r m 113 haps loday’s mov-

P e h"ﬁ 112 Ing average value

_.l'rrjrf ! — 10-day moving average 1191 should be placed
Y = 20-day moving average 110 halfway through

j q’ﬁ 108 that time at day
Jun Ju  Aug Sep Oct MNov Dec 1994 Feb five. The moving

average line then

This chart shows simple 10-day and 20-day moving averages
displaced half of their length ahead — today’s value for the 10-day
moving average is plotted five days ahead of today's price and the
20-day moving average is placed 10 days into the future. This
approach keeps you in your long positions through the July set-
back during the long uptrend, but the turns appear to be long and
costly — and nothing looks good on the right side of the chart.

would always be
live days behind
the current day's
price.

Or you may
want to advance
the moving aver-
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age a lew days. As a lagging indi-
calor, lypical moving averages
don’t provide largels lor [uture
prices. Bul shifting today’s moving
average value ahead Pamhlmhca
another reference point lor prices
and may reduce [alse signals (see
Fig. 29).

As with other moving average
techniques, you have many choic-
es you can test in this area.

Moving average truths No matter
which moving averages you Loy or
how many twists you give Lhem,
you will discover thal moving aver-
ages:

* are not perfect.

 work greal in markets with
long-lasting trends, Bul so do most
other trend-following methods.

» can be simple to caleulate and
easy to follow — or quite complex.

= will never gel you in at the bot
tom or oul al the top, so you give
up a lol of prolil potential com-
pared to other methods. The best
you can do is capture part of a
move — and hope Lthal part is long
cnough to be profitable.

¢ do offer a mechanical, non-emo-
tional means to get on the big move,

» al=o gencrale many false sig-
nals and can chew you up in whip-
saws il a markel lurns [rom a
trend into a lrading range. You
cannol avoid this unless you aban
don your moving average syslem.
This can be a big test of your trad-
ing discipline. FM



Oscillators

Knowing whether or not “the trend is your friend” can be made
much easier by oscillators. Here are five of the most popular...

By the Editors of Fulures

arkel prolessionals classily

Lechnical indicalors into

one of two calegories: rend-

following indicators and
oscillators. Trend-following indicators
help identily boih bullish and bear-
ish price trends bul usually are lag-
ging indicators — thal is they swilch
direction alier price trends have
reversed direelion.

But oscillators help find turning
points in trending and range-bound
markets and usually are leading
indicators — they oflen lurm prior
to prices changing direction. These
are useful tools in identifying over
boughl and oversold markel ox-
tremes by helping a trader time
Irade entry and exit points.

An overbought condilion exisis
when an oscillalor reaches a high
level associated with highs in the
past: the reverse is true of an over
sold siluation — il reaches low Tevels
associated with bottoms in the past.
Overbought and oversold levels are
indicated by horizontal lines on the
charl around an equilibriom point,
usually zero, When an indicator goes
boeyond these relerence lines, il sig-
nals a possible change and may help
pick a top or bottom for that market,

Here are five of the most popular
oscillators and how they are used.

Moving Average Convergence/
Divergence [MACD)

Developed by Gerald Appel, this
indicator consists of two lines: a
solid line called the MACD line and a
dashed line called the signal line.
The MACT line consisis of bwo expo-
nential moving averages. while the
signal line is composed of the MACD
line smoothed by anolher exponen-
lial moving average (exponential

moving averages were discussed in
the previous chapler.

To complete the standard caleula-
liem of the two lines, you must:

1. Caleulate a 12-period exponen-
tial moving average of closing prices;

2. Caleulale a 26-period exponen-
lial mowing average of closing prices;

3. Plot the difference between the
two calculations above as a solid
liriee. This is your MACD ling;

4, Caleulate a nine-period expo-
nertial moving average of the MACD
line and plol these results as a
dashed line. This is your signal line.

