Prologue: Where to Begin
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markets are a reflection of these emotions. In order to make money trading, you

must learn to control your fear and greed.

R®

Overcoming Fear and Greed

We all have to deal with our runaway emotions at various times in life, and these
emotionsreallybegin to run awayhen we trade. Bill Williamsaised to say in his
seminars that trading was the clearest window into your own personal psychology,
clearer than any other endeavor. | think he was right.

UNDERSTANDING THE MARKETS
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through a string of losers and fear losing again. We give in to our fear when we

put our stop loss too close and get stopped out of a trade without giving the trade
enough room to develop. We give in to our fear whenfremze as a trade starts R
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money.

We give in to our greed when we take a profit early, before the regular signal,

0 SOl dza Stwarfsto @ fadk any of the profits. We give in to our greed

when we trade more contracts or shares than we normally would because we feel

good about this trade.
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understand how they work, we can get a better understanding of ourselves, and in

turn be better traders.

Controlling greed takes discipline. As far as fear, Peter Steidloex@ained in

his work with Market Profile that markets exist for one purpose and one purpose
onlyt they exist to facilitate trade. Facilitating trade means that the markets will
do anything they can to get individuals to participate in the market. How they do
this is trough movement. Markets move up and down searching for buyers and
sellers.

The crucial point here is that markets must move for their survival. Understanding

this literally changed the way | thought about the markets. Think about it. Markets

have to moveThis concept is major for anyone who has had to sit through a

trend-following strategy trading in a sideways market. The knowledge that the

market has to move eventually changes the way you look at trading. It gives you
confidence that the string of losde OF Yy Qi O2y Ay dzS AYRSFAYAQDS
fear!

You see, Steidlmayer explained that if a market does not facilitate trade, it will die.
If it does not continue to bring traders in, to lure the buyers and sellers, the

market will cease to exist. Artle prime directive of a market is survival. To keep
traders interested, the market has to move. It cannot remain in a small trading
range or traders will lose money, become disinterested and leave. Eventually there
will be less and less liquidity, tradesdll stop trading, and the market will die.

Knowing that a market must facilitate trade and move, or else die, has given me
great confidence in trading. When | am forced to trade through quiet markets, |
remember this principle. This principle has reduceglfear and increased my
confidence immeasurably.

STRATEGY TRADING: MAKING GOOD BUSINESS SENSE

For me, strategy trading is the only answer to the problem of fear and greed, and it
is the only logical way to take advantage of the concept of Market Facilitation.

First, trading a strategy provides the discipline necessary to begin overcoming fear
and greed. Trading a strategy that has been back tested on historical, quantifiable
data s a major way to inject discipline into your trading and to begin to control

your fear and greed. If we think of a trading strategy as a small business, we can
design our business to make money based on historical simulations. Then, our job
becomes the imfgmentation of the strategy rather than the interpretation of the
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of good business sense.

Second, if we know that a market must facilitate trade to stay alive, we can devise
strategies that guarantee that we will always be in for that inevitable big move. If

we know that the big move will eventually come, and devise the strategy

accordinglypur task becomes to minimize the drawdown (investment) while we

wait. | have never been able to predict when the market was going to facilitate

trade and get in for the big move. Instead, | have devised strategies to ensure that
|willbeinforthebigRS YR Yé f2aaSa gAff 0S YAYAY
matter of good business sense.

As a businessman, | have concluded that the only rational way to trade the

markets is to trade a strategy. All of the hoquecus about predicting when this

marketwill move, and how far, is just thethocuspocus. The people that make
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consistently take a little out of the middle. The only logical way to do this

consistently is through a well thougut, wellRS & A 3y SR &GN} 46 S3ed |
good business sense.

THE ADVANTAGE OF TECHNOLOGY

Anyone serious about finding a profitable strategy should use the latest technology
and the best software available. Shmeans learning how to use a computer.

When | started trading, all historical testing had to be done by hand. This was

labor intensive and very time consuming. It was necessary to peruse charts visually
and record the simulated entries and exits by hand.

For intraday charts, this process was even more time consumthg charts had

to be printed with the indicators on them and for a significant length of time
0aSOSNIf Y2yiuKaooe LT GUKSAS AYyRAOIFIG2NAR R
to be repeata for the next month with revised indicators. This process continued

month after month. It would sometimes take me three to six months to find a

strategy that would work under current market conditions.

System Writer, followed of course by TradeStationswhee first computer

program to help eliminate this labor intensive historical testing. Using
TradeStation to do your testing has three distinct benefits.
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to test in 5 to 30 minutes strategies that literally used to take hours or days to test

by hand. If you place any value on your time, this cost savings alone is impressive

Second, you can avoid mental mistakes. | have, in both myself and in talking to
other researchers, found a propensity for making mistakes when performing
manual historical testing. On many occasions | have found myself changing the
strategy midstream. have sometimes made the assumption that of course |
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have, or of course | would have moved my stop up, when in reality | probably
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| can recall many siations where, when testing manually, | got different results
on different days with the same data and the same strategy. | was either in a
different frame of mind or in a different emotional state and actually made
different decisions on theamedata!

A computer, however, cannot trade a strategy differently tomorrow using the
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tricks on it. For historical testing, you can avoid this very real problem by using a

computer.

Third, you can be more creative. Rather than spend all of your time doing the

testing, you can have the computer do the testing and you can spend your time
researching new trading ideas.
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successful business where only one individual has designed the product, does the

marketing, is engaged in product development, and runs the machine to produce,
package, and ship the product.

It is much easier and less stressful to hire a stafaodle the paperwork and

production employees to make the product. The entrepreneur can then spend his
or her valuable time in product development and planning the future of the
company rather than running dap-day operations.

In the trading businessyddeStation can be your staff and production employees.

The program is indispensable in time savings, cost savings and individual
productivity. It frees you from the repetitious side of the business so you can
spend your time on the creative sidehe side that will ultimately make you the
money.

As the futures and securities industry continues to grow, more and more traders
will enter this business. The competition for profits will continue to increase. For
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S&P. | used a simple dual moving average crossover strategynamufe bar
charts. There were proportionately very few irttlay traders with computers that
were competing for profits. But since then, with the increase in the number of
traders using intraday charts, these very rudimentary indicators have stopped
working. When everyone started using them, the profits dried up. It is much more
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| believe that the only rational way to be a successful trader is by using the best
software available TradeStabnt and learning to be an effective strategy
developer and strategy trader. The professional traders are all using sophisticated
computers, and most of them are now using TradeStation. The technology
resource differential of the past is now gone. An imdiiial trader can afford the
same technology as the successful professional. The playing field is now not
resource driven but intellectually driven. Knowledge is more important than
capital.
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The final thing | want to tell you beferyou delve into this book is not to believe

anything | say. Check it out for yourself. It would be a mistake for you to accept

anything | say without a complete personal investigation, testing it for yourself and

either proving or disproving the princigeand techniques that | discuss.
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has stood the test of time for me. But | urge you to be a skeptic, to think

everything through and make sure it makes sense to you. Accept the things that
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The idea behind this book is to give you enough information so you can be self
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can do this yourself.

So we begin with three principles. First, the market must facilitate trade to survive;

it must eventually make the big move. Second, you must be state of the art to
compete, which means using the latest P€hteology and TradeStation. Third,
you can do this yourself, and you should not take what anyone says for granted.

You have the tools to be independento do this yourself.

Do not believe in anything simply because you have heard it.
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Do not believe in traditions because they have been handed down for many generations.
Do not believe in anything because it is spoken and rumored by many.
Do not believe in anything simply because it is found writtgum books.
Do not believe in anything merely on the authority of your teachers and elders.

But after observation and analysis, when you find that anything agrees with
NBI a2y XGKSy |O00OSLIi AG YR fA@S dzLd i

-The Buddha



Chapter 1: The Principles
of Successful Trading

Over many years of trading, |l 6ve found
Understanding and using basic principles provides an anchor of sanity when

trading in a crazy world. Whenever | find myself under stress, questioning my
judgment or my ability to trade successfully, | pull out these basic trading

principles and review them.