The most useful signals generated
from this system occur when the
solicd (MACD) line crosses the dashed
[signal)] line. A buy signal occurs
when the solid line crosses below the
dashed line and a sell signal occurs
when il crosses above the dashed
line, On the 5&FP 500 chart (Fig. 31).
the MACD indicator overlays price

Fig. 31: MACD and the S&P

S&P 500

and shows the indicator and its sig-
nals in action.

Momentum

Momentum measures the change in
a commodity's price with time. Alex-
ander Elder, in Trading for a Liirg,
notes the calculation of the momen-
tum indicator compares the curmenl
period’s price o the price ol a select-
ed previous period, Specifically:

M=PF.-P,
where M = momentum, P, = cur-
rent period’s price and Py = price n
periods ago.

The length of time used lor the
prior period is a maltier of personal
preference and time horizon of the
trader. A narrow window ol less
than five periods back would be
short-term in nature while six Lo
nine periods would be considered
intermediate: 10 or more would be
a longer time perspective,

Remember, for a buy signal (B), watch for the solid [MACD) line to cross below the
dashed (signal] line. For a sell signal (S), the solid line will cross above the dashed.

16

Stz D Dol



The most common value is 10 peri-
ods prior. Momenlum is posilive il
today's price is higher than your pasl
period’s price and negative il nol

Momentum indicators give their
best trading signals when they
diverge (go in the opposile dircetion
from prices). There are two types of
divergences — bullish and bearish,

Bullish diverfence oceurs as price
falls to a new low while the oscillator
reluses (o sel a new low. This often
signals the end ol a downirend. Look
at the daily U.5S. T-bond chart (Fig.
32). A bullish divergence ocours in
the third week of November when
prices sel a new low but the momen-
tum indicator doesn't confirm this
new low. Actually, it falls only about
a third of the way as low as the pro-
vious downtrend at the beginning of
November. This bullish divergence
gave the signal that this downlrend
was aboul lo reverse and head up,
as it subsequently did,

Canversely, a hearish divergence
occurs when price reaches new
highs and the indicator doesn'l con-
firm it by also reaching new highs,
Looking al Fig. 32 again, yvou can
see Lhis [ormation occurring when
price reaches new highs around (he
middle of Oclober and the indicator
doesn’l conlirm it, leading to a sig-
nal that prices are headed for a cor-
rection — as they did in November
(a helly one at that).

Relative Strength Index [RSI)
Developed by Welles Wilder, the
Relative Strength Index (RSI)
addresses the two major [laws ol
momentum — the need to have a
consiani band against which Lo
compare price movement and the
ability to smooth the chb and low
of price movernent.

Sharp up or down movement 10
days ago (in the case of a 10-day
momenium line) can cause pro-
nounced shifts in the momenium
line even il currenl prices are rela-
tively stable, giving lalse signals.
Also, dillferenl commodities may
have different “overbought” and
“oversold” levels. RSI corrects these
two concerns by smoolhing the
movement and by crealing a con-
stant range from O to 100

The formula for calculating R5I
is as follows:

RSI = 100-(100/{1+RS)}
where RS = average of the days
closing higher during the inlerval

il
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Fig. 32: Bonds have momentum, too
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Two examples of divergence: Point A is bearish, point B is bullish.

divided by the average of the days
closing lower during the interval.
The RSI indicator is plotted on a
veriical seale of 0 to 100, The general
rule of thumb is overbought levels
are at 70% and oversold levels are at
30%. When the reading of the indi
cator surpasses 70, an overbought
condition exisls. An oversold condi-
tion exisis with readings below 30.
Similar lo momentum, a trader
should look for bullish and bearish
divergences Lo occur when trading
with RSl A 14-day interval is com-
monly used, but personal fne-luning
and experimentation always is need-
ed. As you can see in the copper
chart (Fig. 33). a slight oversold con-
dition occurs at the end of October
and two large overbought conditions
exist at the end of December and

Fig. 33: A little RSl with your HG?
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| January, which preceded sizable cor-

reclions.