Dondot Try to Predict the

| used to think that there were expamd geniuses out there who knew what was

going to happen in the markets. | thought that these traders and market gurus

were successful because they had figured out how to predict the markets. Of

course, the obvious question is that if they were suclrgoes, and if they

knew where the market was going, why were they teaching trading techniques,
selling strategies and indicators, and
Why werendot they flying to the seminars

NO ONE KNOWS WHERE THE MARKET IS GOING

It took me a long time to figure out that no one really understands why the market
does what it does or where itds going. |11td
else can know where the market is going.

| have sat through hdreds of hours of seminars in which the presenter made it
seem as if he or she had some secret method of divining where the markets were
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going. Either they were deluded or they were putting us on. | have seen many
complex Fibonacci measuring methods for determining how high or low the
market would move, how much a market would retrace its latest big move, and
when to buy or sell based orsthnalysis. None has ever made consistent money
for me.

NO ONE KNOWS WHEN THE MARKET WILL MOVE

It also has taken me a long time to understand that no one knows when the
market will move. There are many individuals who write newsletters and/or
books, org@ach seminars, who will tell you that they know when the market will
move.

Most Elliott Wave practitioners, cycle experts, or Fibonacci time traders will try to

predict when the market will move, presumably in the direction they have also

predicted. personally have not been able to figure out how to know when the

market is going to move. And you know what? When | tried to predict, | was

usually wrong, and | i nvariably missed tl
wasnodt time. o

It was when [ fially concluded that | would never be able to predict when the
market will move that | started to be more successful in my trading. My
frustration level declined dramatically, and | was at peace knowing that it was OK
not to be able to predict or understéime markets.

Know t hat Market Experts

Some of the experts that try to predict the markets actually make money trading
the mar ket s; however, they donot make mor
marketcorrectly, they make money because theyridadthe market correctly.

THEY DONOT PROFI' T FROM THEI R PREDI CTI ONS

There is a huge difference between trading correctly and making an accurate

mar ket prediction. I n the final analysi s,
important. What is important is using sound trading practices. And if sound

trading habits are all that is important, there is no reason to try to predict the

markets in the fitplace. This is the reason strategy trading makes so much sense.



Chapter 1: The Principles of Successful Trading 15

THEY HAVE LEARNED TRADING DISCIPLINE

| have watched many market gurus continually make incorrect market predictions
and still break even or make a little money because they have followed a
disciplined approach to trading. More importantly, they used the exact same
principles that | will shoywwou how to use in creating your strategy. It is these
principles that make the monegtthe prediction.

To be a disciplined trader, you have to know how and why to enter the market,
when to exit the market, and where to place your money managemerstops.
need to manage your risk and maximize your cash flow. A sound trading strategy
includes entries, exits, and stops as well as sound cash management strategies.

Even the market gurus and famous trader
predictions, they makdrom proper trading discipline. Over the years, they have

learned the discipline to control their risk through money management. They have
learned to take the trades as they come, and not forgo a trade because they are
seconejuessing their strategytloe market. These are the same practices that you

will learn to include in your trading strategy.

THEY PROFIT FROM SOUND CASH MANAGEMENT & RISK CONTROL

Sound money management and risk control are the keys to being a profitable
trader. | will say over and over again, it is not the prediction or the latest and
greatest indicator that makes the profit in trading, it is how you apply sound
trading discipline with superior cash management and risk control that makes the
difference beveen success and failure.

| often tell the story of the great fish restaurant that opened up just down the

street from my office. It opened with great fanfare and was ranked in the top five
restaurants in the city. The food was outstanding. Buttbokly little more

than a year and this great restaurant was out of business. Why? Because the key to
running a good restaurant is not the fo
control. It is making sure your business is run efficiently, keeping yduiskpsts

in control, and managing your staff effectively. If you believe that the taste of the

food is what makes a great restaurant, think of how great the food is at your

favorite fast food restaurant. But, someday, watch how well that restaurant is run.

Just as in the restaurant business, the key to profits in trading is not in the

prediction or the indicator, but how well the trading strategy is designed and

executed. The ability to achieve risk control and cash management will make the
difference between a successful trader and an unsuccessful trader. If you ever have

the opportunity to watch a successful t
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about wheréhe market is going or about predicting when the next big move will

take place. They arendt | ooking to tweak
their risk on each trade. Is the trade being executed correctly? How much of their
total account is at ridlAre the stops in the right place? And so on.

THEY DONG6T HAVE SUPERI OR PERFORMANCE NUMBERS

If you want to have some fun, look at the performance of a successful market
expert, one who is known for his or her market predictions and trading expertise.

You wi || find that their performance numi
average trading strategy. The percentage of profitable trades, the return on the
account, average profit to average | oss,

these trading pameters are within the average trading strategy performance
parameters.

Why is this? Because you canot predict wl
move. But if you use correct strategic trading disciplines, you will make money

whether you try to padéct the market or just trade a good strategy. You might as

well save yourself a lot of time, energy, and mental anguish and trade a good

strategy.

Be In Harmony with the Market

We make money trading when we are in harmony with the market. We are long
when the market is going up, and short (or out of) the market when it is going
down. If we bring an opinion with us while trading, we will end up fighting the
market. We keep trying to go long as the market is declining, or we keep shorting
a market that is in a bull phase.

DONOT FI GHT THE MARKET

Fighting the market is not good for two reasons. First, we lose money. How much
we lose depends on how well we are managing our money and controlling our
risk. Second, fighting the market affects our judgment, and causes us to try to
confirm that our judgment is correct, or persist in fighting a trend so that we will
eventually prove to be correct. We figure that if we persist long enough, no matter

how lorg it takes, we will eventually be right.

The same can be said for being in a canoe in a river. There is a reason for leaving

your car downstream, launching your canoe upstream, and paddling downstream.
It is much easier and eminently more fun to goffewthand paddle downstream.
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We could do the opposite and paddle upstream. Eventually we may even get to

our destination, but the cost would be substantial. It would take much more time,
more physical and emotional stamina, and we would be constantly fighting the
current. Reaching the goal would not be worth the cost.

Even if you ultimately make money figihtime market, it is not worth the price
you have to pay, both financially and with peace of mind.

LET THE MARKET TELL YOU WHAT TO DO AND WHEN

The correct attitude for successful trading is to let the market tell you what to do.
If the market says to go long, buy, and if it starts to go down, sell. This sounds
easy but it is much more difficult than you think. We always like to believe that we
can be in control. We want to be in control of our trading and of the market. If
you acept the notion right now that you cannot control the market, that all you
can control is your execution of trades, you will take a great step toward being a
successful trader.

Instead of trying to control the market, let the market tell you what tetdbe L

market and your strategy take you long rather than you personally trying to predict
or decide when to go long. Let your strategy take you out or get you short. Once
you realize that you candt understand t he
the market will move, you will move into that detached state of mind where you

let the market take you where it will when it wants to.

THE MARKET GIVES AND THE MARKET TAKES AWAY

To remove your personal biases and let the market tell you what to de is to giv

up control, to give up the notion that you are actually in charge of how much

money you make. For profitable trading, you need to move into the mental state

of letting the mar ket determine the pro
predict the marke&orrectly that determines the profits, but whether your strategy

Is in a profitable mode or drawdown mode as determined by the market.

So, let the markets tell you what to do based on your strategy. Let it get you long
and put you short. Let the market determine how much money you are going to
make. Trade your strategy and let the market do the rest. And know that the
market gives money and the market takes away money. Your goal should be to
develop a strategy that giyes more money than it takes away.
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Have a Healthy Time Horizon

One of the biggest problems new traders have is that they think they will make a

large amount of money right awHyey think they will get rich quick. This type

of reasoning is very similar to the shenrh thinking in American business in

general, wuswually managing for -terme current
earnings at the expense of lamgn investment and profit growth.

TRADE FOR PROFITS OVER TIME

Traders tend to get wrapped up in current market conditions, the news of the day

and the current trade, usually at the expense of the big picture and erofits ov

ti me. My grandfather used to have a sayi:
He was very wrong. You can go broke taking profits. If you take profits before

the market tells you to, or you succumb to fear and close out the trade before its

time, youare focusing on the shaéerm and forgetting how to make money over

the long haul. Close out no trade before its time.