Stochastics (K%D)

The siochastics indicator created by
George Lane measures the relative
position of the closing price within a
given time interval, This indicator is
based upon the premise thal prices
tend to close near the upper porlion
of a trading range during uptrends
and near the lower portion of a trad-
ing range during downirends, When
prices close in the middle of the
range, this suggests a sideways
market. There are two components
to this calculation, the %K value
and the %D value. The %K is calen-
lated as follows:

WK=C-Ln * 100

Even within a longer term trend, RSI picked up short-term moves.
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where C = closing price ol currenl
period, L, = lowest low during n
lime periods, = highest high dur-
ing n time periods and n = number
of periods.

The %l value is the moving aver-
age of the %K value. The simple
meoving average calculation is:

% = 100(H, /L)
where H, = the n period sum ol [C -
L) in the %K formula and L, = the
n period sum of (H, - L) also in the
K Tormmuala.

These formulas produce two lines
that oscillate between a scale of 0
and 100, As with the olher oscilla-
tors, a slochastic value below 30%
suggests an oversold condition,
while a value greater than 70% sug-
gests an overbought condition.

Some simple trading rules apply in
the use of the stochastics indicator. A
sell rule would be to sell when the
Last (%0H] crosses over the slow (%0)
and both are pr_muir_u[in'r down, but are
still above the 70% level. A buy signal
wounld be iriggered when the fast
erosses the slow, and both point up.
but are below (he 3004 level,

Anoiher type of signal occurs
when the stochastics indicator
diverges from a price move similar
to momenlum and RSL As you can
see in the feeder cattle chart (Fig.
34), three sell signals are highlighl-
ed along with two buy signals prior
io sizable moves.

Williams' %R [%:R)
Williams' %R oscillator, attributed

lo Larry Williams, is a variation ol

the stochastics indicalor previously
discussed. Because the two oscilla-
tors are essentially the same, only
minor modilications to the formula
are required. The formula lor caleu-
lating %R is:

wR=H,-C/H, - L,
where H,, = highest high ol the peri-
od, C = close of the current period
and L, = lowest low of the period.

The %R oscillalor differs from the
UK formula in the stochaslics indi-
calor because the outcome of each
formula is inverse to the other. In
olther words, %K compares the
close with the lowest low, whereas
%R compares the close with the
highest high. Similar (o other oscil-
lators, %R is plotted with horizontal
zomes of 20% and 80%. When the
indicator has a reading of 80% or
greater il signilies an overbought
condition. Similarly, a reading of

Fig. 34: Cattle feed off K%D
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Stochastics signal moves when the two averages (represented by the lines) cross.

less than 20% signals an oversold
condition, The Williams' %R oscilla-
tor provides the trader an alterna-
tive view of a markel situalion.
Looking al the silver chart (Fig. 35),
oversold conditions occur in both
early and late January while over-
bought signals are generated in
mid-January and early February,
all on markel tops or bottoms!

Simple logic Oscillators can be caleu-
lated on any sel ol price bars from
tick through multi-year. The con-
cepls are malhematical relation-
ships and span any sect of data
points. The beauty of these formu-
las is they can be completed with a
caleulator il you charl manually,
but are already included in most

Fig. 35: Silver shines with %R
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technical analysis sollware pack-
ages for the computer chartisi.
While these indicators can be use

ful in the analysis of the dircetion of
a market, they should not be used
alone. An oscillator's effectiveness
comes in conjunclion with other
indicators so when multiple indica-
tors are sending similar signals, the
percentages shill to your side.

And 1f you're wondering where

the letters used in these indicators
came from, (K%D, %R) don't

search 1oo [ar pasl your bowl of
alphabet soup. George Lane, cro-
ator of K%D, was experimenling
with 28 diflerent oscillalors, each
using a different letier of the
alphabet and "K" and "D7 just hap-
FM

pened to stick

Duollars per o

ag— Overbought

Larry Williams' %R indicator identifies market extremes.

18

Sonncn, Ukinegs Ressiaich



Market Sentiment

Using the collective opinion of traders can be an accurate tool
for forecasting short-term tops and bottoms. Here are tools

to accomplish that...

By the Editors gf Fulures

xperl. Iraders know one of the keys io successiul

[ulures trading is suppressing emotions; il's at

eaks and Iroughs — crucial markel furning

oints — that judgment, clouded by emolions.

can land them on the wrong side of the market.

However, those same traders also will admil knowing

whal other iraders are feeling toward the marketplace
adds a strong dimension to their trading.

Because sentiment is such an clusive market foree,
it has been noloriously difficull to quantify. Some get
inlormal reversal signals by walching newspaper and
magazine market stories. knowing the media tends to
be bearish al lows and bullish near highs.

A more conercle way of measuring iraders’ collective
sentiment is by tracking changes in volume and open
interest. These lwo figures can give depth to price
analysis by revealing how strong hands [successlul
traders) position themselves as the price moves,

Volume is the tolal number of contracts bought and
sold during cach lrading session. (Because ftures trad-
ing is a zero-sum game, the longs and shorls in the mar-
kel must be equal. therefore if volume is up 4,000, then
4,000 contracts were purchased during the session and
4,000 were sold.) Ken Shaleen, in his book Volurne anel
Open Interest, best deseribes it as a measure of a mar-
ket's “urgency.” By watching how volume fluciuates in
relation o price you can get a feel for how eager bulls and
bears are to add 1o their current positions.

A general rule of thumb lor an “ideal” bull markei:
Volume will go up with price. If prices fall for a time
against lhe dominand trend, the upmove is nol in jeop-
ardy as long as volume decreases with price. [The
reverse is true in a bear market.] This low-volume sell-
off reveals longs are in no hurry Lo take prolits and the
major price trend eventually should prevail. Warning of
a reversal also can come from “breakout” and “blowoff™
volume, extremely high levels that can mark the begin-
ning or end ol a trend [see "Collon volume and open
interest,” Fig, 37).

Open interest, or the total number of long and short
positions left open (unfilled) al the end of cach session, is
an important indicator of how willing traders are lo enter
into a new position. The actual open interest number is
not as crucial as its change from the previous session:

1. Open interest goes up only when a new long
position is malched by a new short position,

2. Open interest goes down as longs and shorts
liquidate positions.

3. When open inlerest is unchanged, the net
number of coniracts remained the same.

Open interest reflects the key facl that every winning
futures position must be ollsel by a losing one: it is these
“losers” that spark action. In a bull market, open inlerest
increases as new positions by longs (winners) are offset
by new shorts (losers); each time new contracts enter the
market from both sides, fuel is added to the bulls’ fire.

Conversely, declining open interest shows the losers

Fig. 36: Beneath the surface
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Analysis Healthy bull mar- Technically weak
ket Longs kave  market. Shorts due to short-
the stronghand  have the advan-  covering. Cften
while someone is  tage; bulls are signals a market
willing 1o sell al buying as prices  In transition as &
each higher price  decline, adding  top nears.
level, Uptrend will ~ to their losi
confinue as buy-  positions
ing ks fueling the
into the market. downtrend.

19

Liguidating mar-  Price neutral Losing and non-  Storing energy
ket. Decline like-  scenario, perferming for a major
Iy to continue positions ara move, Once a
until prices leaving, Market braakoul etours,
become low is now suscepti- s likely the
enough to attract ble to achange  trend will be
buyers, in direction sustained due ta
{ﬂl:gh wihich the buildup el
direction is op=en interest.
unchear.}



Fig. 3T: Cotton volume and open interest
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: Jv ot T o IH In the 1960s, James Sibbet and Earl
il I|III et l"'H S el Hadady, founders of California-based Markel
400 L n." |72 WVane Corp.. created “Bullish Conscnsus,” a
350 Ent ~7 “ o "' 168 scale measuring how market advisors [rom
300 | r“"'* 1 64 leading newsletters and brokerage houses
250 | Hr‘-" ] &0 felt toward specilic markets, ranging from 0%
aon | r‘,.f.-e“u.. | 58 [bearish) to 30% [neutral] to 1008 [bullish).
150 | | 5o For example, if 65 of 100 respondents indi-
bl ‘ |4  cate they are bullish Treasury bonds, the
s lr A m B |44 Bullish Consensus [or T-honds is 65%. leav

_|L|‘|}|] :!' .|||"".] Al ing 35% bearish. Markef Vane surveys prio-

MNaov Mar

Ot Dec Jan Feb

interest, revealed the makings of a strong bull move. Blowoff
in mid-April marked the beginning of the end.