GIVE YOUR TRADING STRATEGY ENOUGH TIME TO WORK

We tend to be impatient, and we sometimes think that we should get instant
gratificaton. This will not work in trading. The only way you will really know
whether you are a successful trader is to be successful over time. A week or a
month will not be enough time to tell you how you are doing. You should be
trading with the objective of niadx money in the long run, consistently, and with
the confidence that your strategy will make money given enough time.

One of the benefits of trading with a strategy is that having done the requisite
historical testing, you should know how long it should take you to start making
money. You should have an idea as to the length of time that the strategy has lost
money in the past, how much money it has lost, and how long it will take the
strategy to beoaee profitable. If the strategy has proven profitable historically, it
should be profitable in the future. You just need to give it the necessary time to do
its work.
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Understand the Psychological Keys of Trading

There are many people who teach the psychology of trading. There have been
many books written and effort spent on seminars trying to teach the discipline
needed f or tthink@madingnsghat cdmplexol have developed a few
simple psychological rules for myself, and once you accept them, they should
greatly enhance your ability to trade effectively.

ACCEPT LOSSES AS A COST OF DOING BUSINESS

Most successful traders wéll you that the most difficult thing about trading is
accepting the losing trade. We all have the desire to be to be right, to be correct all
of the time. For novice traders, the losing trade means that something is not
working and that you have somelmoade a mistake. For experienced traders,

losses are just a cost of doing business.

Some of the best traders in the world lose money on more than half of their
trades. If you look at the performance results of the best traders and money
managers, you wskke that they all have a large percentage of losing trades. If you
trade, | guarantee you that you will have losing trades. Learn to love losing trades.
They should be your friend because you will be spending a lot of time with them.

USE HISTORICAL STATISTICS

|l dondét think anyone has ever traded wi
Even some traders who deny they are strategy traders have used historical data.

And before EasyLanguage and TradeStation were available, dnvatigoo

devel oped a strategyds history by hand.
over charts spread out on the kitchen table, writing down trades by hand. Before |
woul d trade i1t | absolutely insisted o
and how much money it would have made.

Using historical statistics gives you great peace mind, particularly in learning to
love losing trades. Knowing the history of a trading strategy can give you
tremendous psychological comfort during those tougligeri losing trades

and drawdown. Historical statistics tell you how much money the strategy has lost
in the past, how many losing trades it has had in a row, and the largest losing trade
the strategy has experienced. This is very important informgdiomié learning

to accept losing trades. Comparing historical data with the current string of losses
and drawdown can give you much comfort that what you are experiencing now is
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not unusual and has happened before. Maybe not in exactly the same manner, but
it has happened before.

LET THE MARKET AND STRATEGY DETERMINE THE PROFITS

Dond6ét have an opi nd omar kdeotn,6tan d-yd a md tp rterdyi ctto
guess your strategy. 1 tds human nature t
opinion can become a stumbling block if we let it affect our trading. One of the

alluring aspects to having an opinion on the marketeshiteration of being

right. Even though we know that the chances of being right are slim, we

nonetheless want to prove our intellectual prowess by being right.

Your trading strategy is ultimately a little business. You have developed and tested

the product and are now operating the business in the real world. Let the strategy
be the strategy. Let it make the money you know that it can. And know that if the

mar ket doesnot move Iin the manner that wi
w o n 0 & manaykUltimately, the market determines the profit through its
movement . | f It doesnodt make t hat movVv e, t

Put the responsibility of making money on the strategy and the market. When they
work together, you will have a profitdhlsiness.

Dono6t Trade for the Money

| have met many successful people, and the one thing that they have in common

i's that they |l ove what they do. Many havce
actually get paid for doing whaytldo. They have so much fun they feel guilty

taking money for doing it. Many successful people will tell you that they would do

what they do even if they werendt pai d at

SUCCESSFUL PEOPLE DONO6T WORK FOR THE MONEY

Work hard and love what you are doing and the money will follow. Successful

people work first and count the money | at
and some donod6ét even know (or care) how much
they have enough to allehem to continue what they are doing; working hard

and having fun.



Chapter 1: The Principles of Successful Trading 21

LOVE TRADING FOR ITS OWN SAKE

| know that many individuals want to trade because they think that they can make

a lot of money easily and quickly. Because of the lowpstadts for trading as

compared to other businesses, they think that trading should be the easy road to
riches. Thir goal is to make a lot of money fast. These are the people who come

to seminars and want an indicator that
learn the ins and outs of the business; they want the magic indicator that will get
them the money #y desire. They are doomed to failure.

| remember a guy named John walking into a seminar | was about to teach. He
threw up his hands and said, O0OAh, Trade
was a successful trader. John loved going to seminacspmmth for the

techniques and indicators, but for the camaraderie. He loved being around traders,
talking with traders, analyzing trading strategies and techniques, and learning

about the latest and greatest trading technology. He loved learning the late

features added to TradeStation and finding out a new way to use EasylLanguage.

He loved designing new indicators, and spent countless hours working on new
and different ways to exit the market. He was excited about getting up early in the
morning to monitor the overnight market information and checking what the S&P
was doing in London. He looked forward to calling his broker and putting in his
orders. He loved watching his strategy run on TradeStation. He was exhilarated
when he had to d¢ddis broker and give him a lot of grief for the latest bad fill. He
even loved losing trades. Even when he had to take a losing trade, he was still
doing what he loved to ddrade.

John is a successful trader. He loves what he is doing. And asdaanasap

on trading, he will be happy. The money he makes is secondary, but he makes a
| ot of it. He candt believe that he <can

Concentrate on Execution

All of your market and strategic analysis should béefmme the markets open.

The strategy design should be clear in your mind. You should have the historical
Performance Summary of your strategy at your fingertips to remind you of the
personality of the strategy, how much money it &dds aver time, and what its
largest string of losses in a row has been. You should know what kind of orders
you are going to place, and how you are going to communicate this to your
broker.
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The last thing you should have to worry about during market hours is where the

market is going, and whether to be long or short. Your strategy will tell you all of
this. You should not be concerned about the news, oif geerare making or

losing money. You should not be concerned with analyzing the market, always
reserve this for when the market is closed.

The only thing you should be doing during market hours is concentrating on

effect vely executing your strategy. Il f you
there really is no point in trading. There are two sides to trading, strategy

development and trading execution. During market hours is when you should
concentrate on executiand nothing else.

Always Be In the Market

|l have always characterized trading the
waiting for the big move. o6 We know that
traders, you need to be in the market for the tnvg nMany traders stay out of

the market when itds quiet and try to p
people invariably miss the big move.

Instead of trying to predict when the big move will occur, your task becomes to
minimize your losses andwadown while you are waiting for the big move to

occur. This is a different way of looking at trading that focuses on managing cash
flow and risk rather than finding magic indicators and making good predictions.
Trading thus moves from a hobby to a bgsine

r

The only way to ensure that you wondt mi

market.

Buy High - Sell Low

Probably the most interesting rule for
Hi gher, and Sel |IThitiocauntamtutive BEoxwhat welalbo we r . 6
have a natural inclination to do, which is buy low, sell high. Most great trading
strategies are countetuitive. They are not based on our normal human nature

and the normal human reaction to the markets.cbmsystently make money

because they are designed with market sense not human common sense.

In the final analysis, any market is just a collection of individuals making decisions
and placing money in the market based on these decisions. Most of these

S
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individuals are doing what comes naturally to humans, buying low and selling
high. Statistics show that 95% of these people lose money.

To be a successful trader, you have to do the opposite of what this 95% is doing.

It 1 sndt easy, because it goes against
successful over time wil/ most | ikely f
Higherand & | | Low, Exit Short Lower. 6

NOTE: What you have just read has been presented solely for informational or

educational purposes. No investment or trading advice or strategy of any kind
is being offered, recommended or endorsed by the author or by TradeStation
Technologies or any of its affiliates, agents or employees.
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Il n the broad category of oOotrading the m
trading: discretionary, technical, and strbggd. When | sat down to write this

book, my intent was to write only about strategy trading. But then | realized that

to fully describe strategy trading, it was also necessary to discuss discretionary and

technical trading. |l tds I mportant that
wh ch i s not al ways <cl ear. | Ove met many
traders when theyodre actually technical

I have known and taught many traders, and have observed that there are four
distinct stages of trader educaticscrdtionary trader, technical trader, strategy
trader, and complete strategy trader. All successful traders have gone through
them. It is almost impossible to be a successful strategy trader without going
through all of these stages. My goal with thisibdolhelp you understand and
move through the stages at much less cost in both time and money.