SOucR: FUBreSourca

[shorts) lost confidence in the trend and are backing out
of their positions — effectively laking the wind out of the
rally's sails [see Fig. 36, "Beneath the surlace”).

Some caveats to keep in mind:
® Open interest in most physical commodily markets
has an clement of scasonality thal must be factored
intlo price analysis. Compare the current open inlerest
to a five-year average (usually tracked alongside each
olher) to lend validily to the current patlern.

@ Tradilionally, the public lavors buying inlo an
uptrend, shying away [rom short trades. As a result,
the “ideal bear market” of falling prices on rising vol

ume and open interest may offer fewer trading oppor-
tunities than a bull markel because positions tend to
liquidate sooner on the short side.

® Volume and open interest in a oending markel acl as
coincident indicators. Using them alone o predict a mar-
ket turn generally is less than 20% accurate; use them to
supplement signals from other trend-following indicators.
(Inn a sideways market open interest can be a leading indi-
cator: A strong build-up in open interesl warns the mar-

ket is storing cnergy for a breakoul — bul il won't
reveal in which direction!)

® Cash-sellled markels periodically show sharp

! -
The late-November spike in volume, coupled with a building open

fessional advisors on the assumption their
clients will acl on their advice and move the
markets. (Responscs are weighted more
heavily in proportion to how many (raders an
advisor represents.)

Anyone with the means and motivation fo
survey a sample of traders can measure (rad-
er sentiment. Glen Ring, editor of Trends in
Futures newsletter, uses an “Attitude Index” derived
from senliment readings from a collection of physical
commodity markels to track prices of the Cormmodity
Rescarch Bureau Index.

Another measure of market sentiment growing in
popularity is the Daily Sentiment Index (DSI), devel-
oped in 1987 by Mark and Deb Lively and Jake
Bernstein of MBH Commodity Advisors Inc. This index
iz similar to Market Vane's, but is based on a daily sur
vey of a random sample of the general irading public,

Sentiment indicators track price very closely and,
though not perfectly. often predict shorl-term market
tops and bottoms (see Fig, 38, "Going against the crowd”].
By walching “extremes” in sentiment, significan! trend
reversals somelimes can be spotted two fo three days
ahead of the actual turn in price. When extrapolated to
the entire trading population. samples of iraders” opin-
ions reveal when a market has too many buyers or sellers
and a reversal is imminent {see Fig. 39, “Boiling point”).

For example, when DSI readings reach 90% or high-
er. a market is extremely bullish and overbought;
when il falls to around 10% or lower il is bearish and

volume

Fig. 38: Going against the crowd
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: z Fit] — 470
interest show what traders think the market g5 ¥  ags
is doing “right now,” other studies in market g ___ T
senfimentl have resulted in effective leading &5 LRSS | age
indicators thal show where traders think the 50 480
market is going. This work is bascd on a a5 { 445
major premise of mass psychology: When the 40 _ I - 440
majority of people (in this case, traders) a5 —SS’FI' 500 daily close o 435
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stronger the agreement and the more cmo-

l | | 1 | ] | I 1 1 1 | | | |
zﬂhﬁ 10 147 124 1731 27 214 221 228 37 314 321 A28 44 4
Because the S&P 500 combines both the stock and futures markets,
traders often are faced with wild swings and hard-to-predict price moves.
Sentiment helps filter through the “noise,” giving support to short-term
buy/sell signals. Soarce: Market Vans O

£

liomal the issuc, the higher the probability the
“mob” is wrong.