Every trader usually starts out as a discretionary trader. The amount of money lost
generally determines how long it takes the individual to start usimmgitechn

indicators to make trading decisions. Eventually, as even employing technical
indicators fails to move the trader into profitability, the trader moves into the

third stage and starts to write strategies based on quantifiable data. It is at this
stagdhat the trader ordinarily starts to make money. Finally, the strategies and
money management approaches are refined and the individual becomes successful
as a strategy trader.
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The Discretionary Trader

A discretionary trader uses a combination of intuition, advice and non
guantifiable data to determine when to enter and exit the market.

Discretionary traders are not restricted by a concrete set of rules. If you are a
discretiongy trader, you can make buy and sell decisions using whatever criteria
you deem to be important at the moment. For example, you can use both a
combination of hot tips and relevant news storiesTra@wall Street Journaland

enter or exit the market based upon this information. If you begin to lose money,
you can immediately exit the market and change your trading method. You don't
have to use the same techniques day in and day out. It's a very flexible way to
trade that youan customize based on what you think the market is going to do at
any given moment.

For the discretionary trader, trades are made using gut instinct and intuition.

Unless a computer is generating a buy or sell signal and you actually follow the
signal, gur emotions will affect your trading. | explained in the introduction what
problems instinct and intuition could be in trading. Remember fear and greed? In
discretionary trading, technical tools such as indicators are sometimes used;
however, when theye put to use, they are utilized sporadically as opposed to
systematically.

Fascinated by the markets, the discretionary trader is ready to put on a trade at a

moment s notice. The most uncomfortabl e
trader is when there is no action. So he will jump on any piece of information,

anything that will permit him to take a stab at the market. Above all, he craves

the action.

INTUITION & HOT TIPS
The discretionary trader uses several sources for his trading decisions. One is

i ntui tion, f or exampl e, ol see a | ot of [
good, and earning will increase, so the stock market should go up, and | should

buy SHearwswal ly spends a | ot of time tal§k
think Joe, 1 sndt Wool worthds going to tur
watching the news, ORetail sales are | ool
stores to | ower their overhead. O

Hot tips are a common way that a discretionary trader gets ideas. A call from his

broker or good friend, or a tip from a discussion at a cocktail party are all places
the discretionary trader gets his trading
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hot new product in the works, hereds a
in the summer, our discretionary trader may decide to buy Corn, Beans or Wheat.
However, when he | ooks out the window a

position immediately. A news story on the nightly news may cause a discretionary
trader to short the airline that has just had a crash.

CRAVES EXCITEMENT

What a discretionay t rader | oves is the excitemen
mar kets, 6 playing with the big guys. He
and the gambling rush that he gets from calling his broker and putting in the

order to buy. He loves being abledth Gyro Corp. based on the news story of

the health hazards of their top selling Gyrometer. He has a real obsession for

buying Cotton based on the hot tip from his broker that the upcoming crop

report was going to be bullish, and he covets the tighfsdinend who called to

say that he just bought Techno Corp. because the latest quarterly earnings were

going to be a surprise on the upside.

Discretionary traders retain the flexibility of changing their buy and sell criteria

from moment to moment, and change they way they trade from minute to minute

and day by day. oWell, that | ast trade
McDonal ddés only if 1t opens up from yes
discipline, nor do theyittk they need any. They use their intuition and their gut

i nstinct, and feel justified in doing s
have to be smarter and quicker than the

| personally dondét know atioyap/traglingvh o has
They may have been lucky and won on a few trades, but overall, over time,
discretionary traders always lose money.

It is after enough money has been lost that the discretionary trader in some way
stumbles across technical indicatorsait be from the chart book he just looked

at where there was a Stochastic Indicator underneath the chart. Or he may have
gone to the latestake a Million Dollars Trading the Stock Markeeminar and found
out that using the Relative Strength Indicatbeisure way to stock market
profits. He thinks, 0So this is h
They add some rationality to an o
must be how the big money players make the big fintdreyuse technical

i ndicators!é

ow t he
t her wi
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DISCOVERS TECHNICAL INDICATORS

Once the discretionary trader discovers technical indicators, he or she
incorporates some rudimentary ones into trading, usually as additional
justification for making the trade. ONOoOt
Gizmo Corp. but Gizmo has great relative
bullish, and the Stodha i cs are oversold and giving a

These newfound technical indicators give the discretionary trader a new lease on

trading. Now our trader has a whole new world in front &f kive world of

technical trading. For a while, this newfamodd combines with intuition and

the discretionary trader views himself a:
strategy using moving averages and Stochastics with a dash of daily news and tips

from my broker. | am noWhiethetadetmap bj ect i v ¢
view himself as a strategy trader, this could not be farther from the truth. The
di scretionary traderds style is stildl un

and he is probably still losing money.

For a moment, these technical tools were thought to be the answer, and while
they add a little more rationale to his trades, the losses continue to pile up.
Despite his continuing angst, our discretionary trader is now on the way to
becoming a technicahder.

The Technical Trader

A technical trader uses technical indicators, hotlines, newsletters and perhaps
some personally defined objective rules to enter and exit the market.

As a technical trader, you are beginning to realize that rules are ianbtteait

it is appropriate to use some objective criteria such as confirmation before making

a trade. You have developed rules, but sometimes you follow them and

someti mes you dondt. |t depends how confi
money you are makinglosing. If an indicator gives you a buy signal, you may

override it because your broker told you the earnings report was going to be

negative. Or maybe the bonds are up, which means interest rates are rising, and

you better see how high rates go before you commit more money to this already

overpriced market. You may think, o0l have
Even though the Stochastic is not overbought
easy to make monéyi ke my f ather said, O6you candt go |

| east now I have a winning trade. 10611 sl
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Our trader now begins to realize that using the intuitiveoatig approach will

not lead to profitability. He now begins to focus on the technical indicators
themselves. There are so many! Moving Averages, Exponential and Weighted.
The MACD, Momentum, P/E Ratio, Rate of Change, DMI, Advance/Decline
Line, EPS, flue Range, ADX, CCI, Candlesticks, MFI, Parabolic, Trendlines,
RSI, Volatility Expansion and Volume and Open Interest, just to name a few. So
much to learn and so little time!

This whole new world of technical books, seminars, newsletters, and hot lines
now begins to preoccupy our trader. He learns all he can about indicators. He
wants to find the one indicator that will ensure profitability. He surrenders to
what | call Indicator Fascination.

INDICATOR FASCINATION

The first assumption that our tradeakas is that someone out there must know

how to do this. There must be an expert, someone who knows how to make

money, that has created the magic indicator to do it. This is the Holy Grall

syndrome and our trader now embarks on a search for the HolgdBraior.

He knows intuitively that there must be an indicator that will give him the

i nformation he needs to make profitable
there that know how to make money tradi
himandrd i ndi cators. 0

This is the indicator fascination phase. How are indicators calculated, what do

they represent, and are they the O0secre
need to be answered so he becomes a seminar junkie, travelling the country on

the quest for that great technique, the one that everyone uses to make the big
money. He visits Chicago one mont hélL. A.
Chicago Mercantile Exchange. He watches the CNBC expert technicians and

surfs the net looking for thianagic indicator.

Now hedl | only buy when the ADX is movi
hedol | sel l only when the RSI gets overb
more indicatebased and he listens less to his broker. For example, hié may te

his broker, oNo, | wonodét buy Apple Comp
l ndi cator i'Ss over 80! 6 Unfortunately, e

assurances of his seminar leaders, he still is not making money. He even begins to
wonder if hewill be able to continue trading with all of these losses. He thinks,

olf 1 could only control the | osses, |
bef ore my money runs out. o
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It is at this stage that he learns the value of stop losses, ksopmHes learns

the importance of managing the risk on each trade. He gets a hint that there is
more to trading than just the indicator, and his ears perk up when people mention

the concept of controlling risk and consc¢
stay in the game, to keep enough money to ma
guit a |l oser! o

But even with the newly found indicators, and controlling his risk witthstops,
continues to lose money, although he also consummates some winning trades that
keep his capital from depleting too quickly. And here he has another major
revelatioi markets can be trending or choppy. It is at this point that he realizes,

ol f | Iycpeedid tHe clmoppy markets, where | lose most of my money, |
could simply stay out of the market and get back in when it starts to make the big
move. 6 So he starts another quest, that

PREDICTING THE MARKETS

Discontinuing the use of the old technical indicators, our technical trader now
begins to flirt with the Elliot Wave theory, W.D. Gann techniques, and

Fibonnacci Targets and Retracements. These techniques generally claim to help
you predict when the market will be choppy and where and when it should be
bought and sold. He does all of this studying so he can learn to stay out of
choppy markets. It makes a lot of sense. Someone out there must know when the
markets are going to gdesivays and then step aside waiting for the next big

trend. When the trend comes, they get on it and ride it for big profits. They then
exit and wait for the next trend. He hears promises that he should be able to
forecast all of this by using these preeitechniques.

Unfortunately, after several seminars, our trader tries to predict a corrective stock

market and ends up mistaking it for the next big wave up. He explains to his
friends, ol mi ssed the big move because |
market was really in Wave 2 ready to start Wave 3. If | had just used my old trusty
indicators instead of trying to predict the move and waiting, | would have made

big bucks. 6

HISTORICAL PROBABILITIES

It finally occurs to him that he should back test secm@iques and see how

some of his indicators would have worked historically; he reasons that if he can
do this, he would have more confidence and discipline in his trades. He begins to
understand that no one (including himself) can predict the market. He starts to
realize that he needs to have some confidence that the techniques he is going to



Chapter 2: The Path to Successful Trading 31

use have worked intpea s t . He now knows that he can
thinks, OAII |l really need to know is w
trade according to my rules, and | shou

Our technical trader has now passed the second big initidtioegans to sense

the need for trading a strategy. He realizes that there is immense value in
historical strategy performance data. He purchases TradeStation and dives into
learning how to design and trade strategies.

The Strategy Trader

A strategy trader trades a strateggynethod of trading that uses objective entry
and exit criteria that have been validated by historical testing on quantifiable data.

Strategy traders are restricted by a set of rules. These rules make up what is

known aghe strategy. As a strategy trader, you will not deviate from your
strategyo6s rules at all, unl ess you hav
altogether. When your strategy tells you to buy, you buy. When your strategy tells

you to sell, you sell. Andwbuy or sell exactly how much your strategy tells you

to. You readhe Wall Street Journa@nd talk over the markets with your broker, but

you donodot make trading decisions to ove
you read or heard from your broker.

The reason you are restricted by your rules is that your rules are sound. As a

strategy trader, you've spent a lot of time and research in creating those rules.

Your rules have been hashekigned by you and tested artésted on years of

historical datarhis testing has given you positive results and the conviction that

|l ets you know itds time to take your st
still fly as high and low as the market, but at least they are not causing you to

make bad trading decisions.

Our strategy trader has now left behind the gurus, the hotlines, and the broker
recommendations, and has stopped trying to predict which wave the market is in
and how far it will go. He has purchased and learned how to uStali@ueHe

is becoming knowledgeable about computers, data and technology. He has
realized the value of quantifiable data and back testing, and starts to put on trades
with the confidence that comes with knowing the historical track record of the
same sttegy for the last 10 years. He is slowly learning the business of trading.
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QUANTIFIABLE DATA

One of the first things a strategy trader needs to understand is quantifiable data.
This is the data that he will correlate to the market and use to develop his trading
strategy. Without quantifiable data, he would be unable to trade a strategy.

Quantifiable data is measurable data. Stock and commodity prices are
guantifiable, as is wohe. All technical indicators that are derived from price

and/or volume are quantifiable and useable in designing a strategy. Are phases of
the moon quantifiable? Yes, as are the location of the planets. They occur in a
regular pattern, and each occurrenoeeasurable and predictable. What about
earnings per share or the price earnings ratio of stocks? Yes. These are also
guantifiable and can be used in strategy trading.

Once you understand what quantifiable data is, it is easier to spaodmdrable

data. Nonguantifiable data usually consists of random events that cannot be
reduced to a number and that cannot be predicted. For instance, speeches by
politicians are not quantifiable, although we know that they can have a profound
effect on stock price®pinions of our broker are not quantifiable. Are earnings
surprises quantifiable? No, but quarterly earnings reports are, and they usually
have a significant effect on stock prices. Are weather patterns, droughts, or
freezes quantifiable? No, althouglkmav they too have a considerable effect

on commodity prices, it is not possible to quantify droughts and correlate them to
Soybean or Corn prices.

A strategy trader thus moves into a mode of acquiring and testing quantifiable

data as it relates to histat price activity. This is a marked difference from a

technical trader, who tries to correlate data to price but usually through
observation and i ntuition, and from t he
guantifiable data at all or feels he needs to in order to make money.

It is this acquisition and use of quantifiable data, along with the software to test it,
that enables the strategy trader to investigate trading techniques historically and
begin to pt some rational and enlightened business practices to use in his trading.
It is this process that enables him to start finally making money.

HISTORICAL ANALYSIS

For some time now, our strategy trader has been using TradeStation to develop
trading strategs. He has learned rudimentary EasyLanguage and is actively
testing various trading strategies. He has learned that just because something
looks good visually and is profitable over a short period, it might not make money
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over a long time frame. He has also experienced the confidence that comes from
knowing that a particular strategy has been profitable in the past.

Even though he knows that the market will never quiieategghat past, it is

much more comfortable to trade a strategy that has been historically tested than
to trade intuitively. He knows that the success of a strategy is not directly tied to
the indicator, but to other factors: exits, money manageoptastd cash flow
management.

Because of the extensive time he has spent working with TradeStation, he also
knows the ins and outs of risk control. He has done extensive back tests and

found out that if he puts his stop losses too close, the stragsgiptaknany

trades and makes less money. He has studigdaset entry and how they work

together to get you in the market. He knows the difference between exits and
money management stops. He can now historically test any indicator or technique
andimmdi ately know how profitable it was
on anyone but himself to make trading decisions.

The strategy trader has also learned much about himself in this process. For

instance, he has learned how much money hknig to risk on any trade. He

knows he canot take a hit for, say, mo r
take a certain amount of drawdown and can only stomach a certain number of

losing trades in a row. He may refuse to trade a strategy thatehfwmiour

| osing trades in a row. He just knows h
to handle it. He adjusts any strategy he develops to account for this. However,

maybe he can watch his account go through a $12,000 drawdown if he knows that
hewonoét have a | ot of | osers in a row; e
information that confirms that a $12,000 drawdown is not unusual for his

strategy.

The key is that he has learned to customize the parameters of his strategies to fit
his personaijt There is no point in designing a great, profitable strategy if you
wondt be able to trade it!

The Complete Strategy Trader

The complete strategy trader has learned to use advanced cash management
principles, trades multiplearkets, and may trade multiple strategies in each
market.
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The successful strategy trader realizes that the keyterhopgofitability is

how the cash flow is managed, not withtator is used. He is done with trying

to predict the markets and has stopped looking for the Holy Grail indicator. He
understands that strategy trading is not unlike most other businesses and, as a
result, has turned his trading into a sophisticatetebsidased on sound

business principles.

Remember the great fish restaurant that | mentioned in Chapter 1. It opened and
immediately received rave reviews; it was ranked four stars (out of four) by all of
the restaurant critics. It was hard to get in at peak times because you always got a
great meal. Again, it is not the food that makes a successful restaurant.

Of course a restaurant needs a good chef and good food. But to stay in business it
needs much merthan good food. Costs, service levels, and cash flow need to be
managed effectively. | realized that many successful restaurants have mediocre to
poor food (just visit any fast food joint). But they stay in business because the
management has masteretiangant management, which has nothing to do with

the taste of the food.

Trading is really no different. Traders become successful because they understand

trading management. Trading management has nothing to do with indicators, but

has a lot to do withhé details of managing trades and cash flow effectively. The
complete strategy trader can say, 00f <col
my favorites. But | think with what | know about trading now, | could make any

i ndicator profitable. o

Successfitaders understand that to be successful and stay in business more is
needed than simply a great indicator.