This theory, known as “conirary opinion,”
stands apart from technical and fundamenial
analysis as il locuses not on why traders take
certain positions, bul rather on what posi-
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Bullish Consensus

Hnﬁ.-.-ing how to analyze market con-
sensus can give advanced wamming of

oversold. With this in mind, contrarian iraders trade
with the {rend until sentiment reaches an extreme —
then take the opposile posilion.

Conirary opinion, like any other indicalor, is not 100%
accurale, A 5% reading will not always precicate a rally.
Whel senliment can do is warn which markets show a
high probabilily of changing direction — and give traders a

“window ol opportuni-

Fig. 39: Boiling point ly™ lo verify its signals.

Because an extreme
reading can last for
several days or longer,
senlimenl indicators
should only be used as
“companion” tools to
other timing indicators
like Moving Average
Convergence fDiver-

Bullish Consensus meter
Markat condition

Asharp price reversal from up
«m s e e 10 000N S imminent. Market is
sevarely overbought.

Markat is overbought, prices
could furn down anylime.

]

(edels faver a continuation of gence (MACD], sto-
the price and consensus chaslics and Relative
frend in existence cxcept in i 3
------- long-term bull or bear mar- S E*{‘-E'_i‘ I{]dex [.!{E,.”' o
ket I long-lenm markets Sentiment readings.
the consansus trand typically much like human

reverses in 40% 1o 60% anea.
Market is owarsold, prices
could tum up anytime.

A sharp prce reversal from
» s e e fown {0 up IS ENMINENT.
Marked is severaly ovarsold.

emolions, can swing
wildly. The DSI for T
homds has heen known
to fall from 50% to 9%
in one day., A simple
meving average of sen-
timent readings will
Lome: down that volatili-
ly. A three-, five- or
ninc-day moving aver-

ET TR

overbought and oversold conditions. age works best, with-
Golrce. Contary Ui, by Bl FEakady out "Sl'.l.'.l.ﬂi:lthillg" AWy
all emolion. Some

Lraders using DS wait for exireme readings from all three
moving averages as well as the raw data belore enlering a
contrarian Irade (see Fig. 41, "Smwothing the extremes™).

Exiremes vary: While gold can read 95% bullish or high-
er, a stock reading in the upper sbddes is considercd over-
bought. (It hit 69% before the October 1987 crash.)
Historical data provides the hest referenee point.

Using sentiment indica-
lors ollen can be a lest of
patience; sometimes only
four or five contrarian
trades develop during any
given year {(see Fig, 40,
second opinion”), However,
it can be just as valuable
as a warning sign telling
vou when it's time lo tight-
en stops, lighlen positions
or stand aside completely.

Fig. 40: A second opinion
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“Insider” information Another e
reliable measurement of 4/
trader sentiment comes !
from the Commadily Fu-
tures Trading Commission's
(CFTC) Commitments ol
Traders reporl. By analvzing
how commercial hedging
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B Coubie-hooi bury
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A
Sentiment's overbought/oversold readings used with
timing indicators give strength to buy and sell signals —
security to traders taking a contrarian position.
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Fig. 41 Smonthing the m{tremes
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Sentiment can wamn of tfend dlange; just days before they
occur. In early September, raw DSl data called for a top as it
hit an extremely bullish 90%; the actual top followed soon
after, DSI's late October low signaled a rally was likely.

Sounce. MBH Commodity Advisors I

firms position ahcad of Key reports, {raders olien can
gel an "inside track” on near-term price direction.
Just by their sheer size
and capacity lor collecl-
ing and analyzing large
volumes of market-mov-
ng information, commer-
cials often have advance
kEnowledge ol a trend
change and/or the
leverage to make il hap-
pen. Look over Lheir col-
leclive shoulder as they
mancuver; Lthey can be
surprisingly accurate in
their prognosticalions.
Steve Briese, edilor of The
Bullish Review, reporis
watching commercials
can provide a 687% accu-
racy rale in prediciing
markel moves. M
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