CASH MANAGEMENT & RISK CONTROL

Our strategy trader is now spending a lot of time using TradeStation to focus on

cash management. He has found a group of indicators that he trusts, has back

tested, and has worked with for enough time now so that he knows their
strengths and weaknesses. Hedoll tell you,
Holy Grail. There is oplso much money in the markets and most indicators can

be rigged to catch most of the moves. The real task is to manage your money
efficiently to take advantage of market 1

Our trader is now focused on refining techniques concerned with how to scale

into a potential big move, and how to scale out as the market moves in his
direction. He is focusing on the value of pyramiding a position to maximize the
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leverage of his open equity. He is using his accumulated net profit to be able to

trade bigger positions without risking his own capital. The successful strategy
trader focuses his TradeStation testing on the percentage of his account that

should be riskewith each trade, so as to maximize his profits and minimize the
drawdown.

Dondt underesti mate how critical t he si

to add to a position at the right time. This may be more important than the
strategy itself!

TRADES MULTIPLE MARKETS

Our strategy trader has observed that to maximize his return, he must trade
multiple markets. At any given time there may be only one or two sectors moving.
If you are only trading one market, you will have to wait for the nexdvag

and fund the drawdown. The more markets you trade, the greater the chance that
one will be in a big move. It is also likely that the profits in the markets that are
moving will be greater than the drawdown in the markets that are not. That is the
ideal situation because you can then reduce the fluctuation in equity and have a
more predictable cash flow.

Our strategy trader now understands th®lagsotion of market diversification.

With back testing, he is now able to test the combination of strategies and
markets and how they integrate into a comprehensive trading strategy. An overall
strategy is now coming into focus that includes trading several markets.

TRADES MULTIPLE STRATEGI ES IN EACH MARKET

Our strategy trader has also learned to recognize that every market goes through
different types or phases of movement. He is finding out that it is possible to

define what that movement is and develop a strategy to profit from that actio

He may say, o0l wused to only make money
basically a trend trader. But a few months ago | added a Volatility Breakout

strategy to compliment the trend strategy. When a market is not trending, | can

still get some moneyt with the VB strategy. This money to some degree funds

the trendfollowing strategy drawdown in a fieending market, and levels out

my overall cash flow. 6

As you can see, our trader is now talking an entirely different language. He has
become a stysticated money manager, intent on maximizing the profits of his
business. He has come a long way from being a seminar junkie, consumed with
Indicator Fascination. He realizes the value of technology, and the immense
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capacity of software |i ke TradeStatio

do this without todayds software and
Or like being a discretionary trader.

Deasion Models

| have always been interested in the science of how we as human beings make
decisions. Life is really all about making decisions. If we can improve the way in
which we make decisions, it stands to reason that we will be more successful in
life. If we can improve the manner in which we make our trading decisions, we
will become a more effective trader and hopefully make more money.

In my early years of trading, | always wondered whether there was statistical proof

that strategy trading wakerently more profitable than other types of trading. |
knew from my own experience that it was but | was unable to prove it statistically.

| then picked up a book called Decision Erapss is a book about the process
of decisioamaking and | pickedaftf the bookstore shelf when | was attempting

n. I
t ect

to |l earn how to become better at trading.

put forth the notion that objective decisions (i.e., strategy trading) produce far
superior results than other polojective foms of decision making.

In this book, nine different types of decisions were tested using each of the three
different decision methods. The accuracy of the decisions was then compared and
analyzed for effectiveness in predicting final outcomes. Thgatoegioked at
different types of decisions, predicting grades, predicting recovery from cancer,
performance of life insurance salesmen, as well as predicting changes in stock
prices. He used three different decision making processes: an IntuitivenPredict
Model, a Subjective Linear Model, and an Objective Linear Model. Interestingly
enough, these can be compared to our 3 types of traders: discretionary, technical
and strategy.

INTUITIVE PREDICTION MODEL (DISCRETIONARY TRADER)

Intuitive prediction is defined as making a decision without the use of any
objective or quantifiable data. For instance, in trying to predict the academic
performance of graduate students, the researches asked their advisors to do so
without seeing thegrades and just by talking to them. The deeisaders had

to rely on their intuitive impressions and any other factors they thought relevant
(how the students dressed, their language skills, grooming habits, etc.).
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This is the same way our discretionary trader makes trading deosiuns

intuition and gut instinct. Although he might think he does, he does not use any
objective criteria. In predicting the stock prices, it is highly likely that the
researcher engaged a discretionary trader to predict the future prices of stocks.

SUBJECTIVE LINEAR MODEL (TECHNICAL TRADER)

A Subijective Linear Model is a much more cordplagion making process. It

starts with interviewing experts in a field and learning how they make decisions.
The researcher literally asks the expert how he or she makes decisions and they
respond by explaining how they make their predictions. Altihesgheixperts

are not using quantifiable data, they have enough experience and knowledge in
their field to be successful. This decision making process is then outlined by the
researcher.

For instance, a physician, highly experienced in treating canably e

become fairly adept at predicting the life expectancy of his patients, even without
using any objective data. The researcher interviewed the physician and attempted
to determine exactly how the physician made this assessment. Then the researcher
put this newly quantified data into a regression model and attempted to predict

the life expectancy of cancer patients.

This is very similar to how our technical trader makes decisions. He goes to

seminars and reads books to learn how the experts make decisions using technical
indicators. He then takes what he learns and attempts to trade like the experts. In

a sense, he does his own regression mod
decisions

OBJECTIVE LINEAR MODEL (STRATEGY TRADER)

For the Objective Linear Model, the researcher developed an objective model
based on historical tests and observations to predict results. This is defining and
using quantifiable data, running historical testshan using the results of the

tests to predict future outcomes.

For instance, the researcher would look at reams of physical data from cancer
patients, and correlate the data with how long the patient lived. After running the
historical tests, the raseher would then obtain the physical data from a cancer
patient, and using the historical test data, attempt to predict how long that cancer
patient will live.
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This is exactly what a strategy trader does. He runs historical tests and then uses
that data to take a position in the market. He uses objective, quantifiable data
tested historically to make his trading decisions. Table 1 shows the results of the
tests.

Types Intuitive Subjective Objective
of Judgments Prediction Linear Linear
Academic Performance of Graduate 19 .25 .54
Students

Life Expectancy of Cancer Patients -.01 13 .35
Changes In Stock Prices .23 .29 .80
Mental Iliness using Personality Tedts .28 31 46
Grades and Attitudes in Psychology 48 .56 .62
Course

Business Failures using Financial Rptios .50 .53 .67

Studentds Ratings]| of.35Te ac h%r d|s .91
Effectiveness

Performance of Life Insurance 13 14 43
Salesmen

IQ Scores using Rorsach Tests A7 51 54
Mean (Across all Studies) 33 39 64 ‘

In every case, the Subjective Linear Model outperformed the Intuitive Prediction
Model but only by a small margin. If you look at predicting the changes in stock
prices, the Subjective Linear Model only slightly outperformed the Intuitive
Prediction Model. This correlates very closely with my experience in trading.
Technical traders amly slightly better than discretionary traders and neither of
them make much money. While the difference in expertise and experience
between a discretionary trader and a technical trader is substantial, the resulting
profitability is hardly noticeable.

The real insight from this study comes when we look at the results of the
Objective Linear Model. In every case, the Objective Linear Model outperformed
both the Intuitive Prediction Model and the Subjective Linear Model. In some
cases, the improvement wasor, and in others it was substantial. It is

interesting to observe that the greatest improvement came when using the
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Objective Linear Model in predicting the changes in stock prices. Here was the

proof | was seekifiga definitive study showing the benefits of objective
decisioAmaking as opposed to other forms of decisiaking.

This is my experience as well. The gteateovement in trading results
(profitability) comes when a trader begins to use objective quantifiable data and
does historical tests to develop trading strategies. In this study, this is confirmed
not only with changes in stock prices, but in the dig@plines also. If there

ever was a case to be made for considering strategy trading, this is it.

The Benefits of Strategy Trading

| believe that a trading strategy, which has been properly developed and tested,

can make you more money than trading any other way. However, this is not the

only reason that strategy trading is the method of choice for most successful

traders. There are other benefits as well. One of the most important benefits is

that you can sleepw | at night knowing that youor
been tested and-tested, and is proven to be successful. No matter what happens

in the market during the day, the confidence you have in your strategy makes this
type of trading easier on you.

Another advantage is that you can choose a market and a trading strategy that
compliments your personality. The basic idea is that the trading strategy you select
is based on the type of market action you are the most comfortable trading.

Those who desite always be in the market will select a different strategy than
people who prefer sheidrm positions. If you get a thrill out of riding the big

trends, then you will select a different type of strategy than someone who enjoys
going against the trend.

Have you ever received an unexpected ca

broker. We need to settle the margin on your account. Looks like the market
really went against you this weekod?

If you are a strategy trader, this is not likely to &icategy traders always know

where they stand financially. They know this from the financial results of the

historical tests. If you do get a call like this, you will most likely be expecting it

and will have planned for it. You have creatively desigmatégy based on the

amount of money you have to work with. As a part of knowing the maximum
equity drawdown associated with your st
capital requirements and make adequate provisions to provide enough capital to
maneuver through the eventual drawdown. There will be no financial surprises.
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| 6ve been talking at | ength about why st

make money in the markand what type of skills and knowledge are necessary

to be a successful strategy trader. | showed you a study that in my view gives very
solid proof that strategy trading (objective decision making) is the most successful
way to make decisions. If thes&s ever any doubt in my mind, this study cleared

it up. | hope you are now convinced that if you want to make money you should

be a strategy trader.

So letds go on to the nuts and bolts of

NOTE: What you have just read has been presented solely for informational or
educational purposes. No investment or trading advice or strategy of any kind
is being offered, recommended or endorsed by the author or by TradeStation
Technologies or any of its affiliates, agents or employees.

I



Chapter 3. Markets,
Strategies & Time Frames

The first step in developing a trading strategy is to select the market action and
corresponding strategy type that you
strateg type is a very important part of strategy trading and you should take your
time in evaluating the alternatives. Many factors will influence your decision, but
your own personality will ultimately direct you to the strategy that is right for you.
In makng the choice, the most important thing to remember is that it is yours to
make alone. Read everything | have to share with you about different types of
strategies, but then decide for yourself. Only you really know what type of person

you are and therefwhat type of trading is best for you.

This chapter will help you to understand some of the conditions that can occur in

the market, and the strategy type that complements those conditions. Once you
are familiar with the basic strategy types, you ailldé& select the one you

want to use.

Three Market Types

Generally, there are three types of markets. The three market types, or phases, are

derived from three distinct chart patterns that appear when there is a shift in

W a

market action. The phases are trending, volatile, and directionless, and each can be

characterized by specific price activity. Take a look at the following charts and
familiarize yourself with each different market pattern.
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TRENDING MARKET

A sustained large increase or decrease in price characterizes a trending market.

Take a look at Chart 1. This weekly chart of Coca Cola (KO) from early to mid
1997:

1 Coca Cola Co-Weekly O x
07/25/97 C=70.188 +.938 0=68.875 H=70.750 L=67.750 ¥=13649000 Mov Avug2lines 70.139 65.666

(-70.000

< s | Chart 1
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[enten Input: Price(Close),Length1(9),Length2(18);

[-45.000

Plot1(Average(Price,Lengthl),"SimpAvgl");
F40.000 Plot2(Average(price,Length2),"SimpAvg2");
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In fact, this stock has been in artngmd since 1994. KO has almaogied since

then. This trending market was characterized by sustained up moves with very
small and shotived corrections. The 8nd the 1$eriod moving averages are
included in Chart 1. A trend trader would buy the market when the shorter 9
period moving average crosses above the 18, and hold the stock ypeilitite 9
average crosses below the 18. In this time period, he would have held KO for at
least two trend moves.

Now take a look at this daily chart, Chart 2, of the Swiss Franc from
mid-1996 to early 1997:

| Swiss Franc 1600-Daiby [=] B3
02128/97 C=.6783 -.0012 0=.6797 H=.6812 L=.6763 ¥=13309 Mov Avg 2lines .6806 .6893
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Chart 2
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i Input: Price(Close),Length1(9),Length2(18);

7200 Plot1(Average(Price,Lengthl),"SimpAvgl");

| 7000 Plot2(Average(Price,Length2),"SimpAvg2");

r.6800

"0/96 H1:96 12196 Y7 97

13|
Created with TradeStation by Omega Research © 1997

In this time period, the Swiss Franc has been in a daily downtrend for many

months. It has lost more than 15% of its value over the period. This market was
characterized by a sustained downmove with very small corrections. The same
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moving averages were plotted here, the 9 and 18. Note that if you had followed
these averages, you would have stayed short for several months at a time.

The time frame you are looking at is important when you consider the type market
action. Chart 3 shows the same Swiss Franc viewed on a monthly instead of daily
chart.

| Swiss Franc 1600-Monthhy [=] B3
02/28/97 C=.6783 -.0273 0=.7056 H=.7089 L=.6722 ¥=315646 Mov Avg2lines .7750 .8095
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The downtrend in 199897 looks a little different when put in this perspective.

It looks like the most recent move in a directionless market. And if you had traded
the same moving averages on Chart 3, you would have been chopped around and
most likely lost a lot of money. The point is that you should be aware that a
directionless mohly or weekly chart might have very tradable daily trends, and

vice versa.

DIRECTIONLESS MARKET

A directionless market is characterized by smaller, insignificant up and down
movements in price, with the general movement sideways. We probably would
not call Chart 3 of the Swiss Franc directionless because the movements were not
insignificant.

On the other hand, Chart 4 of Caterpillar in 1996 clearly shows a sideways
directionless market, whose movements | would call insignificant, as the stock
movel between 31 and 37 for most of the year. Markets chop around like this
between trends. As you can see, | put the Stochastic Indicator on this chart. The
Stochastic Indicator is commonly used as an overbought/oversold indicator. In
directionless marketguymight

attempt to buy CAT when the Stochastic is at or below 20 or 25 and sell when it is
above 75 or 80. You could have made some money doing this with CAT in 1996.
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VOLATILE MARKET

Chart 4

TradeStation EasylLanguage
Indicator: Stochastic Slow

Input: Length(14),BuyZone(20),SellZone(80);

Plot1(SlowK(Length),"SlowK");
Plot2(SlowD(Length),"SlowD");
Plot3(BuyZone,"BuyZone");
Plot4(SellZzone,"SellZone");

A volatile market is characterized by sharp jumps in price. Chart 5 is a weekly
chart of American Software. You will notice that this type of market action
involves a quick and unexpected changsdatiliy. At the marked points on this
chart, AMSWA was quiet for the previous 7 to 15 weeks. Then the price leaped
out of this low volatility trading range. This is what is commonly called a

ovolatility
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Long— Short €

The volatility of the market increased substantially during the breakout week as it

shot out of the previous range. Strategies can be designed to take advantage of this

type of change in volatility. They are generally called Volatility Expansion

Strategies.

Volatility expansion strategies profit from market action like the movement

depicted in the AMSWA chart. Basically, the strategy measures recent volatility
and attenpts to trade an immediate increase by buying an upside breakout with
increased volatility or selling a downside breakout as the volatility increases.
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Another neasure of volatility might be the difference or spread between two
moving averageéshe spread increases with volatility. Price action, such as gap
openings or an increase in the daily range, can also be considered an indication of
an increase in volatility.

Three Strategy Types

Each of these three types of markets (Trending, Directionless and Volatile) are
tradable, but with markedly different t
type of market behavior and the stratégatsare appropriate to that type of

market.

TREND FOLLOWING STRATEGIES

Like the name, treAdllowing strategies are designed for trending markets, and
to take a position for all the big trending moves that may occur. In creating trend
following stratgies, the number one priority is that the strategy must never miss
the big move.

The easy way to accomplish this is to always be in the market, that is, to always be

either short or long. If you always have a position, you will always be there when
the big move takes place.

\

The other method is to always have a o0s
above or below the current price (this is the same order as a stop loss, but it is

used to enter the market rather than exit). Using a stop tdhenterket will

protect you because if the market moves quickly in either direction, you will be

stopped in before the big move begins.

|l candét emphasize enough how i mportant
following strategies. During the chomnectionless phases of the market, you

will experience several losses in a row and most likely significant drawdown.
Therefore, if your strategy misses a big move, you may not have enough capital to
hold out through the drawdown for the next big move.

Anot her design priority should be to | i mi
sideways mode. Notice how | said limit losses not make profits. It is very

important to recognize that no strategy will make money in every market

condition. It is therefore very inmemnt to identify the market action in which the

strategy will make money and the market action in which it will lose money.
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Once you have found the market action in which the strategy will lose money, it

becomes a strategy design priority to minimize losses during that market action. If
the strategy is designed to make money in a trending market, it will lose money in
the chopy phase. Your priority should be to minimize the losses in the
directionless market.

Many trenefollowing strategies make their money in one or two trades of the year
and break even or lose money for the rest. The most common indicator used for
trend folbwing is moving averages, most often two, a short moving average and a
longer moving average. Chart 6 of Disney showsdhd 28period moving

averages with TradeStation arrows indicating wheaadBB8period moving

average crossover strategy wgalbng (up arrow) and short (down arrow).

: Disney Walt Hidg Co-Daily [m] B3
0712497 C=79.313 +1.375 O=77.938 H=79.625 L=76.500 V=1742100 Mov Avg 2 lines 77.541 77.541

Chart 6
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As you can sgthere were periods of trend where a significant amount of money
was made as well as periods where the market was choppy and the strategy
whipsawed back and forth with losses.

Letds anal yze wh atendiraders will t¢llyos thatthe ar ne d.

80/20 rule works for trend trading: they make 80% of their profits on 20% of

their trades. Even though the moving average strategy on Disney (Chart 6) made
money over time, it was profitable only 39% of the time. Haaisnthat the

strategy lost money 61% of the time. This is the difficult part of trendftrading

low percentage of winning trades. You need a lot of positiesteeth and a lot

of confidence in your abilities to trade a strategy that loses money 65%0 o

of its trades.

We will talk about this issue again later, but you should be thinking now about the
design of the strategy you would be able to trade. If you want to be a typical trend
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trader, you should be prepared to lose money in a majority of trades. You should

also be able to sit through significant drawdown as the market drifts through a
directionless period.

The table below, SPF 1, is what | call a Strategy Parameter File. It is a summary of
all the relevant information that | use to create a strategy witls{Btéon. Each

time | test a strategy in this book, | will use this so that you can see a description
of a strategy in summary form and you have all the information to reproduce the
results if you so desire.

Strategy Parameter File

Moving Average Crosseer

SetUp 9/18 Moving Average Crossover SPF1

Note that wunder AENtriesao
Entry None (market order) put none. | do not consider a
Stops None Exits None market order technically an Entry.

This is discussed in the next

MaxBarsBack 50 Slippage 0 chapter, under the title, The Magic
of SetUp and Entry.

Margin None Used | Commission ¢

Data Source (DIS) - Disney Stock- Omega Research CD

Data Duration | 1/2/90 to 7/11/97

Look at the Performance Summary labeled PS 1. As | just asked you, could you sit
in front of your computer screen and place losing trade after losing trade, waiting
for the big move to come? Could you sit through a string of 6 or 7 losses in a row
before the next profitable trade? Could you lose $20 per share in a string of losses?

B e oS 1

MovAvg Crossover Disney Walt Hidg Co-Dailty 01/02/90 - 07/11/97

| do not include margin in my
calculations as | personally look at

Performance Summary: All Trades

Total net profit $ 18.66 Open position PiL $ 3.56

Gross profit $ 108.16 Gross loss $ -89.50 return onMaximum |ntraday

e — i baatrai -~ Drawdown or what | call ROMID.
al rades 'ercent profitable . . .

Number winning trades 13 Number losing trades 67 Margin can be placed in-Bills to

earn a risk free return. To add it to

Largest winning trade 10.00 Largest losing trade $ -4.63

$ R
Average winning trade $ 252 Average losing trade $ -1.34 the account size thus becomes
Ratio avy winjavy loss 1.88 Avg trade(win & loss) $ 047 redundant.
Max consec. winners 4 Max consec. losers 6 I . diff £
Avy # bars in winners 27 Avy # bars in losers 10 Also, using different amount o
Max intraday drawdown 2013 margin needlessly compllcate;
Profit factor 1.21 Max # contracts held 1 strategy performance comparison.

*

Account size required 20.13 Return on account 93%

=
Created with TradeStation by Omega Research © 1997
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Note: it you are unfamiliar with Performance Summaries (Strategy Report), please refer to Chapter 8,
The Science of Strategy Evaluation.

As you can see from PS 1, the maximum number of consecutive losers was 6 and
the maximum intrday drawdown (MAXID) was $20.13. That means that at least
once, from 1990 to 1997, you would have placed six losing trades in a row and
had a cumulative loss of over $20 per share. Could you realistically put up with this?

Another characteristic of a trefatlowing strategy is that it makes most of its
profits in one or two big trades. Of the $18 profit in Disney, $10 came from one
trade over the six years of data. This is not unusual for-fotl@nthg strategy.

| discuss how much profit you should permit to come from the largest profitable
trade in Chapt 8, The Science of Strategy Evaluation.

Many researchers have estimated that any market is in the trend mode 15% of the
time and is directionless 85% of the time. A #f@lmving strategy then, by

definition, has a low percentage of profitable trAdesndfollowing strategy is
psychologically difficult to trade, but if you think you can successfully trade

without constant positive feedback, it can prove to be very profitable.

Trendfollowing strategies are probably the most popular type ofystyditga

high percentage of losing trades, you might be wondering why is it so popular.
Very simply, trentbllowing strategies can be very profitable over time. Another
reason is that people like to follow (and make money on) the big trends. Itis
humannature to want to cash in on the big moves in the market. It is innately
satisfying to get in early on a trend and watch your profits soar.

SUPPORT & RESISTANCE STRATEGIES

The main focus of a Support and Resistance (S/R) strategy is to profit from the
price swings that occur in directionless markets. The strategy attempts to capture
price movement opposite to that captured by {i@lmving strategies.

Support and resistance strategies start with the premise that markets are

directionless 85% of thente. The strategy attempts to take advantage of this
price movement and catch the small swings that take place in sideways or choppy
markets.

This type of strategy has a higher number of winning trades, with small profits on

each trade. It misses the fidhd because it exits early in the trend move as the
market becomes quickly overbought or oversold.
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An S/R strategy is built on the concept of buying low and selling high. As you are

buying when prices are low and selling when prices go up, you are actually trading
against the trend. Essentially, you are attempting to pick tops and bottoms. You
buy lowand sell high, but the market keeps going higher. You keep selling as the
market goes higher, and keep taking small losses until the market finally turns
down and gives you a profitable trade.

Although an S/R strategy is easier to trade emotionallyf maayd e r s don ot

this type of strategy because they miss the big move (by design). The most
common indicator used with a support/resistance type of strategy is probably the
Stochastic Oscillator.

You can see the Stochastic Indicator on Chart 7 opiCatel also applied the

Stochastic Crossover strategy | created based on this indicator, highlighted in
SPF 2.

Chart 7

TradeStation EasyLanguage
Strategy: Stochastic Cross

Input: Length(10);
IF CurrentBar > 1 and

K SlowD(Length) < 35 and
SlowK(Length) crosses above

Shorts an uptrend SlowD(Length) then Buy on Close;

IF CurrentBar > 1 and

Slowd(Length) > 65 and
SlowK(Length) crosses below
SlowD(Length) then Sel on Close;

Notice how the indicator fluctuates between 0 and 100. In this case, | used the 65
line and the 35 line to represent overbought and oversold, respectively. The
overbought level for the stochastic is generally between 65 and 90 and the
oversold level is veeéen 35 and 10. You can play around with these levels to find
the ones that make the most sense for you.

| have designed an S/R strategy so that when the Stochastic (SlowD) is below 35
and the short average (SlowK) moves above the long average (SlowD), the
strategy produces a buy signal. The opposite would be true for a short signal,
SlowD is above 65 and SlowK crosses below SlowD.



